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PREFACE

At the beginning of the twentieth century few workers possessed the security of
an old-age pension. In the developed countries most either died early or worked
until they were in their late sixties, spent a brief retirement living with their
children, then died in their early seventies. To be old generally meant to be
poor. Being disabled signified that poverty began earlier. To survive the wage
earner implied that poverty lasted longer. No support from children meant
being thrown back on charity or minimal public support. For developing and
middle-income countries matters were a great deal worse: incomes were sub-
stantially closer to subsistence levels and the capacity of children to support
their parents was less; death came earlier; life was nasty, brutish and short.
But by the end of the century things changed dramatically. In developed
countries the incidence of poverty in old age is now at comparable levels to
that in the remainder of the population. Life expectancy is longer and most
workers can expect a significant period of retirement with a reasonable
income. Disability pensions and the possibility of early retirement have reduced
the financial risks of incapacity to work. Almost all women are entitled to sur-
vivors' pensions, and a growing majority are entitled to pensions as workers in
their own right. Alongside these changes, an increasing number of developing
countries are beginning to emulate the experience of the developed countries,
in terms of the extension of coverage and in the improvement of benefits.

A large part of this profound improvement in social conditions can be
attributed to the creation of social security pensions, which must be counted
as one of the great social developments of the last hundred years. After growing
hesitantly in the first part of the century, they underwent an accelerated devel-
opment in the second half. Pension outlays in the developed countries grew at
twice the rate of GDP, and more and more developing and middle-income
countries joined the number of countries attempting to provide pensions for
their people.

But, as this book shows, the task is only half finished. Pension schemes
throughout the world are in a state of upheaval. On one hand the developed
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Preface

countries are contemplating new architectures for the financing of pension
outlays. This requires careful thought and the development of a new consensus.
On the other hand the overwhelming majority of the world's population is still
without some form of income security in old age or disability. To extend the
security available to workers in the developed countries of the world to workers
in all other countries remains a paramount task for the early years of the twenty-
first century. It will require great effort, great imagination and an enlightened
adaptation to the different circumstances of developing countries. It means
extending the coverage of pension schemes (and all other forms of social
security), improving their governance, and ensuring that the design of the
schemes is both economically efficient and compatible with internationally
accepted human and social values.

The International Labour Organization has been closely involved in these
developments over the last three-quarters of a century: in its normative work
and in the setting of international labour standards concerning pensions; in
its research activities; and in its technical cooperation programmes It intends
to be equally involved in the twenty-first century.

Juan Somavia
Director General

International Labour Office
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justice" and the Declaration of Philadelphia of 1944, which reaffirms the funda-
mental principles and objectives of the ILO, recalls succinctly that "poverty
anywhere constitutes danger to prosperity everywhere".

To be able to follow its mandate, the ILO was created on the basis of a
tripartite structure whose governing body comprises governments, employers'
and workers' representatives and, although initially established by European
and North American countries, it has now expanded to include almost all
countries of the world, a total membership of 174 countries in 1998. Its head-
quarters, the International Labour Office, was established in Geneva, and it
has regional and area offices throughout the world. One of the several depart-
ments at headquarters is the Social Security Department (SEC SOC) which
deals exclusively with issues related to social security.

During its early years, roughly up to the end of the 1940s, the principal way
in which the ILO followed its objectives was through the drafting and enacting
of international labour standards - Conventions and Recommendations -
which could then be ratified by its member governments and which, once
ratified, are subject to control and verification by a committee of international
legal experts (see also Technical Brief 2). These standard-setting activities made
the ILO the only international organization which built up a series of legal
instruments able to regulate working and social conditions all over the world
and which are commonly accepted by all countries.

From the mid-1940s onwards, several developments greatly influenced the
development of the ILO. The first of these was the creation of the United
Nations and the absorption of the ILO as a specialized agency within the UN
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system. This not only placed the normative concerns of the ILO within a more
general framework of human rights but also associated the ILO with some of
the broader aims of the United Nations, especially those concerned with eco-
nomic development. Second, the rapid but prolonged process of decolonization
and the emergence of a number of developing countries not only increased the
membership of the ILO but also introduced, in addition to the framing of
International Labour Standards, technical cooperation activities, particularly
those concerned with practical efforts towards the creation of employment
opportunities, the protection of workers and the development of employers'
and workers' associations. Third, the division of the industrialized countries
into two large, and conflicting, power blocs, the western OECD countries and
the Soviet bloc, deflected much of the ILO's attention away from its more
fundamental concerns. This division has, of course, now disappeared and has
resulted in a resurgence of ILO activity in Eastern and Central Europe as
well as in a number of other formerly planned economies.

Currently the annual budget of the ILO is around US$500 million and it
employs about 1,800 staff, divided between its headquarters in Geneva and 40
offices in all parts of the world. The latter include a number of multidisciplinary
teams intended to provide the countries in the different regions with immediate
specialized professional advice. But for many of its technical cooperation
activities the ILO acts only as executing agency and not as financing agency.
Finance for projects is obtained from outside donors: the United Nations
Development Programme, individual donor countries, or other international
agencies such as the World Bank, the European Union or the regional develop-
ment banks. Although the sources and level of these external funds have varied
considerably in recent years, they add about US$100 million a year to the level
of ILO activity in member countries.



ABBREVIATIONS

ACTFU All China Federation of Trade Unions

AFJP Administradoras de Fondos Jubilaciones y Pensiones or
Retirement Pension Fund (Argentina)

AFORES Administradoras de Fondos para le Retiro or Retirement
Pension Fund Management Companies (Mexico)

AFP Administradoras de Fondos de Pensiones or Pension Fund
Administrators (Chile)

AGIRC Association générale des institutions de retraite des cadres or
General Association of Pension Institutions for Managerial
Staff (France)

All V-I V/AVS-AI Alters- und Hinterlassenenversicherung und die Invaliden-
Versicherung/Assurance vieillesse et survivants et Assurance
Invalidité or Old-age and survivors' insurance (Switzerland)

AMCs Asset management companies

ANSeS Administración Nacional de Seguridad Social or National
Administration of Social Security (Argentina)

ARRCO Association des regimes de retraites complémentaires or
Association of Supplementary Pension Schemes (France)

ATP National Supplementary Pension Scheme (Sweden)

BPS Banco de Prevision Social or Social Security Institution
(Uruguay)

BPU Basic pension unit

BVG/LPP Berufliche Vorsorge/Loi sur la prévoyance professionelle or
Compulsory occupational pension

CDF Cooperative Development Foundation (India)

CDU Cooperation Development Union
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CEFTA Central European Free Trade Agreement
CFA Communaute'financière africaine or African Financial

Community (composed of 15 African countries)
CIESS Centro Interamericano de Estudios de Seguridad Social
CIFOCSS Centre ivoirien de Formation des Cadres de Sécurité sociale

or Ivorian Centre for the Training of Managerial Staff in
Social Security (in Côte d'Ivoire)

CIS Commonwealth of Independent States (composed of
countries that were formerly part of the Soviet Union

CNESS Centre national d'Etudes supérieures de Sécurité sociale or
National Centre for Advanced Studies on Social Security

COLAs Cost-of-living adjustments
DB Defined benefit
DC Defined contribution
EMU European Monetary Union
EOBI Employees' Old-Age Benefit Institution (Pakistan)
ESOP Employee stock ownership plan
GDP Gross domestic product
GNP Gross national product
IBRD International Bank for Reconstruction and Development
ILO International Labour Organization, International Labour

Office (the International Labour Office in Geneva,
Switzerland, serves the International Labour Organization)

IMF International Monetary Fund
IMSS Instituto Mexicano del Seguro Social or Mexican Institute

of Social Security
IRS Internal Revenue Service (United States)
ISS Social Security Institution (Colombia)
ISSA International Social Security Association
MOLSP Ministry of Labour and Social Protection
MRS Mandatory retirement savings scheme
NBC National defined contribution
NBK National Bank of Kazakhstan
NGO Non-governmental organization
NPA National Pension Agency
NPF National Provident Fund
NSAFs Non-state Accumulation Funds
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Abbreviations

NSAP National Social Assistance Programme (India)
NSC National Securities Commission
OECD Organization for Economic Cooperation and Development
PAP Public Pension (Argentina)
PAYG Pay-as-you-go
PBU Basic Universal Pension (Argentina)
PC Compensation benefits (Argentina)
PEW Post-employment wage
PRIS Pay-related social insurance
SAF State Accumulation Fund
SAFJP Superintendencia de Administradoras de Fondos de

Jubilaciones y Pensiones or Superintendency of Pension
Fund Companies (Argentina)

SAR Supplementary private savings system
SERPS State earnings-related pension scheme (United Kingdom)
SEWA Self-Employed Women's Association
SIGMA Management in Central and Eastern European Countries
SIJP Sistema Integrado de Jubilaciones y Pensiones or Integrated

System of Retirement and Pensions (Argentina)
SSAC Social Security Advisory Committee
SSI Social Security Income (United States)
SSK Social Security Scheme (Turkey)
SSPTW Social Security Programs Throughout the World
SSS Social Security Scheme
UK United Kingdom
UN United Nations
UNDP United Nations Development Programme
UNICEF United Nations Children's Fund (formerly United Nations

International Children's Educational Fund)
US United States
VAT Value added tax
VMBFs Voluntary Mutual Benefit Funds
WAEMU West African Economic and Monetary Union
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GENERAL OVERVIEW AND MAIN
ISSUES

ABOUT THIS BOOK

This book has three main purposes. Its first and principal intention is to act as a
reference work for policy analysts and decision-makers in countries which are
seeking to reform their existing pension programmes, or which are seeking to
establish pension programmes for the first time. For this group of readers
what is happening in other parts of the world and its implications are of critical
relevance to the decisions which they themselves must take and implement. This
is especially the case because few such countries possess their own prior experi-
ence on which to draw in shaping their decisions. A balanced assessment can
only come from a factual review of what other countries have done, modified
by its applicability to the particular circumstances and history of the country
contemplating reform.

The second main intention of the book is to act as a textbook, mainly
for graduate students or for undergraduate students in their last year who
wish to find out about the structure of pension programmes on a global
basis, and who wish to understand not only the current situation as far as
pension schemes are concerned but also some of the analytical social and
economic consequences which arise from different pension structures. These
first two groups of readers are addressed mainly in the first part of the book
which, as far as possible, is descriptive and which, again as far as possible,
avoids taking sides in what has become a controversial and sometimes
heated policy debate.

The third purpose of the book is frankly more prescriptive and, because of
this, may be more controversial. It is concerned with making the right choice of
policies. It should be of interest to all members of the general public, who will be
affected by the choice of policy, as well as to those members of the international
community whose task it is to set normative as well as economic standards
for the reform and development of pension schemes. The second part of the
book sets out the normative basis for pension programmes, in terms of the
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replacement incomes which they can generate, their desired universality, the
extent to which they can assist in the avoidance of poverty, the extent to
which they can guarantee an adequate retirement income and the degree to
which they should be managed on a tripartite basis. This normative under-
pinning is largely taken as a set of self-evident axioms, although it has been
endorsed by the international community and consecrated in International
Labour Standards. It also raises the question of whether these Standards may
require revision and whether the same set of Standards can be universally
applied to all countries. This part goes on to discuss the views of the Inter-
national Labour Office about the various policy options which are available
to countries undertaking reform and development, especially in the areas of
extending the coverage of pension schemes, improving their institutional struc-
ture and governance, adjusting the age of retirement, in setting the structure of
benefits and contributions, in the broad question of the funding or non-funding
of pension schemes, and of casting the whole in a pluralistic and flexible frame-
work.

The subject matter of the book is social security pensions. This is an extra-
ordinarily vast topic. Broadly it is taken here to mean those pension schemes
(including invalidity and survivors', as well as retirement, benefits) which
require mandatory participation by workers. On the benefit side it also includes
social assistance for the elderly and, on the revenue side, pension schemes
financed from general taxation as well as from earmarked social security contri-
butions. Private pension schemes in which participation is voluntary are given a
much slighter treatment, and are referred to only in so far as they supplement
social security pension schemes. But these are not hard-and-fast definitions
and, as the book itself shows, there are many areas where public social security
schemes and private and/or personal pension or savings schemes interact, and
cannot be considered one without the other.

Much of the book is concerned with detail - the practicalities of running
a pension scheme which are the lifeblood of most pensions agencies - and it
provides numerous examples, including institutional structure, of how things
are managed across a wide range of countries. These illustrate what works in
some countries and what does not work in other countries. They cover the
administrative regulations and operational procedures used to collect contribu-
tions, to pay pensions, to invest any reserves and to set the various formulae
which determine contribution and benefit rates. But pension issues are seldom
open to black and white resolution. Except in a very few instances it is not
possible to give a single categorical answer which fits all circumstances. This
information is displayed throughout the book, but it can also be found in the
regional and technical briefs which give summary accounts of the situation in
the main regions of the world and deal with particular issues. It is backed up
by a statistical annex which presents quantitative information concerning
demography, capital markets and other features of social security pension
schemes.

2



General overview and main issues

THE CLIMATE OF CHANGE

As a starting point, it is necessary to recognize the widespread turbulence
which is affecting almost all social security pension schemes throughout the
world. In retrospect, the 1980s and 1990s may appear as one of the great
watersheds in the development of social policy. A large number of countries
are at present contemplating, planning or implementing major changes to
their existing schemes of retirement protection. Others are undertaking
large-scale expansions of their schemes, frequently from a very limited base.
A majority of countries, across all regions, now fall into one of these two
categories and there is almost no country anywhere in the world (including
the advanced countries) where the reform, development, adjustment, improve-
ment or modification of pension schemes does not appear on the political
agenda. By the early years of the twenty-first century, the international
landscape of income protection in old age may have changed beyond recogni-
tion.

The list of countries affected is a long one. In China, the government is
planning to introduce major reforms to pension schemes, as well as to employ-
ment injury insurance, unemployment compensation and health care, After
decades of discussion, Thailand is establishing a social security pension
scheme for employees. A number of countries in Africa are converting national
provident funds into pension schemes; partial conversion was implemented in
India in 1995, and is now also under consideration in Malaysia. Conversely,
in Latin America many countries are contemplating a change to privately
managed pension schemes based on individual accounts. In Central and
Eastern Europe, most countries face an almost complete overhaul of their
pension schemes, together with the installation of new programmes of unem-
ployment compensation and social safety nets. Many schemes in Africa, such
as that in Madagascar, are undertaking a basic reconstruction, both of their
design and coverage and of their organization and management. Timing
differs. Chile introduced major reforms nearly 20 years ago. Other countries,
such as Tanzania, are in the middle of their transformation. Yet other
countries, such as Mexico and Viet Nam, are just beginning the process of
change. Waiting in the wings are countries such as Cuba, Nepal and South
Africa.

PUBLIC AND NQN-PUBLIC PENSION PROGRAMMES

In many developing countries, the social security retirement benefit programme
provides benefits to only a small fraction of the population, primarily upper-
income urban workers. For most workers, there is no public-private mix.
There is only private provision for consumption in old age, which occurs
through work, transfers from other family members and support from charities
and other non-governmental organizations. In some countries low coverage
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is the result of widespread contribution evasion; in others it is the result of
legislated exclusions of certain groups from coverage. Legislated exclusions,
however, are often a pragmatic policy based on the realization that, if certain
groups were covered in the legislation, these groups would have high contribu-
tion evasion. Low coverage may also be the result of the design of pension
schemes which provide benefits that do not correspond to the priority needs
of workers or for which contributions exceed the payment capacity of workers.

By contrast, in many of the countries making the transition from planned
economies to market economies, the provision of retirement income remains
largely a public sector responsibility. This situation is also in transition in
some of these countries, however, as they are preparing and enacting reforms
to shift responsibility to the private sector.

In developed countries, for the bottom 40 per cent of the income distribu-
tion, retirement income is provided almost exclusively by the public sector
through social security retirement, disability and social assistance benefits. In
these countries, the top 60 per cent of the income distribution also finance
retirement consumption through private savings, occupational pensions and
work.

In most developed countries the largest component of the provision of
retirement benefits is the social security retirement benefits programme. This
programme is generally a defined benefit pay-as-you-go programme providing
monthly or biweekly benefits. In some middle-income and developing countries,
the public sector retirement benefit programme is a provident fund, a funded
defined contribution plan managed by the government. Provident funds gener-
ally provide benefits as a single lump-sum payment at retirement. In a small but
growing number of countries social security defined contribution pension
schemes are managed by private sector management companies. Other govern-
mental components include benefits for disabled workers and for survivors of
deceased workers, for the unemployed and for workers taking early retirement.
Government provision or financing of health care in old age is an important
benefit in some countries. In addition, most countries provide social assistance
benefits for some low-income elderly. Often, in countries with a personal income
tax, the elderly receive a government subsidy through preferential income tax
treatment.

Government may influence the public-private mix in a number of ways. The
most important way is by setting the generosity of the benefits it provides. It
may allow voluntary privatization through contracting out, as is done in
Japan and the United Kingdom. It can mandate provision of employer-
provided benefits, as in Switzerland, or that workers contract with private
pension fund management companies, as in Peru. It may offer incentives for
private sector provision by providing preferential tax treatment for occupa-
tional pensions, as in Canada, or, as in the United States, affect the level of
private sector provision through regulations as to the characteristics of benefits
provided.
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DEVELOPMENT: THE STRUCTURE OF PENSION SCHEMES
AND THEIR PROBLEMS

Part I of the book begins by discussing benefits. The first three chapters discuss
the major types of retirement pension benefits. A conclusion running across the
three chapters is that the entitlement conditions - the requirements for qualify-
ing to receive benefits - are an important aspect of the structure of benefits.
Particularly for disability and social assistance benefits, the entitlement con-
ditions may ease or tighten on the basis of bureaucratic interpretation or appli-
cation of the rules. Because of budgetary pressures, many countries are seeking
to reduce the generosity of benefits. This can be done as an equal percentage
reduction for all beneficiaries or a selective reduction. A selective reduction
that reduces benefits relatively more for upper-income workers may be fairer
because they generally have other sources of income and consequently
depend less on social security benefits than do lower-income workers.

Retirement benefits

While countries structure social retirement benefits in different ways, in all cases
they need to decide the entitlement conditions under which benefits will be paid
and the factors that determine the level of benefits. Retirement (old-age) benefits
provided by social security defined benefit and defined contribution schemes are
the main focus of the book. In defined benefit schemes the benefit formula deter-
mines the level of benefits the individual receives and the link between contribu-
tions and benefits. A number of countries have made changes in their defined
benefit programmes to tie benefits more closely to contributions. Defined con-
tribution schemes generally more closely link benefits to contributions than
defined benefit schemes, but often have features that break the connection
between contributions and capital market returns. These features include guar-
anteed minimum benefits, rate of return guarantees and benefits based on rates
of returh fixed by the pension fund, which are often lower but less variable than
market rates of return. Thus social insurance features in both defined benefit
and defined contribution schemes weaken the link between benefits and contri-
butions, but serve to reduce risk faced by retirees.

The annuitization of benefits in defined contribution schemes is the con-
version of the account balance at retirement into a flow of periodic benefit
payments. Typically, defined contribution schemes do not automatically pro-
vide annuitized benefits and, when they do, those benefits generally are not
price indexed. By contrast, defined benefit schemes typically provide annuitized
benefits with indexation based on increases in prices or earnings.

Disability and survivors' benefits
All developed countries, and many others, have established disability benefit
programmes. The level of protection against the hazards of job separation
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(i.e. job loss) that disability benefits provide varies dramatically across
countries. In some countries, disability benefits are an important source of
benefits for older workers who leave the workforce before reaching the mini-
mum age for retirement benefits. This path to retirement is especially likely to
be widely used if a high minimum age has been set for receipt of benefits through
the retirement benefits programme.

In countries where welfare benefits are low or dillicult to obtain compared to
disability transfers, unemployment is high and unemployment benefits are of
short duration and little is available in terms of rehabilitation and job pro-
tection, it is likely that the supply of applicants for disability benefits will be
relatively large. This supply of applicants will increase as the unemployment
rate increases, disability benefits increase, and as the period over which benefits
can be received lengthens.

The generosity of survivors' benefits has an important influence on the well-
being of older widows. Because women have a longer life expectancy than men,
they are the principal recipients of survivors' benefits. While many countries still
do not treat men and women equally with respect to the receipt of survivors'
benefits, there is a trend towards equality of treatment.

Social assistance benefits
Social assistance benefits are provided by governments to low-income people.
These benefits are not tied to previous work or contributions but are based
solely on need. Thus a means test must be satisfied in order to qualify to receive
them. They are important for some retirees who would receive low or no bene-
fits through the retirement benefits programme, owing to low wages or not
having substantial periods of work. Social assistance includes:

general assistance - providing cash benefits for all or most people below a spe-
cified minimum income level;

categorical assistance - providing cash benefits for specific groups (some-
times at a level above the minimum);
tied assistance - providing free or subsidized access to specific goods or
services, either in kind or in cash. Housing assistance is an example.

The financing of pension programmes
In most countries, social security retirement benefits are financed through con-
tributions by both workers and employers. Generally employers finance 50 per
cent or more of contributions in defined benefit schemes, but in many defined
contribution schemes workers provide all the financing. In many countries
the government provides partial financing out of general tax revenues, it
being considered fair that the government, employers and workers share in
financing social security retirement benefits. The government's share can be
determined by a formula or can be a back-up source to cover deficits.
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To encourage coverage through voluntary compliance by self-employed
workers, and even in some cases to encourage self-employment, those workers
have generally been charged a lower rate than the total rate charged to employ-
ees and employers. Numerous countries, however, charge self-employed work-
ers a rate equal to the sum of the worker and employer rate, on the theory that
ultimately employees bear, through reduced pay, the rate paid by the employer,
and thus self-employed workers should also bear the full rate.

The management of inVestment

The difficulties facing pay-as-you-go social security pension schemes in both
developing and OECD countries are leading to growing interest in the advance
funding of pensions as a complement or even a substitute for pay-as-you-go.
Most countries do not provide funded benefits, but for those that do particular
issues relating to the management of investments arise. The investments finan-
cing funded benefits may be managed by employers, workers, financial institu-
tions or the government.

If employers or financial institutions are given responsibility for managing
pension funds, considerable government oversight is required to protect the inter-
ests of the workers. Placing responsibility for managing the considerable sums of
money in mandatory defined contribution pension accounts in the hands of
private pension fund managers requires some mechanism to ensure that those
funds are not stolen or otherwise misused. Experience with the management of
private pension funds in OECD countries suggests that the regulation of pension
managers requires considerable care. Pension fund management presents notable
ançl perhaps obvious opportunities for self-dealing whereby the managers
improperly benefit themselves. In addition, managers may mismanage their
funds, either through laziness or through excessively zealous pursuit of profit,
to the detriment of beneficiaries who will often find it difficult to evaluate accu-
rately the performance of the managers in whose funds they participate. There
must be realistic and effective legal means of addressing these potential problems.

If pension policy gives individuals responsibility for managing the invest-
ments of their defined contribution retirement accounts, that policy should
also ensure that workers have sufficient financial knowledge to make wise deci-
sions. Experience has shown that workers tend to be conservative in their invest-
ment decisions, which causes them to receive low expected returns and thus low
benefits compared to what they would have received had they invested in
higher-risk assets. If government is given the responsibility, care needs to be
taken to prevent the politicization of the investments. While there are numerous
examples of poor management of investment by government, there are also
examples, such as the Quebec Pension Plan, where government management
of investment has been effective.

Whoever manages the investments, pension funding in capital markets
requires that those markets are adequately regulated. This criterion is not met
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in many capital markets, where there is a lack of transparency as to the value of
assets.

Coverage and its shortfalls
In 1944, the International Labour Conference recognized in the Declaration of
Philadelphia that economic security should be a right for all people and that the
nations of the world should develop programmes "which will achieve ... the
extension of social security measures to provide a basic income to all in need
of such protection and comprehensive medical care". More than 50 years
later, however, that right is still denied to the vast majority of retired and dis-
abled people, widows and orphans For them the key issue concerning social
protection is their lack of entitlement, and not the basis for determining benefit.

Lack of coverage tends to be a problem among workers with particular char-
acteristics: informal sector, agriculture, rural, lowwage, household workers and
the self-employed. While workers with these characteristics are likely not to be
covered or to evade contributions in both developed and developing countries,
they are a much larger percentage of the workforce in developing countries,
which explains in part why the problem of lack of coverage is more severe in
developing countries.

The extent of population coverage for social security pensions, however,
depends on many factors, of which the following are particularly significant.

The method offinancing: universal, or social assistance, schemes are typically
financed from general taxes rather than social security contributions.
Provided that the tax base is broad and yields sufficient resources, coverage
may be extensive and not directly dependent on individualized financing.
The age of the scheme: generally the more established the scheme, the broader
the coverage.
The level of economic development: there is a close link between the level of
coverage and the level of social protection resources available to finance it,
with more developed countries generally having a higher level of coverage.
The size of the formal sector: it is easier to collect contributions and taxes
from those in formal sector emplQyment than from those in the informal
sector.

The capacity of the social security administration: this affects both the credi-
bility and viability of the scheme and has implications for existing coverage in
that many schemes experience difficulty 'in ensuring compliance. It also limits
the extension of coverage to excluded groups and contingencies.
Government policy: the extent to which the government gives priority to
extending coverage for social protection varies according to national priori-
ties and may be sufficient to counteract other factors. Thus, for example,
Costa Rica is less developed than Mexico but has considerably higher cover-
age as a result of government initiatives in the 1970s.
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Governance and administration

The overall performance of social security pension schemes in many countries
has been disappointing. This is attributable to a broad range of problems,
some of which are outside the control of the social security administration.
Some, however, reflect mismanagement, or are due to weaknesses in the
design of the scheme. Good governance is the key to an effective social security
scheme, but it is essential to be clear as to what this term means. The definition
used here is broad and embraces the processes of consultation and decision
making, the institutional arrangements, and the managerial and administrative
functions relating to the implementation and supervision of social security
schemes. It is also concerned with the interrelationship between national
policy, national management and scheme management.

Many countries have had problems with poor functioning of their social
security schemes. Frequently these problems are due to poor governance. Some-
times they arise because of politicization of the social security institution. Some-
times they result from the poor design of administrative procedures, or the
benefit formula. Poor governance in some countries results in high administra-
tive costs and poor service. These issues of coverage and governance are primar-
ily relevant for developing countries because developed countries generally have
high coverage and are fairly well governed.

The following are objectives for good governance, grouped according to
whether they relate to strategic, and macro policy issues, institutional arrange-
ments or administrative obligations at the operational level.

Strategic and macro-policy objectives

Establish a process of policy formulation which takes account of the full
range of social protection needs and which balances those needs against
national resources.

Create a balance within national policy between public and social secur-
ity schemes and individual and private provision which ensures widespread
coverage and achieves the desired level of income redistribution.

Create a mechanism for the enactment of legislation to give effect to
policy decisions.

Institutional arrangements

Establish institutional arrangements which are accountable for the imple-
mentation of social security programmes.

Ensure that contributors and beneficiaries have an opportunity to influ-
ence the decision-making process and to monitor the administration of social
security schemes.

Establish financial control mechanisms to monitor the allocation and
management of resources.
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Administrative obligations

Ensure that contributions are collected and accounted for and that ben-
efits are paid promptly and accurately and with appropriate explanation.

Minimize the cost of administration within the desired level of service.
Ensure that contributors and beneficiaries are aware of their rights and

obligations.
Establish a mechanism for monitoring and reviewing administrative per-

formance.

These objectives for good governance provide the basic framework for the con-
ception, development and monitoring of a sound and viable social security
scheme. The governance of social security has received increasing attention in
recent years as part of a growing awareness that schemes are only as effective
as they are administered. There has been a tendency in the debate on the
reform of social security, however, to fail to distinguish governance issues
from conceptual ones. This has led to criticism of social insurance principles
when, often, the focus should have been on weaknesses in the way such schemes
were administered.

Contribution evasion
Contribution evasion, or non-compliance, is a critical issue in the design and
operation of contributory social security pension programmes It influences
the adequacy of benefit payments to participants as well as both the financial
status and the political legitimacy of the entire programme. Contribution
evasion occurs when employers, employees and the self-employed do not pay
required social security contributions. It is a major problem in much of Central
and Eastern Europe, Latin America, Africa and Asia. It has seriously under-
mined the social security scheme in some countries, with revenue falling far
short of that needed to pay benefits. This shortfall has resulted in social security
schemes failing to pay benefits or paying low benefits and in their receiving
subsidies from general revenue. Even in OECD countries, many schemes lose
considerable revenue because of this revenue gap.

Contribution evasion is one of the reasons why social security schemes are
mandatory: some workers will not voluntarily save enough on their own to
fund their retirement. The problem is compounded because employers generally
act as a collection agent, and they may have even less interest in collecting con-
tributions than some workers have in making them. However the causes of con-
tribution evasion are more complex. In some countries contribution evasion is
primarily a result of high inflation. In others corruption and lack of trust in the
government are important reasons. While a loose connection between contribu-
tions paid and benefits received may be a factor in contribution evasion, it is
certainly not the only factor and is probably not the most important one.
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Contribution evasion can only occur if three conditions coincide: (a)
employers wish to evade, or place a low priority on, making social security con-
tributions relative to other expenses, (b) employees prefer non-payment of con-
tributions, are reluctant to report non-payment to authorities or are unaware
of the non-payment, and (c) government enforcement tolerates evasion or is
inadequate to prevent it.

Pension transfers and the redistribution of income

Redistribution is an important feature of many social security pension schemes.
Govermnents design pension schemes to be redistributive to guarantee adequate
retirement income for retirees who were in low-paid employment while working,
or whose accrual of pension benefits was reduced because they were temporarily
out of work for reasons such as sickness, unemployment or family responsibil-
ities. Redistribution between generations may also be desired to share the
benefits of economic growth or to provide decent pensions for people who
had low lifetime income owing to a depression or war.

Redistribution from upper-income to lower-income workers is generally
seen as an essential feature of a pension scheme. The desire of governments
to redistribute income raises questions about how this can be done equitably,
both for those who contribute and for those entitled to benefits.

Pension schemes can be designed so as to be progressive, meaning that they
provide low-income workers with a higher rate of return on their contributions
than upper-income workers. While progressive features are commonly built into
the structure of defined benefit schemes, that is rarely the case with defined con-
tribution schemes. Defined benefit schemes often have features designed to
reduce the inequality of income, although features that increase income inequal-
ity by benefiting privileged groups may also be present in some countries. In
many countries, including countries with defined contribution schemes, the
military and government employees are treated as privileged groups. Political
pressure by powerful groups may result in redistribution favouring the military
and the judiciary, or upper- and middle-class workers, rather than the poor.
Defined benefit schemes may also adversely redistribute benefits to those
workers whose earnings increase rapidly during their career and whose earnings
just before retirement are disproportionately high. For both defined benefit and
defined contribution schemes, the fact that higher-income workers tend to have
higher life expectancy causes annuitization of benefits on a uniform basis to
favour those workers in terms of lifetime benefits received.

The risks to individuals
The challenge in delivering stable and predictable retirement income is that the
world is changing and is inherently unpredictable. Pension schemes are subject
to a variety of risks. The economy may not behave as expected, demographic
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trends may alter, political systems may change, and private and public sector
institutions important to the pension scheme may fail to execute the responsibil-
ities they have been assigned. Moreover, at the beginning of a working career,
the worker's own fortunes are not entirely predictable. He or she may experi-
ence prolonged unemployment, or have a promising career disrupted or prema-
turely ended by industrial restructuring. Each of these possibilities introduces
risk that expected pension benefits may not be received.

No pension scheme in an unpredictable world can completely succeed in
providing a predictable source of retirement income. Some threats to a predict-
able retirement income, however, have more serious consequences under one
approach to pension provision than another. The following categories of risk
affect pension benefits:

a demographic risk arising from unexpected changes in birth rates or mortality
rates;
economic risk arising from unexpected changes in the rate of growth of wages
or prices or from unexpected changes in the rate of return earned in financial
markets over the course of the worker's career;
political risk arising from a breakdown in governmental decision processes
which allow politicians to make benefit promises in excess of what society
can afford to pay, cause benefits to be reduced at short notice owing to poli-
tical changes, lead to other flaws in system design, or prevent the political
system from making timely adjustments to meet changing economic and
demographic trends;

o institutional risk arising from the possible failure of private financial institu-
tions, or their government regulators, or from the inability to obtain retire-
ment benefits as a result of inadequate record-keeping or other kinds of
incompetence on the part of pension administrators; and

o individual risk arising out of uncertainties about the individual's future
career.

The risks of social security pension schemes differ between pay-as-you-go
defined benefit, funded defined contribution and unfunded notional account
systems Risks as to replacement rates provided by defined contribution
schemes are affected both by unexpected changes in capital markets and by
unexpected changes in the rate of growth of wages. For example, an unexpected
rapid growth in real wages will lead to a low replacement rate in a defined
contribution plan, just as will an unexpected decline in asset values in capital
markets. Relying on defined contribution schemes may lead to considerable
oversaving or undersaving in comparison to that needed to reach a target
replacement rate, depending on the performance of capital markets and wage
growth rates near the point of retirement. Fluctuations in interest rates also
affect the value of annuitized benefits provided by defined contribution. For
defined contribution schemes, a decrease in interest rates will cause a given
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account balance at retirement to provide lower annuitized benefits. However it
will also affect the value of assets held by the pension fund, and the two effects
may be partially offsetting. Neither of these effects of interest rates, however,
directly affects the benefits provided by defined benefit schemes.

Economic effects
Social security retirement pensions are determined by the political process in
democratic countries. Thus their effects are to some extent desired outcomes
of conscious decisions concerning design. Some effects of social security, how-
ever, may be undesired, due either to inherent trade-offs in the design of systems
or to consequences unanticipated when systems were designed.

Economists have extensively analysed the effects of defined benefit social
security schemes. These schemes may affect hours employees work, their
choice of work in the formal or informal sector, and the age they retire. They
may also affect savings decisions of workers, national aggregate savings and
the development of capital markets. In most cases, theory yields ambiguous
predictions concerning these effects, empirical studies have failed to resolve
the issues and controversy remains However there is little support among econ-
omists for the idea that there would be large effects of retirement benefits
programmes in either labour or capital markets. In many countries disability
benefits programmes, and to a lesser extent special early retirement programmes
and unemployment benefits, are the primary paths to early retirement. Empiri-
cal evidence suggests that even a relatively large change in the generosity of
benefits would affect the average retirement age by only a few months. Evidence
concerning effects of unfunded social security programmes on savings or effects
of switching to funded programmes is mixed, but does not consistently indicate
a negative effect of unfunding, or a positive effect of switching to funding. Other
government policies, such as tax policies, aimed specifically at encouraging
savings, are more appropriate tools for influencing national savings because
they do not involve a sacrifice of social insurance goals in order to increase
savings.

Because of the apparent simplicity of defined contribution schemes, econo-
mists have hardly analysed them. These schemes collect contributions, make
investments and disburse payments. Policy analysts generally treat them as
savings plans that do not affect the way workers behave. A closer look at the
provisions of mandatory defined contribution pension schemes indicates that
they may affect retirement age and other worker labour supply decisions.
These effects occur because the schemes are mandatory. Any mandatory pro-
gramme that induces people to change their behaviour, such as causing them
to increase their savings, will cause distortions, as individuals act to minimize
the consequences of the programme that is not desired by them. Defined contri-
bution schemes also have behavioural effects because of their relationship to
minimum benefit and poverty programmes, their sometimes high administrative
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expenses and the effects of capital market risks on account balances and interest
rate risks on monthly benefits when they are annuitized.

The consequences for public finances
Social security pension revenues and benefit payments affect public finances
but common accounting practices have weaknesses in recording these effects.
Single period accounting methods commonly used to measure the effects of
social security pensions on public finances do not indicate whether the long-
term financing for social security is adequate. The commonly used definition
of implicit pension debt, measured using private sector insurance concepts,
is misleading for social insurance. Pension debt is created when benefits
have been promised but not funded. Social security financing is adequate if
projections indicate that in each period revenue plus reserves are sufficient
to meet benefit payments. Standard accounting methods have difficulty incor-
porating the value of implicit and explicit contingent liabilities, such as for
guaranteed minimum benefits, and thus understate the costs of social security
defined contribution schemes where contingent liabilities may be relatively
important.

The primary conclusion of Part I is that, for the majority of workers in
the world, the most important social security pension issue is not how benefits
are financed or determined, but the fact that they are not covered by a social
security pension programme This problem occurs primarily in developing
countries. The second main conclusion of Part I is that governance is an
important issue in many countries. A well-designed social security pension
programme can fail to meet its goals if it is poorly governed. Many of the prob-
lems of social security schemes in developing countries result from poor govern-
ance and can be resolved by improvements in governance rather than major
reforms.

REFORM: THE SEARCH FOR A NEW BALANCE

Recognizing that social security schemes need to adjust to their changing eco-
nomic, demographic and social environments, Part II provides policy analysis
and major policy prescriptions geared towards finding a new balance for
social security schemes.

The normative basis for policy

Guidance on social security pension policy is always underpinned by the
normative views or values of the policy adviser. The normative basis for
policy concerns value judgements as to how social security retirement benefits
ought to be structured. The general objectives for the benefit structure of
pension schemes can be thought of in terms of five components:
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extension of coverage to all members of the population;

protection against poverty in old age, during disability or on death of the
wage earner for all members of the population;

provision of an income, as replacement for earnings lost as the result of
voluntary or involuntary retirement, for all those who have contributed;

adjustment of this income to take account of inflation and, at least to some
extent, of the general rise in living standards;

creation of an environment for the development of additional voluntary
provisions for retirement income.

In addition to these aspects, which affect the amount of benefits to be
delivered and their universality, there are other considerations. These include:

the principle of compulsory affiliation;
equality of treatment between men and women and between nationals and
non-nationals;
the need to provide guaranteed and predictable benefits, at least up to a
certain level;

democratic management of the pension scheme, through the inclusion of
workers' and employers' representatives on the controlling body;

the responsibility of the state to ensure that the conditions for the delivery of
benefits are fulfilled (although this does not mean that the state is obliged to
carry out this task itself, only to ensure that it is done);

the establishment of benefit (and contribution) ceilings which limit the state's
responsibilities to high-income earners.

Most of these principles are contained in the various International Labour
Standards established by the ILO, which also set out the minimum level of
benefits: broadly speaking, these amount to a replacement rate of 40 per cent
of previous earnings after 30 years of contributions, with safeguards' .and
minima for those whose lifetime earnings were low, or who experienced signifi-
cant periods of non-contribution.

Extending coverage to the informal sector

A number of common considerations lie behind the policy options for extending
coverage:

There is unlikely to be, in any country, only one solution to the goal of
universal coverage.
In developing countries it may be unrealistic to rely on an extension of a
social insurance scheme designed for the formal sector as a means of covering
the self-employed and those in the informal sector.
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High levels of coverage depend on a high degree of consensus and the latter
depends on the scheme being related to the needs and circumstances of those
that it seeks to cover.

Achieving an extension of coverage is interdependent with good governance
and scheme design.

Policy options include:

extending, without a significant modification of the contribution and benefit
structure, existing schemes to cover excluded groups;
restructuring or adapting existing schemes to facilitate coverage of excluded
groups;

designing special schemes for excluded groups;
o introducing tax-based universal or selective schemes;

encouraging the development of special schemes based on self-help or mutual
insurance principles.

The first three approaches seek, each to a different extent, to bring the
excluded within the scope of the existing system and imply the general applica-
tion of at least some social security principles, particularly contribution-based
entitlement and compulsory insurability and related obligations that ensure
compliance. The fourth breaks the contributory link and presumes, with finan-
cing from general taxation, the payment of benefit based on evidence of a
contingency such as old age or low income. The fifth presumes that, at least
for some of those excluded, coverage under a public social security scheme is
unrealistic and implies that private and group arrangements based on mutual
support might be the only solution.

Extending coverage to the informal sector may require special programmes
to be constructed or special treatment to be provided for those workers to make
the programme better fit their needs and their limited capacity for contributing.
This may involve providing them only with disability and survivors' benefits, or
providing retirement benefits at a relatively high age, such as age 70. In some
cases, special programmes need to be designed specifically to meet the needs
of informal sector workers. Legislative restrictions on coverage in the retirement
benefits programme may need to be eased: in some countries, for example,
workers employed in small enterprises are excluded.

Improving governance, management and compliance

Some of the problems social security schemes have encountered can be
addressed by policies to improve governance, management and compliance.
Governance can be improved by involving workers and employers in the
process. The way they would be involved depends on the circumstance of the
country, but in some cases it would involve tripartite (worker, employer,
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government) participation in a management board. Management needs to be
structured so that employers and workers have input into the structure of
social security programmes While in some cases it may be useful to have the
formal input of these groups through their participation in management com-
mittees, in other cases participation could occur through lobbying, voting and
their otherwise being involved in the political process.

Maintaining compliance requires an enforcement policy and mechanism.
Compliance problems have occurred in both defined benefit and defined contri-
bution schemes. Compliance needs to be a responsibility of the government. In
some defined contribution schemes, compliance has been assigned as a respon-
sibility of private sector pension providers. Because the small pension accounts
of low-income workers tend to be as expensive to manage as the larger accounts
of upper-income workers, and thus result in little profit, frequently private
sector providers do not have an incentive to maintain compliance among
low-income workers, where compliance problems tend to be found.

influencing the age of retirement
The lower the minimum age at which retirement social security pension benefits
can be received, the more expensive it is to finance a given replacement rate.
Wealthier countries can afford to finance longer retirement periods, and as
wealth increases workers tend to want to spend more years in retirement.
With increases in life expectancy the retirement period tends to increase. Popu-
lation ageing, however, raises the number of retirees relative to workers, which
raises the cost of providing benefits through pay-as-you-go schemes. These are
some of the factors that need to be considered in setting the minimum age at
which benefits can be received.

Raising the minimum retirement age may cause people to retire later or it
may have little effect on the actual age at which people retire but instead act
as a cut in retirement benefits. When countries raise the minimum retirement
age there tends to be an increase in demand by older workers for other types
of benefits, such as disability and unemployment benefits, and that should be
factored in when figuring any cost savings.

Developing pluralistic designs and flexible structures
There is no one perfect universal retirement income scheme. The level of
economic development, the population age structure and political factors
affect the retirement income scheme appropriate for different countries. As
the economic, demographic and political situation in a country alters, changes
in retirement income schemes may also be required. Because of the interaction
between social security retirement benefit schemes and economic development,
retirement income schemes evolve over time and different systems may operate
more successfully in different countries and at different periods.
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All countries need to develop pluralistic designs and flexible structures for
their social security schemes. To meet the goals of alleviating poverty in old
age and providing low-risk retirement benefits, generally multiple sources of
benefits are needed. This book stresses the roles of the retirement income
scheme in reducing poverty and providing low-risk retirement income. To do
that, retirement income must have an element that is redistributive and it
must be provided from diversified sources. The relative importance of the differ-
ent sources will depend on the rate of return and risk of the different sources.
Whether the sources are managed in the public or private sector will depend
on political philosophies towards individual and private sector responsibilities
versus the role of the government and views as to the relative governance
capabilities of the private and public sectors.

To reduce risk through risk diversification, the best approach for developed
countries can be characterized as a multi-tiered system, with the tiers being
determined by their risk and redistributive characteristics. They would include
a bottom, anti-poverty and means-tested tier, financed from general revenues; a
second pay-as-you-go tier; a third tier which would be a mandatory defined con-
tribution component; and an upper tier of voluntary retirement savings and
non-pension sources of income. The essential aspect of this approach is not a
particular number of tiers, however, but that retirement income be provided
from different sources having different risk characteristics in order to diversify
risk. This approach stresses the desirability of increasing complexity in retire-
ment income schemes as they develop to allow for greater diversification of
retirement income risks.

For developing countries with low coverage, priority needs to be given to
expanding coverage. This could be done by having special programmes
designed for workers in the informal sector, or by having a national programme
that includes most workers while only higher-income workers are required to
participate in a more expensive programme In order to keep costs low for
poor workers, the basic programme could provide only disability and survivors'
benefits, or could provide retirement benefits starting at a relatively high age,
such as 65 or 70.

The reform process and its political management

Managing the political aspects of the reform process is an essential aspect of
successful social security reform. Strategies are needed for developing and
reaching consensus on reforms. Because of difficulties in reaching consensus,
many countries have found that it takes years to enact reforms once the need
for reform has been agreed upon. Instituting reforms gradually, and allowing
for options for workers, are strategies to reduce opposition to reform. However,
for a country to be able to use these strategies, it needs to have long-term plan-
ning concerning the financing of its social security pension benefits; otherwise it
may not be able to afford postponement of reform.
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In planning reform, government consultation with workers and employers
is needed at all stages. The government may need to educate the public about
the problems and issues, and investments may be needed in strengthening the
knowledge of staff and parliamentarians involved in the process. Once reform
has been achieved, periodic review is needed of the social security scheme to
evaluate what adjustments are required.

The main conclusion to Part II is that different types of retirement income
schemes are appropriate for different countries. Typically, pluralistic pro-
grammes that diversify retirement income sources to reduce risk and have a
redistributive function aimed at alleviating poverty are desirable.

For most developed countries, meeting the goal of providing low-risk retire-
ment income requires a programme that has a pay-as-you-go element that is
subject primarily to macroeconomic labour market risks and a funded element
that is subject primarily to capital market risks. (Both types of programme are
subject to risks as to the individual becoming unemployed, with the conse-
quences typically being more serious in a defined contribution scheme than in
a traditional defined benefit scheme.) These two elements could be in one or
several programmes Because of the fixed costs of individual accounts, it may
be better for low-income workers to have a less complex system.

INTRODUCTION TO THE REGIONAL BRIEFS

The regional briefs discuss social security schemes and related policy issues
around the world. They divide the world into six regions: Asia, Africa, Latin
America and the Caribbean, the Arab states of the Middle East, Central and
Eastern Europe and Central Asia, and the countries of the OECD. This division
of the world is by geographic region, except for the OECD countries, which
have as their unifying element that they are the most highly developed econo-
mies. Thus, for example, Japan is included in the OECD regional brief rather
than the one for Asia.

Social security schemes vary greatly around the world. Even within regions,
large variation reflects diversity in level of development, views towards policies
of income redistribution and historical experience. Thus, while it is possible to
generalize to some extent within regions, the division of the world into regions
was not done on the basis of retirement income schemes being similar within a
region: for many aspects of social security the briefs stress the variations within
regions. Low coverage is a problem, however, in all the regions except the
OECD region.

Asia and the Pacific
One striking feature of this region is the large number of countries with no man-
datory pension scheme. Most of these countries are former British colonies and
the main reason they do not have a pension scheme is that they have provident
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funds. Indonesia, Malaysia and Singapore provide benefits through provident
funds. A provident fund does not fulfil the same function as a pension
scheme, as it does not provide a replacement income for the length of retire-
ment. A few countries, such as Thailand until 1998, have not had any statutory
retirement benefits. Countries in the region less exposed to British influence
have, for the most part, set up social insurance pension schemes to cover
employees and sometimes also the self-employed. These include countries as
diverse as the Republic of Korea, the Philippines and Viet Nam. Pakistan,
despite its strong British connections, opted for a social insurance pension
scheme in the 1970s. This may reflect the influence of the Arab countries,
almost all of which have such schemes. India has also recently established a
social insurance pension scheme, though this did not happen until half a century
after the end of British rule. The funded schemes in the region have been hard
hit by financial turmoil, arising in part from problems with the government
regulation of the national financial systems in the region.

Africa

Some countries provide benefits through provident funds, but there is a trend
towards ending those funds and converting them to defined benefit pay-as-
you-go schemes, as was recently done by Tanzania. In general, and with certain
exceptions, the coverage and effectiveness of existing social protection schemes
relating to the contingencies of retirement, invalidity and death in Africa are
weak. This is attributable to a number of factors, some political and economic,
and others which reflect failures in governance at all levels from the design of
schemes to their operation. The schemes introduced by the colonial countries
often took insufficient account of the sociocultural context and thus proved
limited and inappropriate. Since independence, this has been compounded by
adverse economic and political circumstances as well as by mismanagement.
Many African schemes have failed to provide effective social protection, even
for the small minority of the population that they cover.

Latin America and the Caribbean

Most of the countries of this region provide benefits through defined benefit
pay-as-you-go schemes. However, because of the poor functioning of their
defined benefit social security schemes, an increasing number of countries -
eight as of 1998 - have converted at least partially to defined contribution
schemes. These schemes involve fully funded individual accounts that are man-
aged by private sector pension fund managers, sometimes with the government
also operating a pension fund management company that competes with the
private companies to attract workers as clients. While it was thought that con-
verting to a defined contribution scheme would reduce contribution evasion
because benefits would be tied more closely to contributions, contribution
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evasion remains a problem in these countries, suggesting that, as discussed
earlier, the causes of contribution evasion are more complex.

There has been a trend towards defined benefit schemes in the Caribbean,
where countries have converted their provident fund defined contribution
schemes into defined benefit pay-as-you-go schemes.

The Arab states of the Middle East

The Arab states of the Middle East include some of the world's wealthiest and
poorest countries. Birth rates tend to be high in this region and population
ageing is not viewed as a problem. In most countries, the schemes are relatively
young; all have been established since 1950. All the programmes are traditional
defined benefit social insurance programmes. In most cases, the schemes are
financed by contributions from both employers and employees, with the state
covering any deficit. Some of the wealthy countries provide very generous
social security benefits.

Some of the countries in the region have workforces with a high percentage
of foreign workers. The treatment of foreign workers is a social security issue in
the region because some of the countries exclude them from coverage under the
social security retirement benefits programme.

Central and Eastern Europe and Central Asia

The countries of Central and Eastern Europe and Central Asia are in the pro-
cess of converting their economies from command-based to market economies.
The social protection schemes in most of these countries have features inherited
from the systems of the former planned economies, which consisted of a visible
(explicit) and an invisible (implicit) component. The visible institutionalized
system of social security provided pensions, short-term cash benefits and
health care. The implicit component added security through specific socialist
income redistribution mechanisms, such as guaranteed employment, the pro-
vision of low-cost housing and heavily subsidized basic goods and services
(for example food and services for large families, educational supplies, books
and cultural goods and services). There was also a system of cash and in-kind
benefits provided by state enterprises for employees, their families and retirees,
such as cash allowances, subsidized recreational facilities and vacations, and
subsidized short- and long-term loans.

Many of these countries are rethinking their social security schemes, with some
adopting defined contribution schemes. The defined contribution schemes in the
region are just being instituted and it is too early to evaluate their performance.

The OECD countries

The OECD countries have the oldest populations, which is a motivating factor
in their reforms. OECD countries spend on average 10 per cent of their gross
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domestic product (GDP) on old-age retirement benefits, exceeding their health
care spending. OECD countries rely primarily on pay-as-you-go defined benefit
schemes for providing social security retirement benefits. The pay-as-you-go
social security schemes are frequently supplemented by voluntary funded
schemes, mostly operated by the private sector.

Most OECD countries are considering changes in their retirement income
schemes to ensure the financial viability of their systems in the face of popula-
tion ageing. Many of them have legislated increases in the age for early or
normal retirement in an attempt to reduce benefits and encourage workers to
postpone retirement. A number of countries have reduced benefits by increasing
the years used in the earnings averaging period, reducing the generosity of cost-
of-living increases for retirees, or requiring more years of work to qualify for
certain benefits.

INTRODUCTION TO THE TECHNICAL BRIEFS

This section contains four technical briefs that provide a variety of information
relating to pension coverage, governance and pension reform. The first technical
brief discusses quantitative modelling of pension reform and development.
Quantitative modelling can be an important aspect of governance of social
security. It allows social security institutions to have a clearer understanding
of the long-term effects of proposed reform.

The second technical brief summarizes the principal aspects of the ILO
social security conventions, the most significant of which is the Social Security
(Minimum Standards) Convention, 1952 (No. 102). The setting of minimum
labour standards isan important function of the ILO, especially for developing
countries. A prominent aspect of the ILO social security minimum standards is
that countries should provide guaranteed social security old-age benefits that
provide a minimum replacement rate of 40 per cent after 30 years' work for
lower- and middle-income workers. This standard is a minimum standard,
and for low-wage workers the level of benefit may not even be sufficient to
raise them out of poverty.

The third technical brief discusses the coverage of public sector employees
by a government-provided occupational old-age benefits programme. In some
developing countries with low coverage by old-age benefits programmes, gov-
ernment old-age benefits programmes for public sector employees are an impor-
tant aspect of the total coverage provided. These programmes are typically
defined benefit schemes.

The fourth technical brief simulates the performance of an African pension
scheme with a relatively high birth rate and low life expectancy.

Throughout this book, and in addition to its attempt to provide a comprehen-
sive and global view of pension schemes, a number of major themes will be
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apparent which in turn give rise to a number of important general issues. The
approach to these issues is based on the International Labour Standards
which have been established in the International Labour Office over many
years, and which have been confirmed by the world community. These Stan-
dards heavily influence the ILO's view of what ought to be the guiding principles
for the design of pension schemes. But that is not to say that they are universally
observed by all countries. Many countries find it impossible to implement all the
main principles, largely because their economic circumstances do not permit it.
In other cases countries have opted for different approaches mainly because
their perception - in many cases a mistaken perception - is that implementation
of the Standards is not to their economic advantage. And in other cases conflict
between different groups and classes of society leads them to adopt other
regimes. The reader who comes to the end of the book will be fully aware of
these divergencies and the ILO's attitude to them. But it is both useful and
important to provide some brief statement at the start.

Two main problems are at the heart of the issues facing pension schemes in
almost all countries of the world (the exceptions relate entirely to developed
countries). These are questions of coverage and governance. Universal coverage
of pension schemes is the first and most important of the normative principles,
but many countries find it impossible to apply because of the large informal
sectors of their labour force: the rural self-employed, the urban self-employed
and the many who are employed, in one way or another, by informal sector
enterprises. For these social groups earnings cannot easily be monitored or con-
tributions collected and, frequently, the state does not possess the fiscal means
to pay even basic pensions from general revenues. Participation in the pension
scheme on a voluntary basis breaks another of the central principles (that of
compulsory participation) and if an attempt is made to make participation
mandatory it opens the way to large-scale evasiqn of contributions by groups
of people who are too poor to contribute much anyway. Even where workers
are employed by small enterprises with, say, fewer than five or ten employees,
the social security pension scheme may find it too difficult, or the administrative
costs too high, to enforce compliance.

There does not appear to be any easy answer to this problem, although two
approaches are worth trying. The most obvious approach is for the pension
agency to enforce compliance by all firms of any size, even if doing so makes
the cost of collecting contributions from small firms greater than the benefits
which will ultimately need to be paid. The social benefits from greater coverage
far outweigh the additional administrative cost and reduce the social assistance
which.the state may ultimately need to pay to the poor. An alternative approach
is to rely on institutions built up within the informal sector itself savings clubs,
cooperatives and other informal organizations - and to offer such organizations
assistance in forming their own retirement anti-poverty protection schemes.
This has implications for the design of such schemes: they would need to be
self-controlling; they would be voluntary; they are likely to cover a range of
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social contingencies - health care, unemployment, family needs, food shortages
and crop failures, education and business needs - as well as strictly retirement
income; they would also need to operate on the basis of individual retirement
savings accounts and could not benefit from the collective force of large-scale
pension schemes. Nevertheless they would bring a degree of protection to
large numbers of people who would otherwise be excluded. The problem is
recognized in the International Labour Standards, which originally (Conven-
tion No. 102) accepted less than universal coverage but have subsequently
increased the stipulated level of coverage. But many countries, especially
those in Africa, have great difficulty in complying with these requirements
and the problem is far from being solved.

The other major problem of pension schemes in developing countries is that
of governance. Many schemes, or their beneficiaries, are in financial difficulties
simply because of an inability to collect all the revenues due to them, to invest
any reserves wisely, or to pay benefits promptly and in full Administrative costs
may be excessively high. In some cases the origin of these difficulties may lie with
the government, which may appropriate the reserves of the pension fund for
other purposes, or which may impose financial requirements, such as invest-
ment of the pension funds in government bbnds at unrealistically low or nega-
tive real rates of interest, which effectively transfer resources back to the state.
But the shortfall in contributions, or equally the non-payment of benefits, may
also arise from general deficiencies in management and administration and from
large-scale contribution evasion on the part of employers and their workers.
Staff of the pension agencies may be too numerous, their salaries too high,
and they may lack the necessary skills and training. And auditing and control
techniques may be too weak. The remedy would seem to lie in improving the
performance of pension agencies in all these areas. But the process is likely to
be a long one and is likely to rely on general improvements in a country's
governance, both public and private, and a greater degree of autonomy on
the part of the pension agency itself. In some countries the difficulties may
arise because of fundamental actuarial imbalances: the government has given
over-generous promises of the benefits it can deliver on the basis of the contri-
butions it expects to collect, but may be unwilling to increase contribution rates,
reduce benefits or meet the deficit from general revenues. Or retirement ages
may be set unrealistically low. In this case the problem of governance becomes
a political one.

In these two cases - coverage and governance - the problems of pension
schemes in a large part of the world do not permit easy or simple answers.
Ultimately much depends on the economic growth of the country concerned,
the transformation of its labour force into one largely incorporated into
the formal sector of the economy, and a greater maturity in its political and
corporate governance. This will all take time. For the moment, the situation
of pension schemes, and social security generally, in many developing countries
resembles the situation in the developed countries a hundred years ago.
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However there are also major issues, affecting developed countries especially,
which are more amenable to an analytical resolution. These are issues concern-
ing the prospective ageing of population structures and whether or not to move
from pay-as-you-go public social security schemes to schemes based on fully
funded, defined contribution structures, based on individual accounts and
possibly managed by private sector agencies.

As is well known, the population structure of the advanced OECD countries
is likely to age dramatically over coming decades, both as a consequence of
earlier declines in fertility and as a result of increases in life expectancy. As a
result, the proportion of total national income which must be transferred to
retired persons - provided their relative incomes are to be maintained and pro-
vided their actual age of retirement is to remain unchanged - will need to be
increased almost at the same rate. OECD countries currently allocate about
10 per cent of national income to the 18 per cent of their population over the
age of 60. By the year 2030 the proportion of the population over the age of
60 will have increased to nearly 31 per cent and will require a comparable
increase in benefit expenditures. Together with other social charges, especially
on health care, social assistance and unemployment, the contribution rate
required to support these public expenditures is thought likely to become too
high and politically unacceptable. At the same time, the social basis of public
social security schemes is being questioned, quite apart from the necessity to
support ageing populations. The public transfers to retired persons are thought
to be too generous and to result in distortions in labour and capital markets
(lowering the participation rates of older workers and reducing the national
savings rate) which in turn affect the level and growth of GDP. One answer
to both these perceived problems, ageing and overly expensive public sector
involvement, which has been widely proposed is to convert public pay-as-
you-go social security pension schemes into defined contribution ones, possibly
managed by private sector pension funds. It is claimed that the pre-funding of
pension schemes would avert the major increase in pay-as-you-go contribution
rates to be expected as the population ages, would improve labour force
participation by older workers, increase national savings, improve national
competitiveness, reduce the financial obligations of the state and generally
create a much more specific link between contributions and benefits. Such a
scheme would need to be mandatory and to be supplemented by a basic anti-
poverty pension financed from general revenues. The pension itself would
need to be determined from an actuarially calculated annuity based on the
lump sum accumulated at retirement.

Analysis of such proposals and their comparison with existing structures is
complicated. The reader is directed to the relevant chapters for an account of
the analytical details. For the purposes of this introduction, however, there
are two main points to be made. In the first place, some of the perceptions
about the operation of such a scheme are factually and analytically wrong. It
would not reduce the burden (on the national economy and the population at
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large) of supporting an ageing population unless pension benefits were reduced
relative to income in work, or unless it resulted in a significant increase in the
actual age of retirement. But both these changes could also be achieved under
a public social security scheme of the pay-as-you-go type. The reason is fairly
straightforward. The standard of living of retirees can oniy be provided from
the real incomes of those in work, whether this transfer takes place through a
public mechanism or through market-based savings. If it is the former, contri-
bution rates must be increased. If it is the latter, then the accumulated financial
assets of pensioners must be sold to contributors in order to provide the
pensioners with money for consumption. In the two cases the amounts of
money involved (contributions or mandatory savings) are equivalent. They
must react in the same way to increases in the proportion of pensioners to the
active population.

More importantly the introduction of a mandatory retirement savings
scheme (MRS) clashes with some of the normative principles established for
social security schemes. There are a number of divergencies. In the first place,
one of the most important fundamentals of the International Labour Standards
is that the retirement income of workers should be predictable and guaranteed.
Defined contribution schemes cannot meet this requirement. The lump sum
accumulated at retirement relies on the income from the (market) rate of interest
accumulated on a lifetime of contributions to the scheme. This can be very
uncertain: simulations presented suggest that it might vary by 30 per cent or
more, depending on the course of interest and wage rates over the previous
40 years. In addition the current interest rate at the actual point of retirement
has a strong influence on the value of the annuity which can be derived from
the lump sum. There can be major differences in the pension received, according
to whether interest rates are high or low at the point of retirement and negotia-
tion of an annuity.

Other principles are engaged, although perhaps less importantly than the
question of the guaranteed income. One is the question of indexing benefits
to prices and, at least to some extent, to wages. To achieve this the institutions
providing annuities must have access to some form of indexed bonds in order to
fix their benefit rates, or must provide their own indexing calculating the annuity
on the basis of expected real rates. Another is the question of the responsibility
of the state. If defined contribution schemes are to be operated by private agen-
cies, they must be carefully regulated and monitored by the state and subject to
a range of prudential regulation. Finally there is the question of democratic
management, by which is meant that contributors and beneficiaries must have
a voice in their management. This is difficult under a system of privately
managed funded schemes. But it could be replaced by providing workers with
a transparent choice of scheme, and the right to switch from one to the other
without loss of assets.

Two alternative pension designs are currently being proposed, which would
attempt to avoid this conffict between the normative principles and the wish to
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develop more direct links between contributions and benefits, and the desire to
split risks more evenly between contributors and pensioners. The first design
consists of financing retirement incomes from a range of different sources, in
particular a mixture of defined benefit and defined contribution schemes. One
such design would comprise a number of tiers:

a bottom anti-poverty tier, means tested, and financed from general reven-
ues, which would provide income support for those without other means;

a second pay-as-you-go defined benefit tier, mandatory and publicly mana-
ged, which would provide a moderate replacement rate (say around 40 or
50 per cent of lifetime average earnings) for all those who had contributed
to it, and which would be fully indexed;

a third tier which would be defined contribution based, mandatory up to a
determined ceiling, possibly managed by private pension agencies, and
which would provide a pension by means of annuities;

a fourth tier which would be defined contribution based, voluntary, without
ceiling and also managed by private pension agencies.

Such a structure would have the merit of splitting the risks inherent in pen-
sion schemes - the risks associated with public management of defined benefit
schemes and the market-based risks associated with defined contribution
schemes - and would at the same time provide a basic guaranteed retirement
income for the large majority of workers in the middle bands of income.

A second alternative is a notional defined contribution (NDC) scheme. The
structure of such a scheme is very similar to a defined contribution (DC) scheme:
a notional account is accumulated during the working life based on contribu-
tions and the (notional) interest obtained on them which, at retirement, can
be converted into a pension by means of an annuity. The main difference is
that the interest rate applied is not the market rate of interest but some other
indicator, such as the rate of growth of GDP, or the rate of growth of wages.
The scheme would be mandatory and it would need to be managed by the
state. Both the interest and the capital sums to which it contributes are notional
ones. Although pension entitlements are built up in terms of individual contri-
butions, these are accounting ones without any equivalence in terms of real
money. It would provide a more direct link between contributions and entitle-
ments, but at retirement the risk of increasing longevity would be borne by the
individual contributors/beneficiaries since the value of the annuity would be
calculated over the then expected lifetime of the pensioners. Other risks, such
as those related to economic progress, or those demographic risks arising
from previous increases in birth rates, would be borne by contributors and
involve some adjustment of contribution rates as the scheme progressed. It
would also be necessary to incorporate a bottom tier of income protection in
old age for those whose lifetime earnings were insufficient to provide a basic,
anti-poverty income in old age.

27



Social security pensions: Development and reform

But the future of pension schemes is evolving very rapidly. Obviously there is
no single design which fits all circumstances, and the question of what is the
most appropriate design has to be weighed against the other factors, in particu-
lar the need to provide universal coverage and good governance, which will
determine where the most desirable balance lies.
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PUBLIC AND NON-PUBLIC PENSION
SCHEMES

Traditionally, the elderly in all countries have been supported by family,
extended family and charity, and, for the fortunate few, by personal savings
and wealth. That continues to be the case in many developing countries for a
large percentage of the elderly. Starting at the end of the nineteenth century,
and expanding through most of the twentieth century, government has played
a role in supporting the elderly population in developed countries.

The gradually changing role of government has raised the question of the
appropriate mix of public and private provision of retirement income. Interest
in the appropriate mix also arises from an effort, in some countries, to reduce
the role of government and privatize the provision of retirement income.

This chapter first examines the public..private mix in retirement income in
developing countries. It then discusses the historical development and mix in
developed countries. It concludes by examining policy issues, including ways
in which the public sector affects the private sector provision of retirement
income and possible reasons for privatizing retirement income.

The discussion of social security pensions is placed within the broader
framework of the overall retirement income system. The remainder of the
book focuses on social security pension schemes, retirement benefits, survivors'
benefits, invalidity benefits and social assistance benefits. It generally does
not consider the broader framework. In particular, it does not consider
pension schemes that are voluntarily provided by employers. The broader
framework is revisited in Chapter 19, on designing pluralistic retirement
income schemes.

THE PUBLIC-PRIVATE MIX IN DEVELOPING COUNTRIES

In a few developing countries, such as Lesotho and Thailand (until 1995), there
is no national social security retirement pension scheme. In most developing
countries, the government provides social security retirement pension benefits,
but coverage is limited to workers in the formal sector and relatively few
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workers are covered. There is no public-private mix in these countries for most
workers; provision is entirely private. Income in old age comes typically from
one or more of four sources. First, it comes from income from work, including
the in-kind earnings of the self-employed in subsistence agriculture. Many
people continue to work until they are no longer able to do so. Second, it
comes from the family and extended family, including income in-kind, such
as through co-residence with children. Third, it comes from membership of
cooperative groups such as self-help groups, credit associations and cultural
groups. Fourth, it comes from non-governmental assistance organizations,
including charities and non-profit organizations, religious groups and trade
unions.

In these countries the social security scheme typically provides retirement
income only for upper-income urban workers and the coverage of the security
pension scheme is low outside urban areas. The benefits provided in some
countries for public sector employees are an important aspect of the role of
the public sector in retirement income (see Technical Brief 3, on pensions for
public sector employees).

By contrast, in many of the countries making the transition from planned
economies to market economies, the provision of retirement income remains
largely a governmental responsibility. This situation is also in transition in
some of these countries as they are preparing and enacting reforms to shift
responsibility to the private sector.

THE PUBLIC-PRIVATE MIX IN DEVELOPED AND MIDDLE-
INCOME COUNTRIES

In most developed countries, the largest component of the provision of retire-
ment benefits is the social security retirement benefits scheme. This programme
is generally a defined benefit pay-as-you-go scheme providing monthly or
biweekly benefits. In some lower- and middle-income countries, it is a provident
fund, a funded defined contribution scheme managed by the government.
Provident funds generally provide benefits as a single lump-sum payment at
retirement. In a small but growing number of countries, social security pension
benefits are provided through defined contribution schemes managed by private
sector pension fund managers. Other governmental components included as
social security pension benefits in this book are benefits for disabled workers
and survivors of deceased workers, and social assistance for the low-income
elderly. 1

Private sector sources of retirement income include private savings, income
from work, private transfers from other family members (including in-kind
transfers), charity, life insurance, occupational pensions, occupational disability
benefits, severance pay and individual account pensions.
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OVERVIEW OF THE HISTORICAL DEVELOPMENT OF THE
PUBLIC-PRIVATE MIX IN DEVELOPED COUNTRIES

A stylized narrative concerning the development of income sources in old age in
developed countries highlights a gradual evolution from the family, to the state,
to the employer, and, most recently, to an emphasis in some countries on
personal individualized savings. Historically the aged continued to work until
they were no longer able to maintain themselves in an independent household.
At that point, co-residence was established where the working adult child
moved into the home of the aged parent, or the reverse. Gradually the state
came to play a larger role: through the traditional local Poor Laws schemes,
through pensions for government employees, and then through the introduction
of a national scheme of social insurance or its equivalent, such as a non-
contributory pension. Bismarck's pension insurance in 1899 in Gennany, the
1913 non-contributory old-age pension in the Netherlands and the 1905 one
in Great Britain, and old-age pensions at the turn of the century in the
United States are all examples of state-sponsored insurance schemes (Rein
and Turner, 1999).

During the middle of the twentieth century, the role of the state in providing
retirement income expanded in many countries. Some countries adopted retire-
ment benefits for the first time, while other countries increased the level of their
benefits, and others added new types of benefits. A natural process occurs in the
development of the public sector role, with the state initially offering a relatively
small scheme. Subsequently its coverage is extended until eventually it covers
most workers. Its benefit level is raised and new categories of benefits may be
added.

In most countries occupational pensions provided by employers play little
part in providing retirement income. They have an important role in oniy
about a dozen high-income countries, being particularly important in the Neth-
erlands, the United Kingdom and the United States. In those countries, occupa-
tional pensions provided by large employers generally predated national social
security pensions. Their role grew in the second half of the twentieth century,
and some countries that have had a high percentage of the labour force covered
by voluntary occupational pensions, such as Switzerland, have made them man-
datory.

More recently there has been a trend in some countries towards reliance on
individual account defined contribution schemes. These schemes have been
adopted as the primary mandatory scheme in some countries of Latin America,
with Chile being the leader of this trend. Some countries, such as Sweden, have
made defined contribution schemes mandatory as secondary schemes. They
have grown in importance as voluntary schemes in some countries, where
occupational pension schemes play an important role, with Canada and the
United States being examples.
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EFFECTS OF THE PUBLIC SECTOR ON THE SIZE OF THE
PRIVATE SECTOR

The public sector may affect private sector provision of retirement income in
several ways. The public sector may "crowd out" the private sector, especially
when the public sector provides generous benefits. However, to the extent that
the social security pension encourages workers to retire earlier, that increases
their total savings needs, which may encourage or "crowd in" the development
of private sector provision of retirement income. In some countries these
relationships between the private and public sectors are formalized in the way
benefits are determined. First, it may occur through the integration of
benefits. When benefits are integrated, the value of a worker's occupational
pension benefits is reduced to take into account his or her social security
benefits. Second, sometimes occupational pension schemes provide bridging
benefits, which are supplemental benefits received during early retirement up
to the point when the worker qualifies for retirement benefits.

Six public sector policies have a direct effect on the private sector: subsidies,
mandates, contracting out, regulation, insurance and guaranteed minimum
benefits.

Subsidy
The government can encourage the voluntary private provision of retirement
income through the use of subsidies. This can be a direct subsidy or it can be
a subsidy through favourable tax treatment, called a tax expenditure, as seen
in Canada, Ireland and the United Kingdom (see Chapter 19). The government
may also subsidize mandated schemes (the Czech Republic and Mexico) or
contracted-out schemes (the United Kingdom).

Mandate

The government can increase private provision of retirement income by man-
dating that the private sector provide retirement income. This mandate can
take the form of the government requiring that private sector employers provide
their employees with pension benefits. It can also take the form of employees
being required to contract with a private sector pension provider.

Contracting out
The government may increase the role of the private sector and permit volun-
tary privatization of social security retirement benefits by allowing employers
to provide retirement benefits that replace benefits provided by the social secur-
ity pension. Alternatively contracting out may occur on an individual basis,
with private sector pension companies providing a replacement for part, or
all, of state-provided pensions. The private sector role may be encouraged by
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the government allowing favourable terms for this type of arrangement, or by
directly subsidizing it.

Reg ul ati on

The government may reduce the risk associated with private sector provision by
regulating the provision of retirement income. Regulations may require that
coverage be extended to all employees meeting certain qualifications if an
employer provides any employees with pensions receiving favourable tax treat-
ment. Regulation generally adds to the cost of providing retirement benefits in
the private sector.

Insurance

The government may encourage the private sector role by reducing the risk
associated with private sector provision by providing various types of insurance
or guarantees. For example, it may provide insurance for pension funds or
annuities. These types of insurance create a contingent liability for the state.
The issue of these contingent liabilities is discussed in Chapter 14, on the con-
sequences of social security pension financing for public financing.

Guaranteed rnnimum benefits

A form of insurance that may reduce the private sector role is government-pro-
vided guaranteed minimum benefits. Such benefits may discourage low-income
workers from making private sector provision. Policy issues arise concerning
the six ways the state affects the size of private provision of retirement
income. First, the question arises as to whether the state should subsidize,
either explicitly or through favourable tax treatment, occupational pensions
or individual account schemes. The case in favour of doing so is that these
forms of savings should be encouraged, and if they are not encouraged they
will not develop into a major source of retirement income. The case against it
is that such a subsidy is likely to benefit the higher-income groups and that it
erodes the tax base by excluding employee pay in the form of employer pension
contributions from the tax base.

Second, when employers are mandated to provide coverage, care needs to be
taken to protect the retirement income of workers against the risk of employer
bankruptcy. Compliance with employer mandates may be more expensive for
small employers than for large employers because of scale economies, creating
a cost disadvantage to small employers.

Because it is thought that many people will not save adequately on their own
for retirement, in all developed countries the state mandates a minimum level of
retirement saving. The mandate can require either public or private provision.
The social welfare or income distribution function of the state, however, is
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not being privatized in any country. In nearly all countries, the state maintains a
scheme of social assistance for the poorest elderly.

Third, with contracting out, there is the potential problem of adverse selec-
tion. Employers or employees for whom the social security scheme is not a
particularly good deal will be more likely to contract out. The cost of the
scheme per beneficiary will increase because it will be left with beneficiaries
for whom it is relatively expensive to provide benefits.

Fourth, regulation of private provision of retirement income is necessary to
protect the interests of workers and beneficiaries and to reduce the risks they
face. Issues concerning regulation are discussed in Chapter 7.

Fifth, insurance provided by the state creates an uncertain role for it. The
potential cost of these schemes is generally difficult to evaluate. The insurance
can be explicitly provided or it may be an understanding that, if benefits fall
below a certain level, or if institutions fail, the state will step in and provide
benefits.

Sixth, generous minimum benefits for low-income workers may create
an adverse incentive. However the government may find it necessary to supple-
ment guaranteed minimum benefits with social assistance benefits for low-
income retirees who do not qualify for the guaranteed minimum benefits (see
Chapter 5).

The actual range of policy instruments the government has is wider than
indicated by the options discussed here. For example, Australian occupational
pensions are, strictly speaking, not mandatory, although they are often consid-
ered to be mandatory. It is legal for an employer not to provide a pension. If the
employer fails to do so, however, the government levies an extra tax on that
employer equal to the contribution the employer would have paid to provide
a pension for its employees. Thus the Australian government has introduced
a strong incentive to employers to provide pensions for their employees.

Some countries have mandated private provision of pensions to reduce the
government role in retirement income. The government, however, retains a
large role even in these types of systems, with that role shifting to regulating
the private providers.

The relative size of the public and private sectors in
different countries

The relative size of the public and private sectors varies between the developed
and developing countries, as well as within regions according to national
traditions. Most countries have a small government-provided safety net of
anti-poverty benefits. Some countries, such as Canada, Denmark, Finland,
Ireland; Japan, Norway and the United Kingdom, provide fiat-rate benefits.
Pay-as-you-go social security schemes have been established in most countries.
They do not require capital markets but need the ability of government to
collect contributions in labour markets.
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A number of European countries have large government retirement benefits
schemes. These include France, Germany and the countries of southern Europe:
Greece, Italy, Portugal and Spain. Large government benefits schemes leave
little room for private provision of retirement income. Canada, Japan, the
United Kingdom and the United States have much smaller government-
provided benefits and, in comparison to other countries, rely relatively heavily
on employer-provided benefits. Even for these countries, the government-
provided benefits are more important for most retirees than are private sources
of retirement income.

An increasing number of countries have mandatory funded benefits. These
benefits can be managed either in the public sector by provident funds or in the
private sector by pension fund management companies or employers. In some
countries, such as Argentina and Kazakhstan, the government competes with
private pension fund management companies by offering a public sector pen-
sion fund management company. Countries with mandatory benefits managed
by government include Indonesia, Malaysia and Singapore. In these countries
the public sector is the dominant source of benefits. Countries with mandatory
benefits managed by private pension fund management companies include
Bolivia, Chile and Peru. In these countries the private sector is the dominant
source of benefits. Countries with mandatory funded benefits managed by
employers include Australia and Switzerland. When the Australian scheme is
fully mature, the private sector will be the dominant source of benefits. In
Switzerland, the public sector is the dominant source of benefits and the benefits
provided by the private sector are supplementary.

The structure of a retirement income scheme can also be considered at the
micro or personal level. At this level it is the percentage of retirement income
the worker receives from different sources. The relative importance of different
sources varies across families within a country, depending on the level of family
income. In all developed countries, the bottom 40 per cent of the income
distribution among retirees relies almost exclusively on government-provided
retirement benefits, while the top 60 per cent also receive retirement income
from employer-provided occupational pensions and private savings (Rein and
Turner, 1999).

THE CHOICE BETWEEN PUBLIC AND PRIVATE

The choice between public and private is affected by political philosophies and
by the relative governance capabilities of the two sectors. Some political philo-
sophies favour individual reliance and, as a back-up, reliance on families and
charity. Other political philosophies favour the social insurance that govern-
ments can provide to reduce social risks and increase security in society.

The choice between public and private provision also depends in some
countries on the relative reliability of different institutions. In some countries
the government may not be trusted, while in others there may be relatively
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little trust in the private sector institutions. These issues are discussed further in
Chapter 19, on developing pluralistic designs and flexible structures.

REASONS FOR PRIVATIZATION

In choosing to reduce the role of government in providing retirement income,
countries have indicated a number of reasons for privatizing their social security
schemes, many of which are similar to the reasons for privatizing other govern-
ment enterprises (Van der Hoeven and Sziraczki, 1997). Nonetheless contro-
versy exists over the validity of some of the reasons, and they are discussed
further in various places in this book.

In many countries the current social security scheme relies on large subsidies
by the state because contributions are insufficient to finance outlays. Privatiza-
tion has occurred to reduce the government deficit and the size of government.
In the short run, however, in countries with a sizeable existing system, the cash
flow of the government is worsened because of the cost of financing the transi-
tion. In the United Kingdom, because of incentives provided for workers to
opt out of social security, privatization has been a sizeable net expense for the
government.

Some governments have been unable to manage adequately public defined
benefit schemes and believe that management of private defined contribution
schemes would be easier, both politically and financially. Privatization has
been motivated by the poor quality of services provided by government social
security institutions. Competition in private sector management is thought to
be more efficient and to lead to better services than monopolistic management
by government. Experience has shown, however, that the administrative costs of
government schemes are often less than for private sector management.

Some public pay-as-you-go schemes are inequitable in their distribution of
benefits. For example, since most Latin American countries rely heavily on
indirect taxation, the poor contribute disproportionately to the funding of
benefits they probably will not receive (Lacey, 1996). Another aspect is inequity
across generations in taxes paid and benefits received. As discussed in Chapter
11 on redistribution, privatized schemes tend to be regressive, however, in part
because of the way fixed costs arise in managing accounts.

Countries see social security pension reform as a possible means of raising
domestic savings, correcting economic distortions in labour markets presum-
ably caused by traditional pay-as-you-go schemes and reducing contribution
evasion. Chapter 13, on the economic implications of pension schemes, dis-
cusses these issues.

Demographic changes raising the retirement system dependency rate (the
ratio of beneficiaries to covered workers) are making pay-as-you-go social
security schemes more expensive. The declines in the population growth rate
and the growth rate of real wages have reduced the implicit rate of return on
pay-as-you-go social security, making market rates of return relatively more
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attractive. Chapter 11, on redistribution, discusses the effect of demographic
change on unfunded and funded schemes.

Some people favour privatization as a way of increasing the range of indivi-
dual choice and a move towards greater private sector reliance as an aspect of
economic liberalization. Privatization is desired because it gives individuals
greater responsibility for their retirement income and is seen as a way of devel-
oping private sector enterprises - money managers and insurance companies. It
helps in creating a competitive market economy. In practice, however, restric-
tions on allowable portfolios and other regulations limit the range of choice.

For some social security policy analysts, the desire for privatization is due
to a distrust of government as a financial institution. Experience with private
management of pension funds has shown, however, that regulatory safeguards
are needed as protection against private sector theft of funds.

Privatization is sometimes seen as a way of encouraging the development of
capital markets in countries with poorly developed capital markets. Similarly
privatization may be seen to be feasible in countries that formerly had poorly
developed capital markets but whose capital markets have developed to the
point where they could provide adequate investment opportunities. However
there is a lack of transparency in many capital markets in developing countries.

In some countries privatization's popularity may depend on the recent
history of financial markets. During periods when financial markets are provid-
ing stable high real rates of return, privatization may appear more appealing
than it does in periods when financial markets are turbulent and declining in
value.

The privatization of social security may be used to assist in the privatization
of state assets. State assets can be sold or given to the privatized social security
scheme.

The ease with which a country can establish a privatized system depends on
aspects of the existing system. The greater the relative size of the group currently
receiving benefits, the more costly it is to continue paying for those benefits
while starting a new system. In general the greater the unfunded liability of
the existing system, the harder it is the to make the transition to a privatized
system.

The role of the public and private sectors in providing retirement income differs
greatly across countries. In many developing countries the majority of workers
are not covered by social security retirement benefits and the public sector plays
little or no role in the retirement income of those workers. The role of the public
sector in those countries is often largely confined to employees working in urban
areas.

In developed countries the role of the public sector has grown increasingly
complex over the course of the twentieth century. It subsidizes, mandates,
regulates and insures benefits. The relative size of its role has grown as coverage
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has extended to more of the workforce, the generosity of benefits has increased
and new schemes have been added.

At the end of the twentieth century, in many developing countries there is a
need to extend the role of the public sector so that retirement benefit coverage is
provided for a greater proportion of the workforce.

Note

Invalidity and survivors' benefits are discussed in Chapter 4, and social assistance benefits in
Chapter 5. Government provision, or financing of health care in old age, is an important benefit
in some countries. Often, in countries with a personal income tax, the elderly receive a government
subsidy through preferential income tax treatment, which is discussed in Chapter 19,
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PART I

DEVELOPMENT: THE STRUCTURE OF PENSION
SCHEMES AND THEIR PROBLEMS

This first part of the book covers social security pension systems around the
world and the problems they have encountered. It is largely descriptive and
can be viewed as a handbook on the structure of social security schemes. It is
designed to be useful for policy analysts considering major changes in social
security policy.

Part I begins by discussing benefits. The first three chapters look at the
major types of retirement pension benefits. Chapter 3 describes the retirement
benefits provided by social security defined benefit and defined contribution
systems These benefits are the main focus of the book. The chapter analyses
entitlement conditions and the determination of the level of benefits. It also dis-
cusses questions concerning the annuitization of benefits in definedcontribution
systems. Chapter 4 describes ways that invalidity and survivors' benefits are
provided. Invalidity benefits in some countries are an important source of
benefits for older workers before they reach the minimum age for retirement
benefits. Survivor benefits also have an important influence on the well-being
of older widows. Chapter 5 studies social assistance benefits for low-income
retirees. Social assistance benefits are important for some retirees who would
receive low, or no, benefits through the retirement benefits programme because
of low wages, or not having had substantial periods of work. These benefits are
generally means tested. While invalidity benefits, survivor benefits and social
assistance benefits are presented elsewhere in the book, they receive less atten-
tion than do retirement benefits.

The next two chapters discuss the financing and financial management of
social security pensions. Chapter 6 considers the sources of financing for bene-
fits, in both defined benefit and defined contribution schemes. In most countries
social security retirement benefits are financed through contributions by work-
ers and employers, lut there are many variations on how that is done. Also in
many countries the government provides financing out of general tax revenues.
This can be determined by a formula, or can be a back-up source to cover
deficits. Chapter 7 explains the financial management of funded benefits.
Because most countries do not provide funded benefits, this chapter deals
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with issues faced by a more limited number of countries. The investments of
funded benefits may be managed by employers, workers, financial institutions
or the government.

The following three chapters discuss who ultimately receives benefits: the
question of coverage, and the broad topic of governance, as well as how well
social security systems are managed. In many developing countries, coverage
and governance are the key social security issues. Chapter 8 deals with the prob-
lem of low coverage in most countries. For most workers in the world, the
primary problem concerning social security is not how benefits are determined
or financed, but that they are not covered. Chapter 9 looks at the problems of
administering social security systems. Poor governance in some countries results
in high administrative costs and poor service. These two chapters are primarily
relevant for developing countries because developed countries generally have
high coverage and are fairly well governed. Chapter 10 considers contribution
evasion, which is the non-payment of required contributions by employers
and workers. In most cases employers are legally liable for making contribu-
tions and collecting them from workers. Contribution evasion leads to reduced
coverage when workers and employers evade payments altogether, and to
reduced benefits when covered earnings are understated, Contribution evasion
is a problem of governance, as it arises only if government is unable or unwilling
to enforce the required contributions. It is a serious problem in many develop-
ing countries, but is also a problem, to a lesser extent, in developed countries.

The last four chapters of Part I study the effects of social security systems
on workers, capital markets and government finances. Chapter 11 covers effects
on income distribution. One of the primary goals of social security social insur-
ance systems is to reduce poverty among the elderly. These systems often have
features designed to reduce the inequality of income, although in practice
features that increase income inequality by benefiting privileged groups may
also be present. Social security systems in some circumstances may have as a
goal the redistribution of income from younger to older generations, especially
when the younger generation has considerably higher expected lifetime wealth
than the older generation. Chapter 12 deals with the risks of social security
systems, comparing the risks of pay-as-you-go, funded defined contribution
and unfunded notional account systems. This chapter indicates that risks con-
cerning replacement rates provided by defined contribution schemes are affected
both by unexpected changes in capital markets and unexpected changes in the
rate of growth of wages. Chapter 13 illustrates the economic effects of social
security pensions on capital and labour markets. In capital markets pension
schemes may affect savings and the development of the market. In labour
markets they may affect hours worked and age at retirement. Chapter 14
analyses the consequences of social security pensions for public finances. It
discusses problems with common accounting methods used to measure the
effects of social security pensions on public finances. It also comments on the
issue of the measurement of pension debt.

Part I ends with some brief conclusions.
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RETIREMENT BENEFITS 3

This chapter discusses the determinants of the amount of benefits to be received
under social security pension schemes, the age at which they become available
and other conditions which affect the payment of pensions. Related issues
presented elsewhere in the book include invalidity benefits (Chapter 4), social
assistance benefits (Chapter 5), the redistribution of income (Chapter 11) and
questions affecting the age of retirement (Chapter 18).

Countries determine social retirement benefits in a wide variety of ways. In
all cases, however, they need to determine the entitlement conditions under
which these benefits will be paid, and the factors that affect their level.

ENTITLEMENT CONDITIONS

Social security schemes must establish, requirements for eligibility to receive
benefits. These requirements usually include minimum age and minimum
years of contributions; a brief summary is given in table 3.1. They sometimes
include a retirement condition or an earnings test requiring that workers retire
from their employment or receive less than a maximum level of earnings.

Minimum and normal pensionable ages
Social security retirement benefit provisions generally stipulate an age called the
"normal" retirement age. At that age the retiree becomes entitled to an unre-
duced pension if other conditions (covered years and retirement conditions)
are satisfied. This term in pension jargon can be confusing because it is not
necessarily the age either at which or by which most workers retire. Workers
may retire before the normal retirement age if they are willing to accept a
reduced pension. Late retirçment age may also be specified when the other
entitlement conditions are relaxed or become ineffective.

The most common normal retirement age in countries outside the OECD is
60, although several countries in Africa, Asia and the Arab states have a lower
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Table 3.1 Factors affecting individuals' retirement benefits from an earnings-
related defined benefit scheme

Eligibility conditions
Worker's attributes affecting
benefit level at first receipt
Benefit formula

Source: Compiled by the ILO.

normal retirement age (commonly 55). In the OECD countries, the most
common normal retirement age is 65. Denmark, Iceland and Norway have a
normal retirement age which is higher, at 67. (See figure 3.1. More detailed
information is provided in the statistical annex at the end of the book.) Many
countries have a lower minimum retirement age for women than for men

Figure 3.1 Distribution of normal retirement age by region
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(typically five years less), but steps have been taken in recent years, especially in
OECD countries, to gradually raise the age for women to that for men.

Many countries in the OECD and elsewhere have made retirement more
flexible by allowing workers to retire with a reduced pension up to five years
before the normal retirement age. The corresponding reduction of benefits is
commonly around 6 per cent per year, but is less in a number of countries.
Countries of Latin America that introduced defined contribution schemes
also opted for flexible retirement, but often by fixing the minimum pension
age on the basis of a minimum replacement rate or in relation to the minimum
pension. For instance, in Chile early retirement is allowed when the pension is
equal to at least 50 per cent of the average wage over the last few years and 110

per cent of the minimum retirement pension.
In some regions early retirement is generally allowed under specific condi-

tions. In most countries of Central and Eastern Europe workers in hazardous
or arduous conditions, and women who raise large families, are entitled to
earlier retirement. In Africa workers considered prematurely aged because of
disability or arduous working conditions are also entitled to early retirement.
Some of the Arab states allow retirement at an early age (as early as 45) for
workers with sufficient years of coverage.

Workers in developed countries, with their longer life expectancies, tend to
have longer average retirement periods than workers in developing countries,
though this occurs with a higher minimum retirement age. The minority covered
by social security in many developing countries, however, tend to be upper-
income workers with life expectancies similar to those in developed countries.
When considering retirement age, life expectancies at the start of working life
and at older ages, rather than at birth, are relevant forevaluating the minimum
pensionable age - the minimum age at which retirement benefits can be received

- as they indicate a worker's chances of reaching pensionable age and the
number of years then spent in retirement.

For workers postponing retirement past the normal retirement age, defined
benefit schemes typically increase their benefits. They do so because the benefits
will be received later and for a shorter period. Some countries have made this
adjustment sufficiently large for the increase in annual benefits with postpone-
ment of retirement to maintain the expected lifetime value of benefits when
workers postpone receipt.

Minimum number of years of contributions

As an eligibility condition for the receipt of retirement benefits, social security
schemes may require that the worker has been credited with a minimum
number of years of contributions.1 (Information on national requirements is
shown in the statistical annex, table 5.) Defined benefit schemes usually require

a minimum number of years of coverage in the scheme to receive pension
benefits, with those working more years than the minimum receiving greater
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benefits. Workers who do not satisfy the minimum number of years of coverage
often become entitled to a lump-sum payment, but there are countries, such as
Japan, Morocco and the United States, where people who do not satisfy the
minimum number of years are not entitled to any benefit. Some countries
have a low limit on required years of contributions, with the benefits paid
being proportionally reduced. In Canada there is no minimum and in Switzer-
land it is one year.

Some countries require a minimum number of years of contributions to
receive benefits at the pensionable age, but with a lower minimuni number of
years to qualify to receive benefits at an older age. In Iraq, men and women
can retire at any age with 30 and 25 years of contributions, respectively. Men
can retire at age 60 and women at 55 with 20 years of contributions. In
Jordan benefits can be received at age 46 with 15 years of contributions and
at age 60 for men and 55 for women with ten years of contributions.

Defined contribution schemes usually do not have such -a requirement
because workers with few years of contributions simply receive smaller benefits.
Nevertheless the regulations may allow for distinct modes of payment (lump-
sum payment rather than annuity benefit) for people with limited benefit entitle-
ment. Defined contribution schemes, as well as defined benefit schemes, may
require a minimum number of years of contributions to qualify fora guaranteed
level of minimum benefit. In Chile that requirement is 20 years.

A moderate requirement as to minimum years of contributions may encou-
rage greater years of work among people who otherwise would not participate
in paid work for long periods. However a long requirement may disadvantage
people with intermittent labour force participation if they contribute to the
scheme but receive no benefits in return. In particular the requirement of
many years of work for receipt of a benefit is disadvantageous for women
because they tend to work fewer years in the formal labour force than men. It
may also encourage contribution evasion by people who know they will not
be entitled to a regular benefit, even if they contribute for all their working
years. Argentina requires 30 years of contributions to receive the guaranteed
minimum benefit. A worker could contribute for 29 years and fail to receive
the guaranteed minimum pension, but would receive a lower pension based
on actual contributions.

Earnings test

Many countries with defined benefit schemes apply a retirement condition
(retirement from gainful activity) or an earnings test to limit the receipt at the
same time of both earnings and pensions. When there is an earnings test, work-
ers who continue working past the minimum age for benefit receipt lose some or
all of their benefits. The reduction is frequently one currency unit of benefits less
for every two currency units earned above a minimum amount. The earnings
test applies for increases in earnings until the worker's entire benefits have
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been taxed away. This is done in Japan. Generally the earnings test applies for
work past the minimum retirement age. It may be less restrictive at older ages
and generally ceases to apply for work past a maximum age - 65 in Canada.

The earnings test has the advantage of target efficiency. Benefits are only
paid to workers or retirees with moderate or no labour earnings, reducing
total benefit expense. The earnings test may distort labour market decisions,
however, inducing some workers to retire who would otherwise continue work-
ing. The earnings test can be adjusted by having a high level of earnings that are
exempt from it, so that it only applies to high-earning workers. Many of the
countries of Central and Eastern Europe allow workers to receive their benefits
and continue working, having no earnings test.

Some countries in western Europe have partial retirement programmes
specifically designed to allow a mix of earnings and pension. People work part
time and receive proportionally reduced benefits. This option allows workers
to move gradually from full-time work to full-time retirement. Some workers
may prefer a gradual transition to retirement rather than an abrupt one.

There also may be a means test to receive benefits. A means test could
include all types of income rather than only earnings. A means test could be
set so that most people qualify for it, in which case it could be considered to
be an affluence test. It could be limited to exclude all types of income except
other pension income, or limited further to include only occupational pension
benefits. It could be expanded to include asset holdings. A test of asset holdings
could be structured to exclude some assets, such as thevalue of owner-occupied

housing.

BENEFIT AMOUNT

Determination of benefits in defined contribution schemes

The administrative simplicity of defined contributiOr schemes arises in large
part because the participant's rights are defined so1el,' in terms of the account
balance. The simplest way this is done is to credit the worker's account for
his or her contributions to the account, and then to credit the account with
the investment earnings based on the market rate of return received on the bal-

ance in the account. Not all countries, however, use this approach. In Indonesia
the investment earnings credited to the account of individual workers are not
the earnings received by the provident fund but a lower rate of return fixed
by the fund. Thus workers do not directly bear the risk of the investments in
the provident fund and do not receive the full benefit of the investment earnings.
In Malaysia workers receive a rate of return fixed by the provident fund that is
changed infrequently and can be higher or lower than the rate actually received

in a period.
In Chile, if the worker's pension fund earns a rate of return higher than a

dertain level in comparison to other pension funds, the excess amount is kept
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in reserve by the pension fund. Similarly, for a rate of return below a certain
level in comparison to that earned by the other pension funds, the pension
fund must credit the worker's account with the difference. Defined contribution
schemes can to some extent smooth benefit fluctuations over time through a
rate-of-return stabilization fund. Thus the worker's account generally bears
the risk of market fluctuations but does not do so when those fluctuations are
due to the fund's manager (rather than the market) when the monetary autho-
rities put the rate of return outside a band determined by the rates of return
earned by the other pension funds.

Notional defined contribution schemes are financed on a pay-as-you-go or
partial funding basis. Each participant has an account, the same as for defined
contribution schemes, but the funds in the account, ifany, are less than the value
of the account. Accordingly contributions are not credited with a rate of return
on investments, but rather with the rate of growth of earnings or the rate of
growth of GDP. To ensure the financial soundness of these schemes, it is neces-
sary to have a link between the rate of development of the contribution base and
the rate of return credited on contributions.

Benefit formulas in defined benefit schemes

In defined benefit schemes, the benefit formula determines the level of benefits
the individual receives and the link between contributions and benefits. Benefit
formulas might provide either flat-rate benefits which are not tied to earnings or
earnings-related benefits. With flat-rate benefits, the level of benefit does not
vary with the level of earnings, but may vary according to the number of
years of contribution. Developing countries may find it desirable to have a
scheme that provides a flat minimum benefit to all participants that increases
with years of contributions. A minimal earnings-related benefit might be
added for incentive effects. The minimum benefit should be sufficiently large
to warrant the administrative costs of distribution. The ILO Social Security
(Minimum Standards) Convention, 1952 (No. 102), indicates that the minimum
benefit should provide a replacement of at least 40 per cent for middle income
workers after 30 years of work. (See Technical Brief 2 and Chapter 15 for a dis-
cussion of ILO Conventions.) Few countries in Africa, Asia and Latin America
have contributory schemes providing flat-rate benefits.

In the OECD countries where those schemes exist they are usually one part
of the pension scheme, with social security or mandatory private earnings-
related pensions as a second part. This is the case in Finland, Japan, the
Netherlands2 and the United Kingdom. Flat-rate benefits may also be non-
contributory and paid to all citizens who satisfy residence requirements.
Canada and Iceland have such flat-rate non-contributory benefits: a universal
basic pension and an income-tested supplement.

Three important parameters of the earnings-related defined benefit formulas
are length of the period used to calculate pension reference earnings, the benefit
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accrual rate and the penalty or reward for early or late retirement. These ele-
ments of the benefit formula interact with the worker's earnings history, years
of service and age at first receipt to determine benefits (see table 3.1). Many
countries base benefits on the average of earnings in the final five to ten years
of the worker's career. This type of formula is commonly used in developing
countries with defined benefit social insurance schemes. In this type of formula
earnings are often unindexed when the averaging period is short. This type of
formula has been used in Central and Eastern Europe, Africa and the Middle
East. In Saudi Arabia the earnings base is the final two years of employment.
In Brazil and Iraq the final three years are used. In Burundi and the Central
African Republic the average over the final three or five years is used, whichever
is higher. In Slovakia the base is the average of the highest five of the final ten
years and in Slovenia the average over the highest ten paid consecutive years of
employment is used.

The primary problem with this type of formula is that it redistributes income
from those with fiat (and hence, low) age-earnings profiles to those whose
incomes increase with age (and who are consequently richer). It may also dis-
advantage workers who become sick during their final years of work and
have low final earnings. Use of a short period has the further disadvantage
that it may be subject to manipulation by workers and employers. Workers
and employers have the incentive to collude in reporting high earnings for the
worker in his or her last few years of work. In this way the worker is able to
obtain relatively high benefits, but the claim is fraudulent. In Jordan some
employees in the final two years before retirement have illegally arranged
with their employers that they would pay the entire social security contribution
(employer and employee share) in return for the employer greatly overstating
their wage in reporting to the Jordanian Social Security Corporation.

A third problem with this type of benefit formula is that it provides an
incentive to underreport earnings in all years that earnings do not affect
benefits. The underreporting of earnings causes a financing problem for
social security because it causes an underpayment of social security contri-
butions.

The problem of overstating wages and, to a lesser extent, the problem of
regressivity due to upward growth in wages during the career for higher-
income workers, have been reduced in Jordan by a regulation that does not
allow workers to claim a final wage that has increased or decreased more
than 40 per cent during the final five years of earnings. Exceptions are granted
to workers in labour unions or in the government where wages may grow by
more than 40 per cent if the growth is due to an increase that applies for a
group of workers. Egypt has a similar rule.

Many countries, especially in the OECD, have changed their benefit formu-
las to increase the number of years in the earnings base. As the averaging period
is lengthened, the benefit formula approaches a career average benefit formula.
In this type of formula, social security benefits are based on a worker's entire
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career and are not unduly affected by the worker's final earnings. Past earnings
may be indexed to prices or to the growth of earnings inthe economy to reflect
an increase in the average standard of living during the worker's career. If not
indexed, earnings when young would have little effect on benefits paid at retire-
ment because inflation over a 30- or 40-year period greatly erodes their real
value. This type of benefit formula, which is used in Japan and the United
Kingdom, requires good record-keeping because the records are needed for
monthly earnings received over 30 or more years. In order to reduce errors, it
may be advisable to inform participants periodically of their earnings records
as maintained by the social security institution, so that participants have the
opportunity to correct errors.

Many countries with defined benefit schemes that use career average
benefit formulas provide "drop-out" years. While most years of the worker's
career are used in computing career average earnings, a few low-income years
can be dropped. The drop-out years are an insurance feature against the
effect of temporary low earnings, perhaps due to unemployment in some
years. However, if a worker knows a particular year of work will be a drop-
out year, he or she has no incentive to contribute to social security that year.
Schemes with many drop-out years tend to have a problem with contribution
evasion.

Earnings-related benefit formulas are also characterized by the benefit
accrual rate. Generally a fixed benefit accrual rate applies to all contribution
years (up to a maximum) and at all levels of earnings (up to the contributory
ceiling), but the rate of benefit accrual may vary according to the number of
credited years, months or even days (as in Morocco). In some countries years
additional to the minimum number of years required for entitlement to a
pension are credited at a reduced rate. Countries need to determine what is
required of workers to receive credit for a given period.

Many countries with defined benefit schemes provide benefit credits for non-
work periods - disability, unemployment, pregnancy, child rearing and educa-
tion - to guarantee an adequate pension benefit for people with limited contri-
bution records. These features can also be incorporated in defined contribution
schemes by the government subsidizing contributions during those periods,
but in practice that has not been done. Providing credits for many forms of
activity outside the labour force moves a social security scheme away from
being employment-based and towards being a universal system covering all
residents.

Social security retirement benefit formulas are often based on worker
earnings but never on income from other sources. While they are generally
designed to replace earnings from work, it is presumed that there is no need
to replace income from other sources. The formulas typically increase benefits
for retirement postponed beyond the earliest age at which benefits can be
received. The extent of the adjustment may affect the age at which workers
retire, as discussed in Chapter 18, on influencing the retirement age.
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Minimum pension

A minimum benefit is usually provided for workers who satisfy the entitlement
conditions but whose benefits would otherwise fall short of an acceptable living
standard. The minimum benefit can be a guaranteed benefit to qualifying
workers in defined contribution schemes, as in Chile. In that case, the minimum
benefit is financed by the balance in the worker's account plus a subsidy by the
government sufficient to raise the benefit to the minimum level. The minimum
benefit can also be a feature of the structure of defined benefit earnings-related
schemes.

The level of the minimum benefit in OECD countries is usually based on
societal standards of a minimally adequate level of income. Thus the minimum
benefit should be determined relative to the subsistence level of living. In many
countries data to determine the expenditures required to achieve a subsistence
level of living have not been gathered and the subsistence standard established
is based on an informal survey of the purchase prices of food and housing.

If the minimum benefit is the only benefit for which people with low incomes
qualify, it should represent at least a subsistence level of income, taking into
account other sources of income. If other poverty benefits are available, they
should be taken into account. In developing countries, however, with limited
resources and large populations of poor people, more limited goals must be
set. A high minimum benefit provides relatively generous treatment of low-
wage workers. However it provides low-wage workers with an incentive not
to report and pay contributions on all their earnings because they receive the
minimum benefit whether or not they accurately report all their earnings. In
Norway the minimum and maximum benefits have converged over time (see
box 3.1).

In countries where social security coverage is not universal or where social
security contribution evasion is widespread, the problem of determination of
standards for eligibility for the minimum benefit can be complex. Workers
may work most of their lives outside the social security scheme and only
work the amount within the system that is sufficient for qualifying for the mini-
mum benefit.

The minimum benefit is not typically related to the worker's earnings but
may increase with years of work. Having the benefit increase with years of
work provides an incentive for work and turns the minimum benefit into a mini-
mum band of benefits. In Ireland the minimum benefit also increases with the
average number of weeks worked per year.

Hybrid benefit formulas

While most types of pension schemes can be conveniently categorized as defined
benefit or defined contribution, some contain features of both types. The French
industry-wide mandatory schemes have been characterized as pay-as-you-go
defined contribution schemes. The Swedish notional account scheme, while
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Box 3.1 Convergence of social security old-age benefits in Norway
The social security National Insurance Scheme (IS) in Norway was established
in 1967 and replaced a flat benefit for retirement and invalidity pensioners. An
important aspect of the IS was to provide all old and disabled with both a mini-
mum benefit and a supplementary benefit related to the retiree's previous
labour market earnings. The ratio between the maximum and minimum benefit
(before taxes) was originally 4,2. Over time, however, that ratio has fallen,
so that in 1997 the ratio was 2,4. Thus the Norwegian pension scheme is
approaching a situation where again all pensioners will receive an almost
equal benefit.

Social security pension benefits under the National Insurance Scheme
The minimum benefit. Both the minimum and maximum benefits in Norway
(table 3.2) have two parts. Single pensioners and pensioners supporting their
spouse receive a basic pension of 1 basic pension unit (BPU), while other
pensioners receive 0.75 basic pension units. In 1998 a basic pension unit
was approximately one-sixth of average earnings. Pensioners also receive a
supplementary benefit that is based on previous labour market earnings. If
the supplementary benefit is less than a benefit called the special supplement,
the special supplement is received. The special supplement was introduced in
1969 as compensation for the introduction of a value added tax (VAT) in that
year. From 1 May 1998 the special supplement is expected to be 0.85 basic
pension units for single pensioners. It is higher for pensioners who are support-
ing children or a spouse. The basic pension plus the special supplement
constitute the minimum benefit.

The maximum benefit. The maximum benefit is the sum of the basic benefit plus
the maximum supplementary benefit. Originallythe maximum earnings used in
calculating the supplementary benefit were equal to 8 basic pension units. In
1971 this was raised to 12 basic pension units, with income between 8 and 12
basic pension units affecting benefits at a reduced rate.

Table 3.2 Minimum and maximum pension benefits in Norway, 1967-97 (amounts in
kroner deflated by the expected wage level in 1998)
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Note: These are the pension benefits a 17-year-old can expect to receive under current parameters.

Source: calculations by the author and the ILO using figures from Norwegian social security legislation.

Year Basfc pension unit Minimum benefit Maximum benefit lvlax./Min.

1967 56 56 233 4.2

1971 55 62 261 4.2

1976 48 59 227 3.8

1981 49 72 232 3.2

1991 45 72 215 3.0

1992 45 72 177 2.5

1997 43 71 171 2.4
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Changeover time in the minimum and maximum benefit
The basic pension unit has fallen in real value over time, which would normally
cause both the minimum and maximum benefits to decline in real value. The
real value of the minimum benefit has grown over time, however, owing to
the increase in the real value of the special supplement. The special supple-
ment has increased in real value nearly every year.

Since 1971 the maximum benefit has declined in real value owing to the
decline in the real value of the basic pension unit. During the 1970s several
of the premises underlying the level of benefits changed. The total fertility
rate fell from 2.8 in the late 1960s to 1.7 a decade later. Life expectancy,
rather than stabilizing, continued to increase. These changes led to a reduction
in the number of workers relative to the number of pensioners. A fall in the
average retirement age also contributed to that reduction. In addition to the
general decline in the maximum benefit since 1971, and because of the budget-
ary pressures these demographic changes caused, the formula for calculating
the maximum benefit was changed in 1992, reducing the maximum benefit by
16 per cent. With increasing budgetary pressures, the retirement benefits in
Norway have increasingly focused on providing adequate benefits for low-
inpome workers, with a decreased emphasis on providing an adequate re-
placement rate for higher-income workers.

usually characterized as a defined contribution scheme, can also be considered
to be a pay-as-you-go career-average defined benefit scheme. Cash balance
schemes, popular among large US employers, are funded schemes that deter-
mine benefits similarly to notional account schemes but are regulated as defined
benefit schemes under US pension law. These three types of schemes are dis-
cussed more fully in boxes 3.2, 3.3 and 3.4.

FORM IN WHICH BENEFITS ARE RECEIVED

Social security retirement benefits can be received as single payment lump sums,
as annuities or pensions (paying periodic benefits to death) or from a defined
contribution account as periodic phased withdrawals. With defined benefit
schemes, retirees who satisfy the qualifying conditions usually become entitled
to a lifetime benefit. The practice of lump-sum payments, either partial or full
single payment of the account balance, is common in the Anglophone countries
of Africa, such as Kenya and Uganda, and in some Asian countries where
provident funds are used, such as Indonesia and Malaysia. It was once
common in the former British colonies in the Caribbean but now no Caribbean
islands have provident funds. Jamaica, however, provides part of its retirement
benefit as a lump-sum payment. Ghana permits this as an option for 25 per cent
of the benefit. Countries such as Chile, which introduced mandatory privately
managed defined contribution schemes, do not normally allow for the full
payment of retirement benefits as lump-sum payments. However, they provide
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Box 3.2 Virtual defined contribution schemes: The example of France
Employees in the private sector in France are all covered by national supple-
mentary pensions, ARRCO and AGIRC.3 AGIRC was established in 1947 for
managerial staff and ARRCO in 1962 for all other employees. These schemes
provide a good example of what is now labelled 'virtual" or "notional" defined
contribution schemes.

These schemes are operated on a pay-as-you-go basis, but in a different
way than traditional defined benefit schemes. They do not have a fixed target
in terms of benefits. They set up a system of contribution which enables mem-
bers to build up credits. When the pension is calculated, these credits are
assigned a value based on the scheme's financial resources, which depend
upon the flow of contributions collected. The total amount of contributions
calculated under the scheme's rules is distributed to the beneficiaries in pro-
portion to the credits they have acquired. Whereas in defined benefit pay-as-
you-go schemes the amount of benefits to be paid determines the level of
contributions, in these schemes the amount of contributions to be apportioned
determines the level of benefits.

The contribution scheme of ARRCO and AGIRC consists of taking a given per-
centage of gross earnings. Contributions are then turned into value units called
"pension points", which are entered into individual accounts. The number of
points accrued during the year is calculated by dividing the amount of contribu-
tions by the point's purchase price for the year. Points accumulate in the mem-
ber's account, irrespective of the company he or she is working for. At
retirement, the annual pension is determined by the number of points in the
account. It equals the total of points accrued multiplied by the value of the
point when the pension is calculated. Subsequently the pension is adjusted
according to the point's value.

In this financing method, managing the scheme's financial equilibrium
means achieving equality each year between the available resources and
the outlays or between annual contributions minus administrative costs and
annual benefits. This is achieved by the administrators of the scheme through
fixing the purchase price of the point and the point's value. On the whole the
sums to be distributed are equal to the total of contributions collected, and
this total is proportional to the total earnings on which these contributions
are levied. Thus the level of benefits paid is directly linked to economic activity
as reflected in changes in total salaries and wages in the private sector. (This
can be contrasted to funded defined contribution schemes where the level of
benefits depends on the changes in investment returns.)

The two basic parameters used to maintain a balance between benefits and
contributions - the purchase price of the point and the point's value - are deter-
mined through negotiation between employers' and employees' representa-
tives. ARRCO and AGIRC were set up through national collective agreements
and are run by the main national employers' organizations and the trade
union confederations. Since the late 1970s and the early 1980s, to adapt to
socioeconomic and demographic shifts, the administrators of the schemes
have implemented a policy of gradual reduction of the schemes' "yield", that
is, a reduction of the ratio between the value of the point in a given year and
its purchase price. This implies a trade-off between the interests involved:
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those of contributors (for example, members and employers) and those of
pensioners. Increases in the point's value have been less favourable than in
the previous period, but increases in the point's purchase price have been
higher than the rise in members' average earnings.

To limit the consequences of the reduction in yield on the benefit level, a
third parameter has been introduced, the contribution collection rate or "call-
up rate". It enables contributions to be collected, or called up, at a higher
rate than the contractual contribution rate without interfering in the mechanism
for accruing pension points. An extra contribution which does not build up
pension credits is paid to support the rise of the point's value and ensure the
scheme's financial equilibrium.

The ability to constantly adjust the parameters of the scheme is a major
feature of ARRCO and AGIRC. It can be contrasted to the situation that prevails
in traditional defined benefit pay-as-you-go schemes. Whereas the former
involves a flexible method of adaptation in which overall contributions and
benefit levels are determined regularly and concomitantly with a view to main-
taining the scheme's financial equilibrium, the latter involves a much more
abrupt method of adaptation: when the level of contribution cannot be raised
further, the benefit calculation formula has to be modified, thereby calling
into question the original commitment and establishing the terms of a new
one. On the other hand, in virtual defined contribution schemes like ARRCO
and AGIRC, the amount of the pension to be received is not known in advance.
Furthermore their mode of adaptation totally depends on collective bargaining
procedures and, thus, on the capacity of employers' organizations and trade
union confederations to negotiate on pension issues and to reach an agree-
ment.

Concerning benefits, the way in which credits accrue is similar to that used
by defined benefit schemes in which the pension is based on the average
salary earned during the full working life. Since the contributions are propor-
tional to earnings, the pension replicates., movements in earnings over
the member's entire career, rather than the level of earnings at the career's
end.

Another important feature of these schemes is that they pay full benefits
from the moment they are first set up. The first pensioners will receive a full
pension without paying the corresponding amount of contributions. The fact
that pay-as-you-go financing allows benefits to be paid immediately to indivi-
duals who have never made contributions is a major characteristic of this
method of financing. Defined benefit pay-as-you-go schemes seldom systema-
tically take into account periods of employment prior to the setting up of the
scheme. In defined contribution schemes like ARRCO and AGIRC the inclusion
of past period is more than a possibility, it is a technical necessity, given
the way these schemes are financed. To the extent that the total amount of
contributions is what determines the level of benefits, as soon as the contribu-
tion scheme is in place, the benefits corresponding to a full career must be
paid. If the scheme fails to distribute available funds, it departs from the pay-
as-you-go model: it either accumulates reserves to pay future benefits
or uses the funds for purposes other than to finance the pensions of its
members.
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Box 3.3 The Swedish pension scheme
Social security covers all Swedish residents. It was established in 1913, when a
flat-rate benefit was introduced to ensure income security in old age. A supple-
mentary retirement pension was introduced in 1960 to provide earnings-related
benefits for all workers.4 A further pension reform occurred in Sweden in the
late 1990s. This box describes the pension scheme before the reform and out-
lines the new scheme.

The pre-re form pension scheme
Benefits. The pre-reform social security scheme is a defined benefit scheme
consisting of two parts: a flat-rate benefit paid to all residents independently
of previous labour market experience, and a supplementary retirement pen-
sion which is an earnings-related benefit paid to individuals with at least
three years of labour market experience.

The flat-rate benefit provides basic support during retirement. It is approxi-
mately 20 per cent of the average wage for an unskilled blue-collar worker. The
supplementary retirement pension benefit builds on the principle of replace-
ment of loss of income. The benefit is based on an individual's 15 years of
highest earnings and 30 years of labour force participation is required for a
full pension. For retirees the supplementary retirement pension replaces 60
per cent of income up to a ceiling (15 per cent of working men and 2 per cent
of working women have incomes above the ceiling). For less than 20 years of
work the pension is reduced proportionately. For individuals with no or low sup-
plementary retirement pension an additional benefit, the pension supplement,
is about 50 per cent of the flat-rate benefit. Benefits, as well as wages on which
pension rights are computed, are indexed for inflation in consumer prices.
Benefits are taxed as regular income, although there is an extra deduction
for individuals with low pension income.

The normal retirement age is 65; withdrawal of benefits can be postponed
until age 70 or withdrawn early from age 60 with an actuarial reduction. Partial
retirement is a separate mode of retirement. It allows workers to reduce
the number of hours worked and receive pension benefits in place of lost
earnings.

In addition to social security, most working individuals are covered by nego-
tiated pensions, based on collective bargaining contracts between employers
and employees.5 Separately from the social security scheme there is also a
means-tested supplementary housing allowance provided by municipalities.

Survivor benefits within the social security scheme cover spouses and
children. The benefit is paid to spouses for 12 months, after which they are
expected to support themselves through work, or they will receive benefits
from their own retirement scheme. Children are covered until the age of 18
(age 20 if in school).6

Financing. The flat-rate benefit and supplementary retirement pension
benefits are financed through payroll taxes levied on the employer. The contri-
bution rate for the flat-rate benefit is 5.68 per cent and, for the supplementary
retirement pension benefits, 13 per cent. The financing for the flat-rate benefit
is supplemented from general tax revenues. Although pension rights are
earned only up to a ceiling, the payroll tax is levied on the full income.
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The supplementary retirement pension scheme is partially funded. When it
was established, contributions were set higher than needed to cover benefits.
The purpose of this was twofold: first, to act as a buffer against shifts in the con-
tribution rate and, second,to offset the decrease in private saving expected to
follow the introduction of the scheme. The surplus is funded by the National
Pension Funds. The balance in these funds is about 40 per cent of GDP, equiva-
lent to approximately five times the annual supplementary retirement pension
payments. Most of the funds are invested in low-risk assets, mainly government
and housing bonds. Beginning in 1974, the National Pension Funds were
allowed to invest in equities and new funds were established for this purpose.
These funds are mainly invested in domestic equities, and foreign investments
cannot exceed 10 per cent of the assets.

The pension reform
At the time of writing the pension reform was scheduled to go into effect in 1999,

with the first benefit payments in 2001. The reform was motivated by the ageing
of the population and the sensitivity of the previous system to economic growth.

The new pension scheme
The objective for policy makers was to design a pension scheme that is fiscally
sustainable, linked to economic growth and has a clear link between contribu-
tions and benefits. The new scheme will continue to be public and mandatory. It
will be pay-as-you-go with a funded component.7 The new scheme will have two
components: the guaranteed pension and the income pension.

The guaranteed pension. The current flat-rate benefit will be replaced by a
guaranteed pension. It will continue to be a flat-rate benefit providing basic
income security. In contrast to the current flat-rate benefit, it will be means-
tested and offset by other pension income. The guaranteed pension is payable
from age 65. As in the current scheme, the guaranteed pension is indexed to
consumer prices. It will be financed from general tax revenues.

The income pension. In order to create a close link between contributions and
benefits, the earnings-related pension replacing the supplementary retirement
pension benefit will be a defined contribution benefit. Contributions will be
18.5 per cent of earnings and levied equally on the employee and employer.8
The scheme will continue to be financed mostly on a pay-as-you-go basis
but with a funded component. Two accounts will be established for each
worker.

In the pay-as-you-go-component, 16 per cent of annual earnings will be
credited to a notional account.9 The earned pension rights are indexed to
wages, hence the rate of return on the accounts is the real wage growth. The
retirement age is flexible and an individual can choose to retire any time
after age 61. At retirement the account is converted to an annuity by dividing
the balance by a division number", which is based on average life expectancy
at the retirement age for the given cohort, which means that benefits are
indexed to follow life expectancy. The pension benefit will be determined by
lifetime earnings, instead of depending on the 15 years of highest earnings.
The indexation of pension benefits will be tied to economic growth.
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In the funded component, 2.5 per cent of earnings will be paid into a personal
defined contribution account. The individual can choose how the funds in this
acoount are invested, but there will be a default option managed by the govern-
ment if no choice is made. At any time after age 61, the worker can convert the
account balance to an annuity with a survivor option.

Transition
The transition will be gradual. Starting with the cohorts born in 1938, every
cohort until those born in 1953 will participate both in the old and the new
scheme, with the share from the new scheme gradually increasing. Cohorts
born in 1954 will only participate in the new scheme. The transition period is
long, life tables suggest that there wilt still be people in the year 2040 who
will receive pension benefits from the old scheme.

To summarize, the reform addresses problems of the current retirement
pension scheme while keeping it mostly a pay-as-you-go scheme. The new
scheme will be closely tied to economic growth, robust to demographic
changes and will closely link contributions and benefits.

an alternative to the annuitization of benefits. It takes the form of phased with-
drawals where benefits from the individual's account are gradually withdrawn
during the remainder of his or her expected lifetime.

PHvate annuity markets and the provision of benefits from
individual accounts

A number of arguments favour social security schemes providing retirement
benefits as mandatory annuities or pensions, rather than as voluntary annuities,
phased withdrawals or lump-sum payments. First, there is a moral hazard
problem which is that, in the absence of mandatory annuities, some people
will not manage their money wisely, will ultimately become destitute and will
need public anti-poverty benefits. A related problem is that some individuals
will underestimate their life expectancy or will be shortsighted in their financial
planning during retirement and will spend their assets too quickly, again
ultimately relying on public benefits. A mandatory annuity avoids these
problems.

A second problem a mandatory annuity solves is adverse selection. Adverse
selection arises because individuals who know they have higher than average
mortality risk avoid buying annuities because they do not expect to live suffi-
ciently long to recoup the cost of the purchase. If it is impossible for insurance
companies to sell low-priced annuities to individuals with low life expectancy,
and these individuals otherwise generally avoid the purchase of annuities, insur-
ance companies will raise the price of annuities, realizing that their market is
only people with longer than average life expectancy. Increasing the price of
annuities limits further the number of people for whom annuities are attractive.
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Box 3.4 Cash balance schemes
Although the last decade has witnessed a general decline in the number of
defined benefit pension schemes in the United States, a new scheme has
emerged to partially offset this trend. Since its inception in 1985, the cash bal-
ance scheme has been adopted by more than a hundred major employers with
more than a million total employees. This type of scheme provides a defined
benefit alternative that may be appealing to people attracted by defined contri-
bution schemes.

The cash balance scheme is a defined benefit scheme that appeals to both
employers and employees in many respects because of its perceived similarity
to a defined contribution scheme. Thus, while the underlying vesting, accrual
and participation rules apply to these schemes, as they would to a traditional
defined benefit scheme in the United States, cash balance schemes are often
presented to employees as being similar to individual account defined contri-
bution schemes, where each participant's benefit is expressed in terms of
an account balance that increases annually with employee contributions and
earnings.

Although variations abound, the most popular design for a cash balance
scheme is one that mimics a typical profit-sharing scheme. In this type of
scheme a hypothetical account balance exists in the name of each participant
in the scheme. Hypothetical 'contributions" in the form of pay credits and
hypothetical "earnings" in the form of interest credits are added to this. For
example, each participant's account might receive an annual credit of 5 per
cent of pay, and the account would grow at a guaranteed interest rate, which
might be either a specified flat rate of interest such as 4 per cent, or a rate
that matches an outside variable index, such as the yield on one-year US Trea-
sury bills. The account balance is the benefit promised to the participant upon
retirement. Statements are periodically sent to participants, charting the
account's growth in contributions and earnings. Under most cash balance
schemes, the participant is entitled to receive this account balance, with all
pay and interest credits to date, as a lump sum upon retirement. Owing to
US rules governing defined benefit schemes, participants in all cash balance
schemes are also entitled to receive the actuarial equivalent of the account
balance as an annuity.

From an employer's perspective, however, these accounts (which exist only
on paper, although they denote the benefits guaranteed to participants) are
mere record keeping and employee communication mechanisms that do not
necessarily reflect the underlying operation of the scheme. For instance,
although the scheme might specify certain pay credits and guarantee interest
at a predetermined rate, what the employer actually contributes to the
scheme will depend on the funding methodology followed, including actuarial
assumptions with respect to interest, workers' job turnover and mortality.

Another hallmark of cash balance scheme design is that all participants
earning the same compensation are treated equally; that is, they receive the
same pay credits, regardless of age or service. This contrasts with a traditional
defined benefit scheme, such as a final average pay scheme, which generally
favours older, long-service employees. Where complete neutrality with respect
to contributions is not considered appropriate, however, employers may weight
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the cash balance allocations to reflect another factor such as participant age or
years of service, or both. Cash balance schemes may also be integrated so that
the benefits paid take into account the employer's contributions towards social
security, on behalf of the participant.

From an employee's perspective, cash balance schemes are easy to under-
stand, and thus are often better appreciated than traditional pension schemes,
whose benefits are expressed in terms of complicated formulas involving
percentages of compensation and number of years worked, payable at a distant
point in time. This appreciation is reinforced by the periodic statements sent to
participants, emphasizing the increase in benefits and earnings in the indivi-
dual's account balance. The ability to receive the account balance as a lump
sum, or to convert it to an annuity benefit, is another element viewed favourably
by many employees.

While the cash balance scheme is attractive to many employees in compar-
ison to a traditional defined benefit scheme, many employers also find these
schemes more appealing than defined contribution schemes. For instance,
funding a defined contribution scheme, such as a money purchase pension
scheme, requires an employer to contribute a set percentage of contribution
every year. Because a cash balance scheme is funded as a defined benefit
scheme however, the employer has some flexibility with respect to scheme
contributions and may vary these amounts yearly, provided that statutory
minimum and maximum funding constraints are satisfied. In addition, many
cash balance schemes yield a favourable investment differential; where the
scheme's long-term investment experience exceeds the rate of interest
promised under the scheme, the employer may achieve significant savings
in the cost of the scheme, compared to a traditional defined contribution
scheme. The opposite could also be true: if investment experience falls short
of the guaranteed earnings, the employer, as in any defined benefit scheme
must assume the investment risk of paying the promised benefit.

Adverse selection causes the price of annuities to be higher than it would be if all
retirees were required to purchase an annuity.

A third problem, which is a general problem when insurance and financial
products are marketed to individuals, is marketing costs. This includes advertis-
ing and commissions for brokers and agents. They may be largely socially
wasteful expenditures. Waste occurs when little useful information and few
services are provided. Instead, corporate or product images, such as images
of security, are created that may distract and confuse individuals into making
poor choices and are used to attract them away from competitors. These prob-
lems can be limited by the regulation of advertising and sales practices, but are
absent when government provides mandatory annuities.

A fourth problem for individual annuity markets relates to a lack of
financial security for individuals. Insurance companies in most countries have
a good record of financial solvency. Nevertheless they face a risk of bankruptcy
and are generally not as secure a provider of benefits as the government. This
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problem can be alleviated through mandatory insurance protection of insurance
companies.

Types of individual annuities
When an unfunded social security defined benefit scheme provides retirement
benefits, it is difficult to use the private annuity market to pay the benefits
because workers do not have access to a lump-sum amount with which to
purchase an annuity. When funded defined contribution schemes are used to
finance social security retirement benefits, however, the private annuity
market often provides benefits once the worker reaches retirement. Annuity
markets are typically better developed in OECD countries than in other
countries. Issues concerning annuity markets in developing countries are dis-
cussed in box 3.5.

In the private market, individual annuities can be purchased with a single
payment. Alternatively the workers may make premium payments or contribu-
tions over a period of time, as is typical of social security retirement benefits
contributions.

Annuities with different payout features differ in the amount of risk workers
bear. The simplest option is the fixed non-participating annuity, where a
monthly fixed payment is guaranteed until the death of the recipient. This
type of annuity subjects the worker to interest rate risk: the lower the interest
rate when the worker retires, the lower the monthly benefits the workerreceives.
However all losses from adverse investment experience during retirement,
longer than expected lifetimes, or from higher than expected expenses, are
borne by the insurance company. Similarly all positive experiences with respect
to rates of return or costs accrue to the company and presumably eventually to
its shareholders. Because mortality trend risks are not easily diversified,
insurance companies tend to price non-participating annuities conservatively,
meaning that they tend to charge a relatively high price (provide low benefits
relative to the account balance) to ensure that they cover their costs.

In contrast, participating fixed annuities offer a level guaranteed minimum
benefit but supplement this with dividends paid to the beneficiary that depend
on the investment and cost experience of the insurance company. Because of
a lower guarantee, they have a lessened need to maintain large contingency
reserves to cover various risks and the insurer is able to offer higher payouts
on average than if it issued non-participating contracts. Another option,
variable annuities, also fluctuates with the value of the underlying assets but
lacks the feature of a guaranteed minimum benefit.

Annuities may also make standard or graded payments. The standard
method is designed to pay a constant or slightly increasing amount during the
lifetime of the annuitant. The graded method starts at a lower level than
under the standard method but increases significantly from year to year when
the rate of return on investments exceeds a minimum level. This option enables
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Box 3.5 Annuities in developing countries
The provision of annuities through life insurance companies is well-developed
in OECD countries but is subject to particular difficulties in most of the rest of
the world. First, the survival in their existing form of the insurance companies
themselves may be uncertain in a country where the climate of opinion, which
once may have favoured national ownership of such institutions, has changed
in recent years towards privatization. Even when this is not overtly an issue,
governments generally wish to exercise close control over their countries'
major financial institutions, which often leads to severe constraints on the
freedom of funds to manage their investments efficiently.

Second, the basis of an annuity fund depends on the pooling of the risk of
longevity. The fund from which pensions are paid may run out while the bene-
ficiaries are still alive to draw their entitlements. If the numbers of members are
small, or the statistical data used to evaluate the risk are unreliable, the insur-
ance company may be unable to provide a satisfactory level of guarantee that it
will meet its commitments in the long term. This problem may be exacerbated if
the national system for supervising the operations of the insurance companies
is weak, as is often the case in developing countries.

Third, because of the long-term nature of an annuity fund, it is important that
the money in the fund be invested safely and effectively. This can present
considerable difficulties even in countries with long-established insurance
companies run on modern lines (such as Zimbabwe), as many countries have
experienced unstable economic conditions, particularly in financial markets.

annuitants to receive during their lifetime a stream of increasing payments that
roughly matches inflation, particularly if the inflation rate is fairly steady.

Insurance companies also offer annuity payout options that provide survi-
vors with benefits, A joint-and-survivor annuity pays benefits until the death
of both the participant and the spouse. The death of either the participant or
the spouse may affect the level of the benefits paid to the surviving person.
There are different varieties of these two-life annuities, such as a full benefit
to the survivor, where income does not change at the death of the first
person, or a half or two-thirds benefit to the surviving person. Survivors'
benefits are discussed more fully in Chapter 4. Another possible feature is a
guaranteed payment period, such as ten or 20 years, so that, if the annuitant
dies before the end of the period, payouts continue to named beneficiaries for
the remainder of the period.

Periodic or phased withdrawals

Periodic withdrawals are an alternative to benefit payments through an annuity.
The retiree withdraws from his or her account an amount each month that
is determined so that the amount remaining in the account is sufficient to
provide benefits for the remaining life expectancy. There are many possible
paths of periodic withdrawals from a defined contribution scheme. Under the
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recalculation method, the actual age-appropriate life expectancy is used each
year to recalculate the value of the periodic withdrawals. With each year of
survival, the person's expected age at death increases because he or she has
survived the mortality risks of another year. Thus the recalculated benefit is
reduced to reflect the higher expected age at death.

The recalculation period method works poorly when death occurs unexpect-
edly early or late. If the participant or the spouse dies early in the retirement
period, payments to the survivor increase considerably, providing benefits
that are relatively too generous in comparison to the payments received while
both were alive. If the participant or spouse dies later than expected, the benefit
level is gradually reduced.

To the extent that investment returns on the assets in the individual account
keep pace with inflation, it is possible to provide some protection against infla-
tion through a phased withdrawal. With a phased withdrawal and revaluation
based on a modest but constant real interest rate, real benefits will increase for a
few years. Eventually, however, the decline in benefits caused by the increasing
expected age at death outweighs the growth in benefits caused by real invest-
ment earnings, and benefits decline in real value.

Costs of annuities

The transactions costs in annuity markets can be sizeable, even in well-
developed annuity markets. During the period 1941 to 1984, for the typical
retiree purchasing a single premium (single contribution) annuity with payouts
starting immediately, US commercial insurance companies charged on average
22 per cent of premiums to cover marketing costs, corporate overheads, income
taxes, additions to company contingency reserves, profits and the cost of
adverse selection (Warshawsky, 1988). This compares with total administrative
costs (including contribution collection costs) of 1 per cent of contributions
for the US social security scheme. The costs varied significantly over time,
rising when interest rates were high or rising and falling when interest rates
were low or stable. The explanation for this pattern may be that when
interest rates are relatively high insurance companies are unwilling to price
annuities, which have long durations, assuming that interest rates will remain
elevated.

Most countries that provide mandatory defined contribution schemes do
not make choice of an annuity mandatory. The cost of adverse selection that
occurs when annuity choice is not mandatory is the increase in price (compared
to an annuity that was mandatory) that results from only relatively long-lived
workers purchasing annuities. The cost of adverse selection in US annuity
markets during the period 1941 to 1984 was 13 per cent of the contributions
(ibid.). This indicates that there is a large difference between the mortality
experience of the general population and annuity purchasers and that the differ-
ence imposes a significant cost on individual annuities.
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A more recent study of US annuity markets has found a substantial disper-
sion of annuity prices: some companies offer good deals while other companies
offer poor value (Mitchell et al., 1998). For 65-year old men, an 8 per cent
difference exists between the lowest quartile of benefits by cost and the third
quartile.

In Chile insurance companies converting defined contributions account
balances to annuities charge fees of 3.5 to 4 per cent of the amount invested
(Diamond and Valdes-Prieto, 1994). No study in Chile has been done, compar-
able to the studies for the United States, to determine by how much the level of
annuity benefits is reduced as a result of adverse selection. The annuity markets
in developing countries are subject to a lack of transparency and represent a
considerable cost for countries wishing to establish defined contribution
schemes.

Cost-of-living adjustments

As well as insuring against the risk of outliving one's resources, defined benefit
social security schemes in OECD countries often provide insurance against
inflation risk during retirement. This is not often provided in developing
countries. This risk is insured against by the social security scheme providing
indexed benefits. Benefits can be either indexed to changes in consumer prices
(as is done in the United Kingdom) or wage indexed, or the indexing can be a
combination of wage and price indexing, as in Japan and Switzerland.'° If
benefits are wage indexed, they can be indexed to gross wages, as was done in
Germany until recently, or to net (after tax) wages, as done currently in
Germany. Net wages grow more slowly than gross wages during periods
when mandatory social security contributions are increasing. The Netherlands
indexes its flat benefit against changes in the net minimum wage. Indexing
benefits for changes in consumer prices (inflation) allows pensioners to maintain
the purchasing power of their pension benefits as it was at the time of retirement.
Indexing benefits for changes in wages allows pensioners to share in improve-
ments (or decline) in labour productivity.

Indexing can be automatic or can be done irregularly. In some countries in
Central and Eastern Europe retirement benefits are raised irregularly in line
with increases in the minimum wage. Automatic indexing, tied to wages or
prices, is preferable because it reduces the uncertainty that workers face and
reduces the political aspect of benefit increases. The period of time between
indexing adjustments should depend on the inflation rate. When inflation is
low, adjusting benefits annually for inflation is sufficient. When it is high,
more frequent adjustment is needed because of the erosion in the real value
of benefits that occurs between adjustments.

In countries experiencing real wage growth, wage indexing results in more
generous benefits than does price indexing. Thus a move from wage indexing
to price indexing is a way of reducing benefits. In Poland pensioners have
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contended that benefits should be wage indexed. They argue that, because they
bore the hardships of economic life under the communist regime during the
Soviet era, they should be rewarded by being able to share in the benefits of
economic transition to a market economy. The burden of paying for pensions,
however, may foreclose increased spending on other social programmes, such as
the health care scheme, that also affect their living standards. Tying benefits to
wages also suffers from the problem that average wages may rise in downturns
as low-wage workers are laid off, and fall in upturns as they are hired.

Some countries in Central and Eastern Europe have only indexed the mini-
mum benefit. This type of indexing is less expensive to provide than indexing of
all benefits. When inflation is high, this indexing has the effect of ending the
earnings-related benefit. Inflation erodes all higher benefits so that, after a
few years of retirement, depending on how high inflation is, all retirees receive
the minimum benefit.

While indexing benefits is a common feature in defined benefit social security
schemes (at least for developed countries), it is uncommon in defined contribu-
tion schemes. In defined contribution schemes, indexing benefits cannot be
guaranteed unless the government provides indexed bonds in which the pension
funds can invest. Lacking indexed bonds, where a real rate of return is guaran-
teed and the principal is adjusted for changes in the price level, it is impossible
for a private sector institution to guarantee the payment of the promised
indexed benefit. The Chilean government does provide indexed bonds, but
most other countries do not. This situation could be remedied by other
countries providing indexed bonds that could be used to provide pension benefit
indexing.

Indexation of pensions in payment may affect the decisions that workers
make about when to retire. For a given level of contributions, pension schemes
may provide either a relatively high initial pension which is poorly indexed or a
more modest initial pension which is well indexed. There is a strong tendency in
Asian countries, as in most parts of the developing world, not to provide ade-
quate indexation. This means that the initial pension may be misleadingly
high and that workers who think that they can afford to retire at a relatively
early age will find out later they were wrong. Their problems tend to be
compounded by the fact that as they get older they are no longer likely to
have any earnings to supplement their pension, their savings are likely to
have been eroded or even exhausted, and their greater dependence and, possi-
bly, ill health may require higher expenditure on personal and health services.
Offering poorly indexed pensions may mislead ignorant and shortsighted
workers. However lack of indexation is a secondary problem in some African
countries where, owing to bad financing policies, it is difficult even to meet exist-
ing pension obligations.

What constitutes adequate indexation? Opinions on this question differ.
Some think that it is enough to adjust pensions in line with the consumer
price index, thereby ensuring - at least in principle - that pensions maintain
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Table 3.3 Fall in the relative value of pensions with indexation to prices only

Period since retirement Pension as a proportion of average earnings if real earning'increase at:

Years

Note: p.a. = per year.

Source: Author's calculations.
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(per cent)
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(per cent)

their real value. Others point out that people's well-being depends not just on
their absolute real income, but on their income in relation to what is normal
in the society in which they live. This distinction is particularly relevant in
countries where living standards are rising rapidly. In that case, wage indexing

may be desirable.
Table 3.3 shows how the relative value of a pension, as a proportion of aver-

age earnings, falls if it is indexed in line with consumer prices only. The pension
was set equal to 50 per cent of average earnings at the time of retirement. For
rapidly emerging economies, the relevant figures are to be found in the last
column which shows what happens if real earnings are rising at an annual
rate of 4 per cent. For most OECD countries, on the other hand, the average
has been closer to 2 per cent. After 20 years in retirement, the relative value
of the pension is less than half of its initial level; for the minority of pensioners
who survive for 30 years or more, it is well under a third. In virtually all societies
an income of 15 per cent of average earnings is regarded as well below the
poverty level, yet this can result if an initially good pension is indexed in line
witl1, prices only.

A consequence of indexing to prices only is that older pensioners will have
much lower pensions than those who have recently retired, even if they have as
many years in covered employment and worked in similar jobs. Women will be
affected more than men, as they tend on average to have substantially longer life
expectancy at retirement (especially where they have a lower pension age). The
effect on invalidity pensioners may be catastrophic, as in some cases they may
draw a pension for over 40 years.

In deciding on the appropriate system of indexation, adequacy is not the
only criterion. Financial affordability must also be considered. For example,
tying pensions to consumer prices can expose a pension scheme to financial
imbalance if during a recession earnings rise more slowly than prices. The
reason is that the scheme's revenue will rise only in line with the earnings on

0 50 50 50

10 50 41 34

20 50 34 23

30 50 28 15
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which contributions are levied (or even more slowly, if employment declines). If,
instead, pensions are adjusted in line with earnings, pensioners will share in real
growth, but they will also share in any general decline in living standards. In
reality, even if pensions are normally indexed to prices, pensioners will still be
exposed to the latter risk; as governments commonly suspend or reduce indexa-
tion when it leads to financial problems.

There may be circumstances when indexation in line with prices is the right
solution. For example, if it is decided that the income replacement rates in a
pension scheme are too high to be financially sustainable, these may be reduced
for future pensions, but it would be unreasonable to reduce the value of
pensions already in payment. One solution would be to freeze them in real
terms, by indexing them in line with prices, until they have been brought into
line with the new, lower rates of income replacement. However this would be
a temporary measure, designed to effect a smooth transition to lower benefits.

PROGRESSIVITY

Progresivity can be measured by the extent to which lower-income workers
receive more generous lifetime benefits relative to their contributions or earn-
ings than do higher-income workers. Several aspects of the structure of benefit
financing and benefit formulas affect the progressivity of a defined benefit social
security scheme.

The taxation of benefits is generally a progressive feature of the retirement
income scheme. Most countries treat social security benefits as taxable
income. In countries with a progressive income tax structure, meaning that
higher-income workers pay a higher marginal tax rate, the taxation of benefits
reduces benefits relatively more for higher-income workers.

Progressivity can occur through the benefit formula, which can be structured
so that more generous benefits relative to pre-retirement earnings are provided
to lower-income workers. Flat benefits also add an element of progressivity
since they replace a higher fraction of pre-retirement income for low-income
workers than for high-income workers.

Cutting benefits

While the financial viability of a retirement benefits scheme can be assured by
raising the pensionable age, increasing the required number of years of contri-
butions or increasing the contribution rate, there is a tendency for countries to
cut benefits to ensure the financial viability of their retirement benefits schemes.
Benefits can be reduced either by an equal percentage for all beneficiaries or as a
selective cut. An equal percentage cut could occur as a reduction in benefits at
retirement or as a reduction in the indexation of benefits for inflation. An equal
percentage cut may appear to affect all retirees equally, but in fact affects low-
income workers most because they depend most on social security benefits as a
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source of retirement income. Thus an equal percentage cut would tend to affect
adversely the distribution of income among the elderly.

Some defined benefit social security schemes have been criticized for
adversely affecting income distribution, favouring high-income groups over
lower-income ones. When considering cuts in social security benefits or other
reforms of social security, this criticism can be addressed. Selective cuts may
be made in numerous ways. Cuts could be aimed at beneficiaries with higher
benefits (see box 3.1). A tax could be levied on benefits that hit larger benefits

more heavily.
Other forms of benefit cuts affect particular individuals differently but are

not as directly tied to income. The number of years used in calculating the
income average in a defined benefit scheme could be increased, bringing
lower-income years into the average. The age at which "full" benefits are
received could be moved to an older age, resulting in a reduction in benefits if
taken at earlier ages. Instead of using gross earnings in calculating the earnings
used in benefit calculations, net earnings (after tax) could be used.

A worker's entitlement to social security retirement benefits, and the level of
these benefits, are generally affected by the worker's age and years of work or
contributions. Sometimes an earnings test affects eligibility to receive benefits,
requiring workers to reduce their hours of work substantially or altogether.
In some defined contribution schemes, workers are eligible for early receipt of
benefits only if they have accumulated a sufficiently large account balance. In
some flat-benefit schemes, eligibility is based on years of residence in the
country, rather than years of work or contributions.

Two important aspects of benefit payments are whether they are provided
as an annuity and whether their nominal value is adjusted upward so that their
real value does not decline with inflation. Annuities, which are periodic
payments that continue until the death of the recipient, or of the recipient
and spouse, are the only form of payout that guarantees benefits will be
paid over the worker's remaining lifetime. With lump-sum benefits (which
are the form in which workers receive benefits from provident funds) and
phased withdrawal of benefits (which are a commonly used form of benefit
payment in some individual account defined contribution schemes) long-
lived workers who had moderate earnings face the risk of poverty at the end
of their lives.

Even moderate inflation can greatly erode the real value ofbenefit payments

over the course of retirement. Protection against inflation can generally be pro-
vided through pay-as-you-go schemes because the wage base, used to finance
those schemes, tends to keep pace with inflation. Nearly all funded defined con-
tribution schemes, however, fail to provide automatic cost-of-living adjust-
ments. Except in the handful of countries where the government provides
cost-of-living indexed bonds, private sector pension fund managers cannot
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provide full indexing against inflation because no assets are available to finance
such a guarantee.

When countries consider cutting future retirement benefits, cuts can be an
equal percentage reduction for all retirees or they can be selective. Often cuts
are aimed to reduce the benefits of higher-income retirees proportionally
more than those of lower-income retirees. Norway, for example, has reduced
the real value of maximum benefits while raising the real value of minimum
benefits. A number of countries have cut benefits in defined benefit schemes
by legislating changes that are not directly related to the generosity of the benefit
formula. These changes include increasing the number of years used in calculat-
ing the earnings base for benefit computation, using earnings net of taxes and
mandatory contributions rather than gross earnings to calculate benefits, index-
ing earnings used in computing benefits, or in setting earnings ceilings by prices
rather than wages, increasing the penalty for early retirement, increasing the
number of years of contributions required for benefit eligibility, reducing the
generosity of indexing of benefits in payment or increasing the taxation of
benefits.

While benefits from defined contribution schemes may be directly tied to the
rate of return earned on the fund, often that is not the case. Instead benefits may
be determined by minimum benefit guarantees or minimum rate of return
guarantees. Alternatively benefits may be based on a rate of return that is less
than is generally received by the fund, but that seldom fluctuates.

Notes

Workers may be credited with years where they do not contribute for reasons such as educa-
tion, child rearing, disability or unemployment.

In the Netherlands, private pensions are mandatory in several branches of industry but they do
not cover the whole workforce.

Respectively, Association of Supplementary Pension Schemes and General Association of
Pension Institutions for Managerial Staff.

this, local and state employees had been covered by earnings-related pensions, hut there
was no universal coverage.

are four main negotiated schemes: for national government workers, for local govern-
ment workers, for salaried (white-collar) workers in the private sector, and for hourly-wage (blue-
collar) workers in the private sector. Generally they replace an additional 10I 5 per cent of
income but most of these schemes also have provisions to cover income above the ceiling. The nego-
tiated pensions are financed through payroll taxes and, in the case of the schemes for government
workers, through general tax revenues.

survivors' benefit was changed in 1990. Until then only children and women were eligible
to receive benefits. The widow's benefit was paid for the remainder of her life. Survivors' benefits are
also paid from most of the negotiated schemes.

7A fully funded scheme was also discussed, but the main argument against such a system was
the cost of the transition.

The employer part will be levied on total gross wage, while the employee part will only be
levied on wages below the ceiling.

The employer contribution above the ceiling will not be attributed to the individual account.
Wage incom; unemployment, sick leave, disability and parental leave insurance will earn pension
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rights. For individuals in college or at home rearing children, assumed income will earn pension
rights. Spouses have the option to share pension rights between them.

JO Care needs to be taken in establishing the price or wage indexes used. In the United States,
some analysts argue that the consumer price index has not adequately taken into account the addi-
tion of new products and the improvement in product quality, and that as a result it has overstated
inflation.
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INVALIDITY AND SURVIVORS'
BENEFITS

This chapter deals with invalidity pensions and pensions provided for the survi-
vors of a deceased insured person - mainly spouses and children. It discusses
both qualifying conditions and levels and duration of benefits. Related issues
discussed elsewhere in the book are mainly found in Chapter 18, which deals
with early retirement.

Social protection schemes which include provision for old-age or retirement
benefits invariably also provide similar protection in the event of invalidity
or death. In both cases, benefit is payable to provide income security as a con-
sequence of a contingency which has anticipated retirement. Depending on the
rules of the scheme, invalidity may, in effect, be regarded as early retirement on
the grounds of permanent incapacity or, sometimes, as a long-term incapacity
which continues following exhaustion of entitlement to short-term sickness
benefit. In the case of survivors' benefit, entitlement is derived from the benefit
entitlement of a deceased person who was a member of the scheme, and thus
a potential pensioner, or who was already receiving a retirement or invalidity
pension Payment of the benefit is usually conditional on the clainant being
a member of the deceased's household and financially dependent on him or
her.

In most countries there are separate and often more favourable provisions in
respect of those who are injured, disabled orwho die as a consequence of
employment-related accident or disease.

INVALIDITY PENSIONS

Definition

Schemes have adopted different definitions of invalidity or disability depending
on the desired scope of eligibility under the scheme. There are four broad situa-
tions covered by the following definitions.

4
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Loss of faculty: a total or partial loss of any part of the body or of any
physical or mental faculty regardless of the economic or occupational conse-
quences (this approach is more common in employment injury schemes or in
compensation for war injuries).

o Occupational disability: a loss of earnings capacity arising from the inability
to work in the previous occupation or to have the same earnings capacity in
that occupation (this approach is common in special disability schemes for
occupational groups).

o General disability or invalidity: a permanent loss of earnings capacity result-
ing from an inability to take up any opportunities in the labour market which
would otherwise be within the scope of the person concerned; this implies the
need to take account of other job opportunities.

o Long-term incapacity: similar to the previous category but without the neces-
sity to establish that the loss of earnings capacity will be permanent, and with
the objective of providing income support during incapacity which extends
beyond entitlement to short-term sickness benefit.1

It should be noted, however, that the distinctions drawn in the above cate-
gorization may be blurred in specific national legislation, and some schemes
contain elements of both occupational and general disability. The definitions
chosen in different legislation reflect various considerations including, in parti-
cular, the desired scope of the scheme and its relationship with other social
security schemes.

Qualifying conditions

Although all invalidity schemes link entitlement with a medical examination,
there are generally additional qualifying conditions depending on the type of
scheme. There are several possible approaches to the structure of invalidity
benefit schemes:

o social insurance: a defined benefit scheme based on contributions paid by
employers and individuals; a monthly pension paid generally until retirement
age when it is replaced by a retirement pension;

o provident fund: a defined contribution scheme based on contributions, plus
interest in individual account; a lump-sum payment;

o employment injury: social insurance defined benefit, but with no contribution
conditions, and based on the conclusion that invalidity (disability) was
caused by an injury or disease related to the employment;

o workers' compensation: social insurance as for employment injury but also,
and more commonly, employer liability supported by private insurance
arranged by the employer;
universal: based on contingency and, often, a residence test; tax financed; a
monthly pension until retirement age when replaced by a retirement pension;
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means tested (social assistance): the same as for universal, but subject to a
means test: the pension is subject to a review of financial circumstances;

private insurance: based on premiums paid by employers or individuals; an
annuity or lump sum.

Under a social insurance scheme, the eligibility tests generally base entitle-
ment on an overall minimum period of membership, often supplemented by
an additional test of recent insurable employment. Membership conditions
need to be consistent with those under which entitlement to retirement pension
is determined since, at the onset of insurability, there will be a potential entitle-
ment to either benefit. But they must also take into account that invalidity can
arise at any time. Thus a typical qualifying period would base entitlement on a
maximum period of 15 years' contributions or insurable employment, with a
reduced rate available after five years. The scheme in Costa Rica provides
for the qualifying period to vary with the age of the insured person, within a
minimum of 12 contributions for those up to age 24 and a maximum of 120 con-
tributions for those aged between 52 and 65. A few schemes do not impose a
qualifying period (for example Sudan) and the membership test is regarded as
satisfied if the person was in insurable employment when the incapacity
which resulted in invalidity commenced. Other countries require, in addition
to the overall qualifying test based on contributions paid, the satisfaction of a
minimum period of coverage immediately preceding the onset of the incapacity.
Gabon requires five years of insurable employment, with at least 30 paid
monthly contributions during the last five years.

Members of provident funds who cease work because of invalidity may
cIim a lump-sum benefit based on the accumulated contributions in their
individual account, plus interest. Entitlement depends on medical evidence of
invalidity, usually defined as being permanently incapable of further employ-
ment, although the process of establishing this typically may not be as strict
as under social insurance schemes since the benefit is determined on a defined
contribution basis. Thus the Employees Provident Fund in Sri Lanka requires
evidence that the claimant is permanently and totally incapable of work.

A few countries (Iceland and Mauritius, for example) provide an invalidity
pension under a non-contributory universal pension scheme subject to the satis-
faction of a residence or citizenship test. The flat-rate universal pension in
Mauritius is subject, for non-nationals, to a residence test of five years in the
ten years preceding the claim: there is no residence test for nationals, Other
countries prefer to link non-contributory entitlement to an invalidity pension
to a means test. This may be done by specific provision for persons who are
disabled (as in Australia, where there is also a residence test of ten years, or
South Africa where entitlement is limited to citizenship). Alternatively it can
be achieved through the application of a general social assistance programme
under which all persons unable to support themselves to a prescribed minimum
level may be entitled to income support.
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Where social insurance pension schemes have been wholly or partially
replaced by private pension funds under which benefit is determined in accor-
dance with defined contribution principles (as in Argentina, Bolivia, Chile,
Columbia, Peru and Uruguay), special arrangements have been made to
provide income support protection as a consequence of invalidity. Although
there are variations between the different countries, the approved pension
fund selected by the contributor, in general, also arranges life or invalidity
insurance with a private insurance company. This is financed by the
worker through a combination of the funds in the individual pension
account, and by a specified part of his or her pension contribution, for example
3.5 per cent of the worker's earnings in Argentina. This provides the basis
for the purchase of an annuity. A minimum pension is guaranteed by the
government.

Assessment of invalidity
As has been seen above, determining entitlement to invalidity benefit depends
on the type of scheme. If it is a contributory scheme there will usually be a
test of membership based on contributions paid. But, in addition, entitlement
will also depend on a medical assessment to determine if invalidity exists,
whether the condition which gives rise to the invalidity has stabilized, the
extent of the invalidity, the need for further treatment and the scope for
rehabilitation. Additionally, in the case of claims under an employment
injury or workers' compensation scheme, it will be necessary to establish that
the disability was caused by an employment-related injury or disease. The
approach to these questions will depend on the definitions and conditions
of entitlement prescribed in the law. The intention is for the medical
assessment to be based on a full knowledge of the statutory provisions, and
to provide the social security scheme with a clear and independent view
on the medical aspects which affect entitlement. This is not always easy to
achieve.

Invariably among the key issues to be resolved by the medical assessment are
the extent, if any, of the disability and whether or not this is permanent. Many
schemes set a threshold of entitlement based on a minimum degree of disability
which is often prescribed as a percentage; for example, 66.7 per cent in France
and in French-speaking Africa. Another approach, which aims to restrict
eligibility to cases with a more significant level of disability, puts emphasis on
the earnings capacity of the person, and an earnings capacity of one-third of
the earnings of a person of a similar age, experience and qualifications is
regarded as the threshold of entitlement. Raising the question of permanence
is also significant, and generally implies thtt entitlement depends on a medical
assessment that the disability or loss of earnings capacity will continue at least
until retirement. Stability in the medical condition is generally presumed, but
determining whether a condition is permanent as well as whether it is within
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the scope of the limits set out in the legislation, is often difficult. The loss of
faculty or earnings capacity may change either way over time, and invalidity
pensioners are often required to notify any change in their condition which
may affect their entitlement.

Employment injury and workers' compensation schemes invariably provide
for benefit to be paid in respect of partial disability. This is determined by med-
ical assessment by reference to a schedule in the legislation which specifies the
percentage degree of disablement for the loss of use of a part of the body or a
loss of faculty. Where the disability does not correspond exactly to the schedule,
the assessment uses the schedule as a guide.

Benefit rates

Most social insurance invalidity schemes calculate the rate of benefit in accor-
dance with the same principles as retirement pension, that is, the rate of benefit
is based on average earnings and length of insurable employment or number of
contributions paid. However, in order to avoid penalizing the insured person
who becomes disabled at a relatively early age, there is often provision in the
legislation for special modification. This may be done through setting a mini-
mum pension which represents a percentage of the insured person's average
earnings and taking into account the period between the date of commencement
of invalidity and pensionable age when determining the length of insurable
employment.

Some countries provide for benefit to be paid for partial invalidity, with the
medical assessment being required to determine the percentage degree of dis-
ability, or percentage loss of earning capacity. Thus the Norwegian scheme pro-
vides partial invalidity pensions based on the percentage loss of earnings
capacity. The social insurance scheme in Greece provides for entitlement to
invalidity pension at the full rate of the retirement pension for those who
suffer serious disability (loss of 80 per cent of earnings capacity) and 50 per
cent of a full pension for those whose disability is assessed as between 50 and
66 per cent. But most countries opt for a scheme which simplifies, as far as pos-
sible, the difficulties of the medical assessment, and do not therefore apply the
more precise determination of degree of disability which is a general feature
of employment injury disablement schemes. This may also reflect the existence
within the national social protection scheme of other means of income support
which are potentially available to persons who are no longer able to work. At
the other end of the disability spectrum, however, many countries provide spe-
cial supplements to invalidity pensions for those persons who are so seriously
disabled that they need the care and attention of another person. This may
take the form of an additional benefit, such as the Attendance Allowance in
the United Kingdom, or as a constant attendance supplement representing an
additional percentage of the disability pension (40 per cent in Algeria, 50 per
cent in Barbados).
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INVALIDITY SCHEMES WITHIN NATIONAL SOCIAL
PROTECTION SCHEMES

All developed countries, and many others, have established invalidity benefit
schemes, but the level of protection and the role that invalidity policy plays in
the general social protection scheme varies considerably. The invalidity benefit
beneficiaries per thousand active labour force participants in five OECD
countries (Germany, the Netherlands, Sweden, the United Kingdom and the
United States) also vary dramatically across and within these countries, in
ways that cannot be explained by differences in the underlying health conditions
of these populations (see table 4.1). Rather the diversities in social policies
appear to explain these differences (Aarts et al., 1996). Thus the response of a
worker following the onset of an incapacity can be as much affected by the

Table 4.1 Invalidity beneficiaries per thousand active labour force participants, by
age, in five OECD countries, 1970-94

Total population 15 to 64 years
Germany' 51 54 59 72 55 542

Netherlands 55 84 138 142 152 151

Sweden 49 67 68 74 78 97
United Kingdom 29 28 31 56 68 -
United States 27 42 41 41 43 62

15-44 years
Germany' 7 6 7 8 5
Netherlands 17 32 57 58 62 66
Sweden 18 20 19 20 21 27
United Kingdom 8 9 11 20 23 -
United States 11 17 16 20 23 38

45-59 years
Germany' 75 64 84 103 75 802

Netherlands 113 179 294 305 339 289
Sweden 66 95 99 108 116 143

United Kingdom 46 46 51 97 119 -
United States 33 68 83 71 72 96

60-64 years
Germany' 419 688 1348 1291 1109 10642

Netherlands 299 437 1033 1283 1987 1191
Sweden 229 382 382 512 577 658
United Kingdom 219 195 209 357 413 -
United States 154 265 2S5 254 250 294

Notes: - = not available. German data refer to the former Federal Republic. 2 Figure refers to 1993. United
Kingdom age-specific data are derived from Lonsdale (1993) and Employment Gazette (several issues); United
Kingdom disability beneficiary data for 1993 or 1994 were not available. ' Figure refers to 1991.

Source: Aarts et al. (1996).
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labour market opportunities, and the social environment he or she faces, as by
the health condition responsible for the person's disability.

The social protection policy of a country may influence whether such
workers remain in the labour force or shift to some form of benefit programme
Following the onset of a disability, workers may take any of five paths.

The early retirement path encompasses public and private provisions that
allow workers to retire before traditional retirement ages. Since the end of
the 1970s, these provisions have become immensely popular in OECD
countries and, together with invalidity benefit, account for a substantial
part of the decrease in male labour force participation at older ages.

The work path includes public programmes that provide or encourage reha-
bilitation (either publicly or privately provided) to overcome the work
limitations caused by a disability. It also includes more direct labour
market intervention through the creation of specific government jobs for
people with disabilities, subsidies to those who employ such workers or to
the workers themselves, job quotas and job protection legislation - dismissal
rules, for example, or general anti-discrimination legislation requiring
accommodation for workers with disabilities. These policies attempt
to maintain those with disabilities on the job and in the labour market,
either through the incentive of subsidies or through the disincentive of
mandates.
The health path encompasses traditional benefit programmes for temporary
incapacity and invalidity. This may include short-term programmes that
require employers to replace lost wages during the first few weeks of sickness,
or to provide such replacement directly through short-term social insurance.
In all European countries, this includes providing health care at no marginal
expense to the worker. After some point, workers are then eligible to move to
a long-term invalidity benefit scheme, which often requires the satisfaction of
both health and employment criteria. This path eventually merges with the
retirement benefit programme

The unemployment path encompasses short-term unemployment benefits to
replace wage earnings lost as a result of cyclical economic downturns. At
some point, longer-term unemployment insurance is made available, often
at a lower replacement rate. Eventually this path also merges with the retire-
ment benefit programme. Because the unemployment rate is often seen as a
marker for a country's economic success, there is also the added problem that
government policymakers will use the disability path to reduce the long-term
unemployment rate/figures (Aarts et al., 1996, provide evidence of this in the
Netherlands, compared to other countries).
The social assistance path encompasses the set of means-tested programmes
which serve as a safety net for those workers withoutjobs who are not eligible
for health- or unemployment-based social insurance programmes. Social
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assistance programmes can be universal, subject only to a means test and
linked to an inability to work, either because of poor health, poor job
skills, or child-rearing responsibilities. This may continue past retirement
age for those few individuals who are not eligible for social security retire-
ment benefits. In the United States, which has no universal means-tested
programmes, Supplemental Security Income provides such a floor for
those aged 65 and over, and for disabled adults and the families of disabled
children. Much of the growth in the invalidity benefit population aged 15 to
45 for the United States (shown in table 4.1) comes from this programme. In
the European countries in table 4.1, more universal social assistance offers
alternative sources of income for both adults and children, unrelated to
their health status.

HOW INVALIDITY BENEFIT SCHEMES INFLUENCE
BEHAVIOUR

In countries where social assistance is low or difficult to obtain compared to
invalidity benefits, unemployment benefits are of short duration and little is
available in terms of rehabilitation and job protection, it is likely that the
number of claimants for incapacity and invalidity benefits will be relatively
large. The number of claimants will increase as the replacement rate increases,
and as the period over which benefits can be received lengthens. In such
countries, for example the Netherlands and the United States, increases in
benefit claims have put tremendous pressure on the invalidity benefit schemes
in times of serious economic downturns. Alternatively, when the protection
offered by unemployment provisions is similar to that offered by invalidity
benefits, or there is a universal benefit payable to those unable to work, the
administrative authority responsible for detennining invalidity benefit entitle-
ment will be under much less pressure. In Sweden, where incapacity and
invalidity benefits are even more generous than in the Netherlands, the level
of claims is lower because all those suffering from a disability are required to
receive rehabilitation. Following rehabilitation, it is government policy to pro-
vide jobs in the public sector if private sector jobs are unavailable. In Germany,
not only are the invalidity benefits lower than in the Netherlands or Sweden, but
a combination of mandatory rehabilitation and a quota system also deflects
much of the economic-induced pressure away from the invalidity benefit
scheme. In many of the transition economies of Central and Eastern Europe,
unemployment benefit programmes have not been fully developed, and unem-
ployed workers may seek opportunities to claim invalidity benefit (see box 4.1).

The notion of the five paths discussed above can be used both as a frame-
work for discussing how the incentive structure inherent in a country's social
security scheme influences the supply of potential invalidity benefit claimants
and as a means to control the demand for such claimants. To enter any of
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Box 4.1 Invalidity pensions in transition economies
Many of the transition countries of Central and Eastern Europe have a problem
due to the relatively large numbers of people receiving invalidity benefits. In
Hungary, for example, the ratio of invalidity benefit pensioners to retirement
pensioners is almost one to two, while in Poland it is 1.6 to two.2

In the United States, by comparison, where entitlement to invalidity benefit is
more strictly controlled, the ratio of invalidity to retirement pensioners is about
0.3 to two.

The transition economies have a problem with excessive invalidity entitle-
ment, due in part to a liberal eligibility standard. Invalidity pensions are paid
to three categories of workers: (1) those who are unable to work at all, (2)
those with a stable disability, and (3) those who are disabled but can continue
to work. All three categories of pensioners are typically allowed to work. Work-
ers disabled as a result of an employment-related illness or injury constitute
yet another category of beneficiaries, but are paid separately from the pension
scheme.

The explanation is sometimes offered that, in many transition economies,
high invalidity benefit eligibility rates are due to poor public and occupational
health conditions. While public and occupational health is, indeed, poor in
many transition economies, invalidity pensions typically increased greatly
when large state-run enterprises began to close. The many mid- and late-
career workers who became unemployed were too young for retirement
pensions, and unemployment insurance was unknown in most transition
economies when economic restructuring began. Invalidity pensions thus
served as income support for the workers rendered redundant. The large
proportion of invalidity pensioners who continue to work further suggests
that the problem is not one of public or occupational health, but rather one of
lenient entitlement requirements.

Invalidity pensions are a fiscal problem because they go to younger people
(those too young for retirement benefits) and, to the extent that their disabilities
are minimal, to people who are likely to live a long time. Discouraging them
from working is counterproductive since employment, and hence GDP,
declines as a result, and because unused skills and work habits erode over
time. Furthermore, since many transition economies still have poor controls
over the private, or informal, employment sector, prohibitions against overt
work by pensioners may simply drive their employment underground.

But paying invalidity benefits to people able to work is also counterproduc-
tive since it overburdens the contribution rate - already too high in many
countries - for a dubious entitlement. A further fiscal problem is that, in
many countries, people who continue to work while receiving an invalidity
pension can accumulate pension credits that increase their ultimate retirement
pension, while sometimes not even being required to pay contributions based
on their earnings.

There are several possible solutions to this problem. Countries without
unemployment insurance need to establish schemes that provide income sup-
port for those between jobs, while at the same time encouraging aggressive job
search and a timely return to work. Invalidity benefit entitlement needs to be
tightened, with elimination (or significant reduction) of partial invalidity
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cases. People who are recognized as disabled need to be provided with
medical and occupational rehabilitation aimed at regaining employability.
Earnings tests should be imposed on beneficiaries so that, while the search
for work is encouraged, the budget recoups some of the cost of benefits.
Thus those who are employed and in receipt of a pension should not be
exempt from the payment of contributions. Finally both laws and cultural
changes that prohibit discrimination against disabled workers need to be
promoted. Disabled workers should be encouraged and assisted to do the
work they are qualified and able to do. Resources that would otherwise go to
paying invalidity pensions should be used for assistance that facilitates
employment.

Most transition economies are unlikely to be able to reduce substantially the
number of current beneficiaries: the rehabilitation of all those currently receiv-
ing benefits would be too expensive and time-consuming. Furthermore people
who have been out of the workforce for a long time would present a formidable
job-training or retraining challenge. But the policy actions outlined above could
restrict the increase in the number of beneficiaries, while at the same time
removing some of the incentives for workers who belong in the workforce to
claim benefit.

the five paths, a worker must satisfy entry requirements. The entry rules for
entitlement to an early retirement pension are usually straightforward. A
worker must have worked in covered employment for a given time, or have per-
formed other easily measured activities (for example, attended school, raised
children) and must be a prescribed age. Such eligibility criteria are easy to
administer, since they are relatively objective and leave little room for individual
interpretation. The overall size of the population in receipt of retirement bene-
fits will change if a higher benefit is paid, or the age of eligibility is lowered, but
administrative discretion will not enter into this change. Determining eligibility
for the various paths open to those who have a health condition that begins to
affect their work, but who are below early retirement age, is not as clear-cut. The
medical assessment associated with determining entitlement to invalidity benefit
will often be difficult, and is thus open to different interpretation and conclu-
sions, particularly as regards the question as to whether, or to what extent,
the person is incapable of work and likely to remain so. Doctors can evaluate
health conditions as they relate to a norm, but there is no unambiguous way
to relate a health condition to an ability to work. Hence much of the problem
with the administration of an invalidity benefit scheme is in establishing criteria
for eligibility and developing procedures that will ensure consistency in its use.
Here bureaucratic discretion in carrying out established criteria is much greater
than it is for retirement.

Access to the work path and the health path may be closely coordinated, as
in Germany and Sweden, where a centralized administration determines who is
provided with rehabilitation services and who is entitled to receive a benefit.
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These paths, however, may also be administered in quite independent ways. In
the United States, rehabilitation services are administered with little or no con-
nection to the administration of benefits. In the Netherlands, the policy empha-
sis on income protection and the use of the invalidity benefit scheme as an exit
route from the labour market has discouraged the use of rehabilitation services
(see box 4.2).

All of these factors affect the way in which the social security administration
which determines eligibility for invalidity benefit responds to changes in supply,
and to the voices of those at higher levels of administrative responsibility who
are attempting to control the overall flow of people into the system. In periods
of economic downturn, the number of workers who leave their jobs rises, and
benefit claims increase. In the Netherlands and the United States - two
countries with generous invalidity benefits relative to other alternatives -
great pressure has been put on their invalidity benefit system over the past 25
years to provide income for those unemployed workers and their families.
That same pressure has been seen in Sweden since 1990. Such pressure may
lead to a specific easing of the rules, or simply a change in the interpretation
of them. In this way demand may shift to accommodate supply. In Germany
such pressures have also led to special invalidity-related entitlement, but they
have been confined to workers aged 60 and above.

When a health condition begins to affect one's ability to work, important
job-related decisions must be made, both by the worker and by his or her
employer. These decisions will be influenced by the social institutions of the
country. The relative rewards of continued movement along the work path,
as compared with those of taking an alternative path, will be considered by
the worker. In like manner, an employer's willingness to accommodate the
worker will also be influenced by the social institutions and legal mandates
within which the employer must operate.

This is not to suggest that all workers can, or will, transform themselves into
invalidity benefit claimants. Rather it recognizes that those with some work lim-
itations who are having difficulty with their current job, or who are no longer
working, will be influenced by the relative rewards provided by the invalidity
benefit, unemployment insurance or social assistance paths, in deciding whether
to try to remain in the labour force or to apply for social security benefits.

Nor does it suggest that all people with disabilities have the ability to con-
tinue to work. Some have work limitations so severe that continued employ-
ment is impossible, and reliance on benefit is inevitable. But for those who
suffer from a condition which affects their ability to work, the length of time
they stay on the job depends on the social institutions that are in place as
well as their specific pathology, particular job and employer. It is this section
of the disabled that public, policy can influence either to stay at work, or to
become benefit claimants.

In the United States, where welfare (social assistance) benefits are low and
difficult to obtain for households without children, unemployment benefits
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Box 4.2 The experience of the Netherlands on invalidity benefits
The ageing baby boomers give a major long-term dimension to the growing
public debate on the need to make existing social security schemes more sus-
tainable. In the Netherlands, changes in invalidity benefit policy have been at
the centre of this debate.

The Netherlands social insurance scheme
In the Netherlands all employees are insured against the risks of wage loss
due to unemployment or ill-health. Moreover every citizen has access to
partly privatized health insurance schemes. As an insurance of last resort,
the Netherlands has a means-tested safety net, and a statutory minimum
wage, to prevent anyone from falling below the social minimum.

Sickness benefits. A worker unable to perform his or her job because of illness
or injury, irrespective of its cause, is entitled to sickness benefits. These
benefits replace 70 per cent of gross wage earnings, but collective bargaining
agreements between employers and employees stipulate that sickness bene-
fits must be supplemented to the level of net earnings. Sickness benefits end
after 12 months. They are not means-tested.

Until 1994 sickness benefits were financed by contribution rates that were
pooled by sector. In 1994 employers with more than 15 employees were obliged
to cover the first six weeks of sick pay themselves, and to contract with a private
provider of occupational health services. These services monitor periods of
sickness and advise employers on the nature and extent of the health risks
to which their staff are exposed, as well as on how to reduce these risks.

In 1996 the Sickness Benefit Act was abolished and employers' responsibil-
ity for coverage of sick pay was extended to 12 months, after which invalidity
benefit takes over, Under civil law, employers are obliged to replace 70 per
cent of earnings lost to sickness. They may choose whether they want to
bear their sick pay risk themselves, or to have all or part of it covered by a
private insurer.

Thus a fully regulated public monopoly market to which private insurers had
no access has been transformed into a deregulated one in which private
insurers freely bid for contracts with employers that seek to insure their sick-
pay liabilities.

Invalidity benefits. Any illness or injury entitles an insured person to an invalid-
ity benefit after a mandatory waiting period of 12 months. While other countries
distinguish people with disability according to whether the impairment
occurred on the job or elsewhere, only the consequence of impairment is
relevant for the Dutch disability insurance programme.

Since 1993 benefits have been based on age and wage earnings. Previously
coverage did not depend on age or on insurance coverage years. When a
person was found to be totally disabled (80 to 100 per cent), the statutory repla-
cement rate was equal to that of sickness benefits, for example 70 per cent of
before-tax earnings. As part of the reforms of 1993, the amount of earnings-
related disability benefits now depends on age, to simulate a requirement for
contribution years, with the previously prevailing 70 per cent replacement
rate as a maximum.
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The Dutch disability programme is unique in that it distinguishes seven dis-
ability categories ranging from less than 15 per cent, 15 to 25 per cent disabled,
and so on to 80 to 100 per cent disabled. The minimum degree of disability
yielding entitlement to benefits is 15 per cent. The degree of disablement is
assessed by consideration of the worker's residual earning capacity. As of
1993 capacity is defined by the earnings flowing from any job commensurate
with one's residual capabilities as a percentage of usual pre-disability earn-
ings. The degree of disablement, then, is the complement of the residual
earning capacity and defines the benefit level. Previously only jobs that were
compatible with one's training and work history could be taken into considera-
tion. Since 1987 the actual availability of jobs is not taken into consideration.

Not only has the definition of suitable work been broadened, the medical
definition of disability has also been tightened. The causal relationship
between impairment and disablement has to be objectively assessable. Finally,
while reviews of the disability status of recipients used to be rare, the amend-
ments of 1993 make regular reviews - a minimum of once ever three years -
compulsory.

Until 1998 invalidity benefits were funded by nationally uniform pay-as-you-
go contribution rates. As from 1998 new awards are financed by premium rates
that differ by employer according to its disability record over the past five
years. These experience-rated premiums are used to finance the first five
years of benefits. Longer-lasting disability risks are pooled at the national
level, as before. Employers may also leave the public insurance scheme and
themselves insure the first five years of disability benefits of their personnel.

Statistics
The above reforms aim at reducing sickness and invalidity benefit dependency
by confronting employers and employees more directly with the financial con-
sequences of using the health path to shed redundant workers. Cross-national
data on sickness and disability prevalence rates show that the Netherlands was
an outlier. A study (Einerhand et al., 1994) compared work incapacity rates
across six European countries. These rates indicate days lost to sickness
and disability, as a percentage of the work force (in days). In 1990 the Dutch
incapacity rate was about twice that in Belgium, Denmark and Germany, 67
per cent higher than in Sweden and almost triple that in the United Kingdom.

Another study (Aarts and de Jong, 1997) focused on invalidity benefit claims
in international comparison. The number of Dutch disability benefit recipients
per 1,000 workers grew from 55 in 1970 to 138 in 1980, and to 152 in 1990.
The comparable figures for the United States are 27 in 1970, 41 in 1980 and
43 in 1990. After 1990 the Dutch rate decreased, to 142 in 1995, whereas the
United States grew to 64 over the same period.

are of relatively short duration and little is available in terms of rehabilitation
and job protection or accommodation, the number of invalidity benefit
claimants has been sensitive to the business cycle (see Rupp and Stapleton,
1998, for evidence of the importance of economic variables on applicants
and receipt of benefits for the United States). As market conditions worsen,
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those workers with disabilities who lose their jobs are more likely to apply for
benefits.

EMPLOYMENT-RELATED SCHEMES

The first social insurance programmes established in developed countries to
provide protection against the onset of a disability offered protection only for
employment-related injuries. Replacement rates for employment-related inju-
ries are generally lower than for temporary sickness benefits, but are often
paid over a longer period and, in some cases, up to the age of commencement
of eligibility for retirement benefits. They may provide entitlement for either
total or partial loss of earning capacity. These schemes are financed by a con-
tribution levied on the employer, sometimes at a uniform rate and sometimes
rated according to risk or experience, but benefit entitlement does not depend
on the satisfaction of any contribution conditions. Hence there is a potential
for such schemes to attract claimants rather than non-employment related
schemes.

Replacement rates

The replacement rates for invalidity benefit schemes vary considerably across
family types, earnings levels and countries. In general the larger the share of
earnings replaced, the greater the incentive for workers to claim benefits. The
level of invalidity benefit relative to other potentially alternative benefits - for
example, unemployment or social assistance welfare - should also increase
benefit claims, Replacement rates for higher-paid workers tend to be lower,
but schemes which provide a large part of the wage earnings of low-skilled or
marginal workers are likely to offer a relatively good financial alternative for
those workers who experience the onset of a disability, or workers with a
disability who become unemployed during economic downturns. Employers
may also view, during periods of job cuts or economic recession, the invalidity
benefit scheme as an alternative to special early retirement offers. Hence it will
be in the interest both of employers and of their employees to overuse the
invalidity benefit scheme. Policy consideration must therefore seek to balance
two goals: mitigating the consequences of earnings lost because of the onset
of a disability, while minimizing the disincentives to work that such protection
inevitably provides.

It is relevant to note, in contrast, that these factors do not, in general, apply
to developing countries where there are different problems which affect the
scope and operation of invalidity benefit schemes. In some African countries,
such as Namibia and Zambia (and even South Africa where the principal
scheme is means tested), pensions in respect of invalidity are only payable
under an employment injury scheme in respect of disability which is due to
an employment injury or occupational disease. In other African countries,
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such as Ghana and Nigeria, where the provident fund has been converted into
a social insurance pension scheme, the reverse situation applies, and pensions
are only payable in respect of non-employment related invalidity (since
employment-related disability is covered under the Workers' Compensation
Scheme which only requires employers to make lump-sum payments). In
other countries in Africa such as Swaziland, or in Asia (for example, Indonesia,
Papua New Guinea, Sri Lanka), where provident funds continue alongside
employment injury schemes, lump-sum payments are payable under both
systems, although on a different basis. The provident fund scheme provides a
lump sum based on the member's contributions plus interest, whereas the
employment injury scheme determines the lump sum through a formula
based on the assessed degree of disability and the average level of pre-accident
earnings.

The impact of invalidity schemes in developing countries is also inhibited by
the limited coverage of such schemes. In the case of employment injury schemes,
employers may also seek to persuade workers not to claim, since this would
have financial implications for the employer and, furthermore, the standards
of safety are generally lower in developing countries and thus workers are
more at risk. On the other hand, weaknesses in the medical assessment process
and the scope for corruption may result in a greater incidence of doubtful claims
which may be compounded by the opportunities open for all beneficiaries to
find work in the informal sector whilst in receipt of benefit (see box 4.3).

ENCOURAGING EMPLOYMENT

Once a person is in receipt of invalidity benefit, entitlement may cease because of
recovery or increased work activity. The number of such cases has always been
low, but this is not surprising since entitlement to an invalidity benefit is gener-
ally conditional on the existence of a severe disability, and often follows a long
period of incapacity. In general disabilities worsen over time, just as labour
market skills deteriorate if not used, so it is not surprising that benefit cessation
is low. Programme incentives, however, can influence a return to work and they
may have a carrot (positive) or stick (negative) component. Most long-term
invalidity benefit schemes in developed countries offer a carrot (a trial work
period) to allow beneficiaries the opportunity of re-entering the workforce
without loss of benefits. In addition most schemes monitor beneficiaries to see
if they still satisfy the eligibility criteria.

It is important to recognize, however, that trial work periods, or other incen-
tives to make a return to employment more attractive, will also influence the
number of new claimants. For instance in the United States, the criterion for
entitlement is an inability to perform any substantial gainful activity. As a
result of allowing beneficiaries the option of a trial work period, especially if
it is prolonged for a significant period of time or allows a significant level of
earnings, there may be an increase in the number of claimants, because many
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Box 4.3 Invalidity and survivors' benefits in China
In China persons who are either physically or mentally disabled are estimated
to number about 60 million3, or nearly 5 per cent of the entire national popula-
tion, and 12 per cent of the world's disabled people, which numbered about 500
million in the late 1990s.

Assistance, including income security, health care and rehabilitation, edu-
cation and occupational training, and employment are provided for these
people in China mainly through a national welfare network, in which the Minis-
try of Labour and Social Security, the Ministry of Civil Affairs and the Ministry of
Public Health, as well as the China Disabled People's Association, are the
major institutions. In addition traditional support by families and communities
still assumes an essential role in the daily life of disabled people, particularly
in the rural areas. NGOs and charities also contribute increasingly to improving
the welfare of this group.

In 1998 it was announced at the 3rd National Assembly of the China Disabled
People's Association that over the last decade the State has adopted a series of
programmes to protect disabled people's rights and interests, which include
the establishment and enactment of a Disability Act, setting out and executing
three Five-Year Plans for Disability, establishing government institutions for
coordination, instituting a unified national association for handicapped
people, promoting social morality and practices to care for and help this dis-
advantaged group, and encouraging disabled people to be self-confident and
economically self-sufficient, if possible. The progress in this regard has been
significant: China has eliminated poliomyelitis; essentially limited the threat
of lack of iodine to the health of a large part of the population; by adopting
prevention methods, largely reduced the incidence of disability among the
population, especially that rooted in hereditary diseases; rehabilitated four
million disabled persons; increased the school enrollment rate of disabled chil-
dren from 6 per cent to 64 per cent; increased the employment rate of disabled
adults from less than 50 per cent to 73 per cent; and lifted 14 million people who
were poor and disabled out of poverty.

Despite this progress, it is recognized that the living, working and education
conditions of those 60 million disabled people are still generally lower than for
other groups in the community.

Relevant social insurance provisions
The invalidity benefit scheme in China is designed and implemented within the
framework of the Old-Age Insurance scheme, which is administered by the new
Ministry of Labour and Social Security. In line with this and related laws, work-
ers aged 50 in the case of men and 45 in the case of women, employed for at
least ten years and certified by the Labour Verifying Committee as having a
100 per cent incapacity for work as a result of disability or illness, are allowed
to retire before the normal retirement age. The monthly pensions to which they
are entitled depend on their individual work history. Those who joined the revo-
lutionary forces in the period of the Second World War and the Civil War, which
took place before the founding of the People's Republic of China, receive an
amount of pension equal to 90 per cent and 80 per cent, respectively, of their
personal basic salaries, payable immediately prior to retirement; those who
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were employed after the founding of the People's Republic of China, receive a
pension at a rate of 75 per cent, 70 per cent, or 60 per cent for a total length of
employment of more than 20 years, 15-20 years, or 10-15 years, respectively. A
minimum monthly pension is set at 25 yuan. These criteria are exactly the same
as are applied to normal retirement. Workers who do not meet the above qua-
lifying conditions are also allowed to resign from the workforce, provided their
incapacity for work is endorsed by the Labour Verifying Committee. The pen-
sion amount payable for these people is less than that for the first category
of disabled people. It is fixed at a uniform rate of 40 per cent of the pre-resigna-
tion basic salary of the person concerned. The minimum monthly pension for
them should not be less than 20 yuan.

Two sets of standards are adopted and applied to senior civil servants
and ordinary public employees, respectively. The qualifying conditions and
pension rates for the latter are the same as those for the category of retired
disabled workers mentioned above. For the former, the pensions payable
equal their pre-retirement basic salaries, and there is no requirement for the
verification and approval of their incapacity for work by the Labour Verifying
Corn mittee.

Main features of in validity benefit provisions
The above arrangements for invalidity benefits available within the framework
of the social insurance scheme in China are characterized by the following
features.

Only those who hold standard employment contracts in the urban areas are
insured, and other urban disabled persons and the entire rural disabled
population are helped through a range of welfare measures.
Personal coverage of the social insurance invalidity insurance has been
gradually extended from employees of the public sector, who used to repre-
sent more than 90 per cent of the urban workforce in the pre-reform period, to
non-public sector workers in urban areas.
The initial calculation base (basic salary), the benefit rates and the minimum
pensions have been gradually increased in order to keep pace with the rapid
evolution of the normal retirement pensions, and to maintain the purchasing
power of the disability pensions. The actual benefit rates are determined by
responsible employers, or local government authorities, and vary consider-
ably across the country.
As invalidity insurance is a part of the retirement social security scheme, the
series of ongoing retirement insurance reforms over the last one and half
decades, particularly the current one involving the setting up of a multi-tier
scheme including a component of individual savings accounts, will have
important effects on the development of this branch of social insurance.

people who meet the criteria for entitlement to benefit do not meet the work
requirements. If current beneficiaries are encouraged to work more by easing
the work standards, there is a risk that this will also increase the scope of
potential claimants.
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Box 4.4 Problems in the Invalidity benefits programme in the Philippines
The invalidity benefit programme in the Philippines has weaknesses, both in
allocation and in administration, and benefits are paid to several categories
of beneficiaries who probably should not be receiving them. Invalidity pensions
in the Philippines only require 36 months of contributions for eligibility, while
retirement pensions require 120 months. For this reason elderly people who
do not qualify for retirement benefits on the basis of their contributions can
often qualify for invalidity benefits. Furthermore entitlement to invalidity benefit
does not depend on a test of recent insurable employment, showing that the
person was an active member of the scheme at the time that he or she
became an invalid. Thus the linkage with employment is weak and many
claims are made by people who last worked many years ago and who are
clearly not in the labour force. In addition there is no age limit on claims and
many people claim invalidity when they are already over 60.

The invalidity pension includes a supplementary allowance for extra needs,
called a carer's allowance. Older people applying for disability benefits receive
about 25 per cent higher benefits than those who have earned their entitlement
to a retirement benefit through their contributions. As a result, even those work-
ers with sufficient contribution months to qualify for a retirement pension prefer
to receive disability pension benefits.

Among younger workers, a large number of disability pensions are granted
after an insured person has had surgery, without termination of employment
and functional disability. This results from the practice of considering some
types of surgery as qualifying the individual for disability benefits regardless
of the person's ability to continue working. Often a partial invalidity benefit is
granted in the form of a lump-sum payment. The surgical procedures involved
include hysterectomy, cataract, mastectomy, thyroidectomy and Caesarean
section.

Invalidity benefits are paid without subsequent review of eligibility. A
recent survey indicated that a significant number of invalidity beneficiaries
had been deceased for as long as six years. Because no claim for a funeral
grant had been made, the government continued paying the disability
benefit.

A significant number of invalidity beneficiaries also receive a benefit from
the Employment Compensation programme. Invalidity benefits are granted to
those who have received compensation for work-related injuries, even
though the Social Security Law provides that the invalidity benefit is only for
non-work related claims.

Monitoring entitlement to invalidity benefit after award is an important
aspect of the governance of the programmes in some countries. It may prove dif-
ficult to establish whether claimants have in fact started work, particularly in the
case of self-employment or work in the informal sector. A combination of this
problem with the difficulties in determining whether and to what extent a person
is disabled may cause significant problems for the administration. (See box 4.4
on the experience in the Philippines.)
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CONCLUSIONS ON INVALIDITY PENSIONS

The concept of an invalidity benefit evolved from the need to recognize that
among those contributing throughout their working lives for a retirement pen-
sion, there will be a proportion who have no choice but to cease work before
pensionable age because of invalidity. In order to provide these persons with
what is effectively an early retirement pension, schemes were designed which
were based on risk pooling. Such schemes have been modified to take account
of national circumstances, social and economic pressures and apparent anoma-
lies in relation to other disabled persons who cannot work, such as those who
were not insured under the scheme, or those who were disabled as a consequence
of an employment-related injury.

The number of invalidity pensioners may be significantly affected by social
protection policies which have the effect of influencing the reactions of employ-
ers and workers Administrative difficulties associated with identifying and
measuring invalidity, and its consequences in relation to capacity for work,
are also an important factor. Policy choices may encourage or discourage
claims to what is essentially a long-term benefit, and careful consideration there-
fore needs to be given to the potential interaction between invalidity benefit
schemes and other social protection provisions, particularly those covering
the contingencies of retirement, unemployment or low income (see box 4.5).

There is clearly a need to provide long-term periodic payments for those who
are unable to support themselves because of invalidity, and it is reasonable to
distinguish between those who have been able to contribute to a reasonable
extent to some form of risk pooling arrangements and those who have not. In
the case of the former, the objective of this benefit should be, as a minimum,
to prevent poverty and, beyond that, to provide an income which takes
account of the level of earnings lost. In the case of those outside the scope of
such a contributory scheme, the preferable policy option would be for some
form of tax-financed universal benefit based on residence. In countries where
resources are limited, principles used for targeting benefits are based on
means testing.

SURVIVORS' BENEFITS

Entitlement to survivors' benefits is often linked with insurability for retirement
or disability (invalidity) benefit and thus it is the death of the insured person
which provides the basis for the payment of a continuing benefit to those
who were dependent on him or her prior to death. In the social insurance con-
text, therefore, this entitlement is not based on the contribution record or insur-
ability of the dependant, but on that of the deceased. If the deceased was in
insurable employment at the time of death, or had a record of such employment,
entitlement to survivors' benefit would depend, in the first instance, on whether
or not this period of insurable employment was sufficient to satisfy the
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Box 4.5 Proposals in the United Kingdom for the reform of incapacity benefit
In the United Kingdom, insured persons are entitled to an incapacity benefit after
52 weeks of incapacity. In November 1998 the government announced that more
people were claiming benefit on the basis of incapacity than on the basis of
unemployment, that of the 1.75 million incapacity beneficiaries about 50 per
cent came to incapacity benefit from unemployment rather than work, and that
about 25 per cent of all men over 60 are receiving incapacity benefit. On this
basis, proposals for reform were announced which would include the following:

identification of the most severely disabled persons, and the improvement of
their benefit entitlement;
establishment of a single gateway for all people of working age to gain
access to the social security scheme through a system of personal advisers,
who would provide information on access to benefits, work and so on;

requirement for all persons of working age (other than those who are
seriously disabled) to undergo an employability test which would shift the
emphasis from what claimants cannot do to what they can do;

payment of incapacity benefit only to those who satisfy a test of recent insur-
able employment during which they paid contributions.

prescribed qualifying conditions. If, on the other hand, the deceased was
already in receipt of a retirement or invalidity pension at the time of death,
these qualifying conditions were already clearly satisfied.

The linkage with a deceased insured person will not, however, be relevant
where survivors' benefits are paid under a universal or means-tested scheme.
In such circumstances, entitlement will depend on the personal status of the
claimant and on evidence of residence or of low means.

Survivors' benefits were originally conceived to fit a pattern of family life in
which the husband was the breadwinner while the wife looked after the home
and children. Typically, therefore, this resulted in provision being made in
social security schemes for the payment of a pension to the widow, with
increases or separate pensions paid to children for as long as they remained
under school-leaving age. There were always exceptions to this situation
(both husband and wife working, only the wife working, the death of a working
wife, separated families, unmarried partners, and so on) and to a varying extent
schemes attempted to address these variations where this was thought to be
merited. But more general changes in society, and in patterns of dependency,
have become common and established provisions which seek to determine
dependency for the purpose of social security benefits may no longer seem
appropriate.

These developments have introduced new dimensions to what was already a
difficult aspect of social security provision. There are several issues to be consid-
ered which many social insurance schemes have sought to address in a variety of
ways. These are discussed in the following paragraphs.
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Qualifying conditions
Qualifying conditions are reasonably straightforward since they relate back to
the deceased and, in general, schemes apply, on grounds of consistency, the
same requirements for survivors' benefits as for invalidity benefits. As noted
above, if the deceased was receiving a retirement pension or a disability pension
at the time of death the qualifying conditions are automatically satisfied.

Determining the survivors
All schemes identify the widow as a principal surviving dependant, but the defi-
nition of widow is open to wide interpretation. It may often be restricted to a
woman who was legally married to the deceased but may even then exclude
so-called "deathbed marriages", that is to say, those which took place within
a prescribed period prior to death. (Thus, in France, entitlement is restricted
to a widow who is aged at least 55 years and who was married to the deceased
for at least two years, or had a child of the marriage; in Greece the marriage
must have lasted for at least six months or two years in the case of a pensioner,
although the requirement is waived in the case of death by accident or if there
was a child of the marriage.) On the other hand, it may extend to marriages by
custom or even to common law marriages which were of a prescribed duration
and which were continuing at the time of death. In Ecuador, for example, a
common law wife of at least two years, or the mother of the deceased's child,
is accepted. Most European countries do not, however, recognize common
law spouses (although Hungary, Lithuania and Slovenia are exceptions).

Surviving dependants may include a widow who was separated from the
deceased but whom he was maintaining or obliged to maintain. They may
include several wives where polygamy is practised, or where there was a legal
wife from whom the deceased was separated and a common law wife. (In
Cameroon all non-divorced spouses are included.) Generally, if the wife was
living with the deceased or maintained by him at the time of death, she is
assumed to have been dependent on him If, by the application of these provi-
sions, there is more than one widow, pension entitlement is split.

Many schemes have provided for survivors' benefits to be payable to the
widower of a deceased insured woman. While the same rules as for a widow
generally apply, some schemes introduce tighter restrictions for widowers and
seek to restrict entitlement to dependent widowers, often defined as those
who were not employed at the time of their wife's death and who are incapable
of further employment (as in Cyprus, the Islamic Republic of Iran and Turkey).

As regards children, there are similar difficulties in definition, with provision
often extending to adopted or illegitimate children, and brothers and sisters of
the deceased, subject to restrictions on dependency. Generally entitlement
would extend to those children living in the household of the deceased at the
time of death and/or to those others whom he or she financially supported.
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Children would generally be defined as under school-leaving age at the date of
death of the deceased, although some schemes include invalid children who are
older and even unmarried daughters and sisters. Some schemes extend
entitlement to a posthumous child born within ten months of the death of the
deceased.

In recognition of the fact that in some societies there is often a close relation-
ship between generations, with sons supporting elderly parents and so on, sur-
vivors' benefit provisions may take account of this by including - within the
scope of surviving depend ants - parents, or even grandparents, who were finan-
cially dependent on the deceased.

Under the provident fund schemes, the member is required, at the com-
mencement of membership, to nominate from among his or her family those
whom he or she wishes to receive the balance in the account in the event of
death. In some schemes such as the one in Kenya, the nomination is restricted
to spouses and children. In Ghana the social security scheme covers the contin-
gencies of retirement, invalidity and death, and was established in January 1991
following the conversion of the national provident fund. It was decided that the
nominee system of the provident fund would be retained, at least during a tran-
sition period, partly for reasons of continuity and partly because of difficulties in
identifying surviving dependants and in determining whether they were depen-
dent on the deceased. In addition, and again for reasons of administrative
simplicity, the benefit payable to surviving dependants remained as a lump
sum based on the actuarial present value of the deceased person's pension
entitlement; the lump sum is divided according to the allocation specified in
the nomination.

Establishing dependency

Most schemes seek to establish a dependency link between the survivor and the
deceased. Rather than applying a case-by-case approach it is usual, however, for
provisions to be devised in the legislation which will provide a framework for
determining entitlement. But the issues to be covered by this framework may
be complex and the relevant facts may be difficult to apply, particularly
where they concern family relationships and finances. These issues relate to
the desire to link entitlement to dependency, both at the time of the death of
the deceased and subsequently. The approach taken varies considerably and
equity, societal values, customs and administrative simplicity may all be rele-
vant factors. Thus some schemes provide for the payment of a widow's pension
without any conditions relating to age, incapacity or responsibility for depen-
dent children. Other schemes might take into account the ability of the
widow (and other surviving dependants) to find work. Thus some schemes
might exclude from entitlement surviving relatives who were gainfully employed
at the time of death of the deceased, but they also only provide benefit for a lim-
ited period to a widow who has no dependent children and is under a prescribed
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age, and thus presumed to have good prospects of supporting herself. If the
widow was not working when her husband died, and has small children to
care for or is over age 50, the scheme is likely to provide for her to receive a
pension without limited duration. Pensions for widowers and parents tend to
be more restrictive, and are often subject to suspension or cessation in the
event of commencement of gainful employment. In the event of a change of
marital status (or on the commencement of cohabitation), most schemes
provide for the pension to cease, sometimes with a lump-sum payment (see
box 4.6).

Benefit rates
In order to achieve consistency with the retirement pension and invalidity
benefit schemes on which entitlement is based, the rate of pension available
to surviving dependants is often related to the amount of pension that the
deceased was receiving prior to death, or the amount that the deceased would
have been receiving if he or she was an invalid. This provides the maximum
amount available to be allocated between the surviving dependants, and it is
common for their notional entitlement to be prescribed and applied to this max-
imum amount, although the prescribed allocation varies considerably between
countries. Thus the widow's pension might vary between 40 and 100 per cent
of the deceased's entitlement and each child might receive anything between
10 and 30 per cent. Where, on this basis, the aggregate of these entitlements
exceeds 100 per cent it is usual for a pro rata reduction to be made. Where
there is no widow, orphan children commonly receive up to twice the normal
child allocation. Many schemes rank surviving dependants, with widows and
children taking priority over dependants, parents, grandparents and other
family members.

EQUITY AND COVERAGE PROBLEMS

It can be seen from the above that social insurance schemes have, in general,
tried to adapt to cover a wide variety of situations, and to do so by prescribing
rules which provide a substantial measure of uniformity and predictability for
beneficiaries. Nevertheless there are a number of issues relating to entitlement
to survivors' benefits which have been under consideration in various countries,
including the provision and conditions for widowers and divorced people.

Treatment of widowers
It has been noted above that in many schemes there are significant differences in
the treatment of widows and widowers, with the latter even being excluded from
entitlement in some cases. This is largely attributable to past custom in family
responsibility, but it is now more common for women to make a significant
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Box 4.6 Survivors' pension in Egypt
According to Egyptian law, the state provides social security and health insur-
ance services as well as retirement, disability and death benefits for all
citizens. Four social security schemes cover all manpower in Egypt:

The Social Insurance Scheme, Law No. 79/1975, covers all workers in the
government sector, as well as the public and private sectors, in the following
branches:

- retirement, invalidity and survivors' pensions;
- occupational injury and diseases;
- sickness and maternity insurance;
- unemployment insurance;
- pensioners' social welfare insurance.

The Social Insurance Scheme for Employers and Self-employed Persons,
Law No. 108/1976, only provides insurance against old age, invalidity and
death of the breadwinner, as well as occupational injury in the case of termi-
nation of service owing to total invalidity or death.

The Social Insurance for Egyptian Workers Abroad, Law No. 50/1978, only
provides insurance against old age, invalidity and death of the breadwinner,
as well as occupational injury which causes termination of service owing to
total invalidity or death.
The Social Insurance Scheme for all manpower in casual employment not
covered by the above pensions and social insurance laws, Law No. 112/
1980, provides social protection against old age, invalidity and death of the
breadwinner.

Survivors' pensions according to Laws Nos. 79/1975, 50/1978, 108/1976
This insurance scheme is intended to guarantee continuance after the death of
the breadwinner of the income of the deceased person's family or persons who
had been dependent upon him, regardless of any difference of religion among
them. Survivors of the insured person or pensioner who are entitled to a survi-
vor's pension shall be classed in four categories, as follows:

widow/widower/divorcee of the insured person or pensioner,

sons and daughters,

parents,

brothers and sisters.

Eligibility is subject to the following conditions.

Widow
The widow (or widower) must be incapable of self-support;

the marriage must have been concluded by an authenticated contract and
proved by a court statement issued in response to an application submitted
while the husband was alive;

if the marriage was illegal, or unofficial, or concluded through an unauthen-
ticated contract, or not ratified, it may be proved by police investigation or
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witnesses' affidavit to the effect that the couple were living in marital coha-
bitation before the deceased had reached the age of 60; also by obtaining
from the court a statement of legitimate inheritance including her among
the heirs of the deceased. The widow shall then be entitled to all the corre-
sponding benefits provided the other conditions are fulfilled;
the disqualification of the widow for a pension shall not debar her children
from entitlement to a pension;
the age of the husband at the time of the marriage must have been less than
60 years.

Exceptions to the age limit
The pensioner's divorcee whom he married after attaining the age of 60
years and with whom he had lived in marital cohabitation before reaching
that age;

the widow whose age was 40 years at least at the time of marriage, provided
that the pensioner had no other wife or divorcee entitled to a pension still
living after he had reached the age of 60 years.

Divorcee
The divorcee whose marriage lasted 20 years at least and who has no
income whatsoever shall have the right to combine income and pension
with a maximum limit of L.E. 30, subject to the following conditions and rules:
the marriage must have been concluded by an authenticated contract and
proved by a court statement issued in response to an application submitted
while the husband was alive;
the divorcee was divorced against her will;
the marriage lasted 20 years;

the divorcee is not married to a person other than the deceased;
the divorcee has no income of any kind in an amount equivalent to, or exceed-
ing, the amount of the pension.

Exceptionally, the divorcee may obtain the income as well as the pension
provided the sum of both does not exceed L.E. 30.

The marriage may be established by a birth certificate or official extract from
the birth register for one of her children from the former husband.

Sons
Sons are eligible if they were not more than 21 years of age at the time of the
father's death, with the following exceptions:
the dependant is incapable of self-support;
the dependant is a student at an educational establishment not above univer-
sity level, and is under age 26;

the dependant has graduated but is not gainfully employed or practising
a profession, and has not reached the age of 26 (in the case of university
graduates) or 24 (for those with lesser qualifications).
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Daughters
Must be unmarried.

Parents
No special conditions.

Brothers and sisters
The same as for sons and daughters. They must be eligible for pension and
have been supported by the deceased insured person:

sons and brothers over 21 years of age if incapable of self-support, which
means any person suffering disability that renders him incapable of gainful
activity or reduces his capacity for work by at least 50 per cent, provided the
disability is congenital or due to injury or disease contracted before the age
of 60.

In addition:
proof of the legators support by administrative certificate;
when there are no sons or daughters eligible for the pension at the time of the
death of the insured person or pensioner.

Source: ISSA Studies and Research No. 31, Survivors Benefits in a Changing World monograph
printed in 1992 by the Social insurance Organization of Egypt.

or even dominant contribution to the financial support of the family The con-
siderations which lie behind survivors' benefit for widows (dependency, inability
to provide self-support, absence of social security rights) apply equally to
widowers, and in principle there is no justification for distinguishing between
widows and widowers. The application of this principle, however, is not
straightforward where the existing provisions of the scheme provide a favour-
able presumption of dependency for widows and a phased revision of this
would be necessary to achieve equality of treatment for widows and widowers.

Survivors' pensions for divorced people

Pension rights for divorced spouses is a major issue in several countries in wes-
tern Europe where there are high levels of divorce and remarriage. Problems
arise in social insurance pension schemes because of potential rights to survi-
vor's benefit derived from marriage which disappear on divorce and remarriage.
Special arrangements have been made in some schemes to provide rights to
divorced spouses in western Europe (in Belgium, France and Luxembourg)
but, more commonly, in Central and Eastern Europe (for example, in Estonia,
Hungary, Slovakia and Slovenia) and the solutions adopted vary according to
the national family law. One approach is to link entitlement to a survivor's
pension with the receipt of maintenance from the deceased insured person at
the time ofdeath, but some schemes maintain the dependency linkage between
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the insured deceased and a divorced spouse provided that the latter satisfies the
required conditions imposed by the scheme as to age, disability or responsibility
for dependent children.

CONCLUSIONS ON SURVIVORS' BENEFITS

It is difficult for survivors' benefits to follow the principles of equality of treat-
ment, since the basis for entitlement is derived from an insured person who, in
most cases, is a man. Furthermore the provisions of entitlement are inevitably
based on what are perceived as the most common circumstances, it being con-
sidered impracticable to determine entitlement on a case by case basis. But it is
also difficult to devise general provisions which take account of a wide range of
different considerations. Some of these considerations are based on different
values which conflict with each other. Thus many married people are separated
from each other and many people live together without being married. Depen-
dency does not only exist between married couples: it exists between unmarried
couples, between family members and between persons of the same sex. It would
be easier if social security rights of an individual insured person were to be based
solely on his or her contribution record, but those who have been unable to
work include many who have not done so because they have assumed a position
of dependency on another person. People of the same sex are often financially
dependent on each other. In many families, the income of both the mother
and the father is essential for family support.

These issues are more complex in developed, rather than developing,
countries since it is here that there have been major changes in family roles
and in social values. In developing countries wives are less likely to be the
breadwinners, although many will have some source of gainful employment
and complexities are more likely to arise with identifying patterns of depen-
dency given the role of the extended family.

The difficulties described are attributable to the general reliance of social
insurance schemes on established gender roles in which the man is the head
of the family and works to provide income to meet the needs of his wife and
family. In this context, social protection needs were focused on the man as
the breadwinner and the wife only enjoyed social protection rights derived
from her husband by virtue of his membership in a social insurance scheme.
Although changes in family structures and in the role of women have led to
acceptance of the principle of equality of treatment, this has proved difficult
to implement in practice since it implies, at least progressively, a modification
of derived rights and greater reliance on the individualization of benefit entitle-
ment. Social protection schemes have been modified to provide gender equality
but the characteristics of employment for many women, and the related limita-
tion in the levels of benefit entitlement that they are able to build up, still place
them at a disadvantage compared with men and thus make it difficult to remove
entitlement based on derived rights. This problem is particularly acute where

95



Social security pensions: Development and reform

benefit levels are based on the value of contributions paid, since here there is no
scope for modification, as under defined benefit social insurance schemes or
under universal schemes, where special provision can be made to take account
of periods of inactivity caused by, for example, child care.

The individualization of benefit rights could in theory lead to the abolition
of benefit for surviving dependants, but this would imply the need for special
provisions to credit women (home carers) with periods of insured pensionable
service in respect of periods when they are unable to work because of domestic
responsibilities. And this would need to be supplemented by an income/support
system based on a means test for those living alone who had no other means of
support and, on this basis, no distinction would be drawn between those
deprived of financial support, whether through death, desertion, divorce, unem-
ployment or incapacity.

Benefit schemes for surviving dependants based on derived rights thus
remain very important, particularly in developing countries. Where the princi-
ple is retained, the trend is towards the equality of treatment for widows and
widowers, with perhaps a stricter application of dependency tests in relation
to incapacity for work and child care responsibilities, and even through the
application of a means test. In this context, consideration could be given to
the following approaches.

o Widows and widowers should be treated equally, with both subject to a
dependency test which restricts the entitlement element to those surviving
dependants who are incapable of self-support because they have young
children to look after, or because they are disabled or unemployable. Condi-
tions related to age or duration of marriage would seem less relevant to
entitlement.

o A person who was cohabiting with the deceased in a long-term relationship
should have similar rights to those of a legal spouse (although cohabitation
would have to be closely defined and would undoubtedly give rise to difficul-
ties in implementation).

o Divorced spouses should also have equal rights without reference to fault,
provided that the deceased was obliged to provide maintenance.

o Under the above, multiple entitlements would become more common and
overall benefit entitlement would need to be divided, perhaps on the basis
of duration of the marriage or period of cohabitation.

o Where there was no entitlement to a long-term pension because of the failure
to satisfy a more rigorous dependency test, an interim benefit could be pay-
able, either as a lump sum or as a periodic payment for a short duration.

Notes

Different schemes use different terms to describe what are essentially identical contingencies;
thus the terms "invalidity", "disability", "disablement" and "incapacity" are often almost
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interchangeable. In the context of this chapter, invalidity is generally, but not exclusively, preferred
and denotes a condition which is expected to be permanent whereas incapacity implies a more tempor-
ary, though often long-term, condition.

2 1996 data provided by the World Bank.
3According to the People's Daily of 17 October 1998, reporting the opening ceremony of the

Third National Assembly of the China Disabled People's Association.
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PENSIONERS AND SOCIAL
ASSISTANCE BENEFITS

This chapter concentrates on two elements of social assistance: the structure and
principles of social assistance for pensioners, and the level of social assistance. It
also focuses on benefits aimed at guaranteeing minimum incomes. Other parts of
the book relevant to a discussion of social assistance address: retirement benefits
(Chapter 3), the redistribution of income (Chapter 11), the normative basis for
policy (Chapter 15) and problems of coverage and governance (Chapters 8 and 9).

In all OECD countries, except Australia and New Zealand, there is a social
security pension paid on the basis of contributions from employers or employ-
ees or the state without a means or asset test. This may be supplemented by a
private or occupational scheme, also based on contributions, personal savings
or employment income, to determine living standards in retirement. Pensioners
in most countries do not have to rely on means-tested social assistance for their
income in old age. However in all countries there are some who do rely on social
assistance. The reasons for this vary from country to country. In Australia and
New Zealand the whole social security system is income- and asset-tested.
In other countries residents may not have contributed - or not contributed
enough - to a pension, perhaps because they have not been in employment
long enough, or have never worked. They may have recently arrived in the
country, or have exhausted entitlement to a pension that was payable for a
fixed period. Because of inadequate inflation proofing, the level of the pension
may have fallen over time, and may be too low to cover essential needs such as
housing, medical expenses or the costs of residential care. For any of these
reasons, a pensioner may be receiving social assistance. Therefore it is important
to take account of social assistance in any appraisal of social security pension
schemes.

A TAXONOMY OF SOCIAL ASSISTANCE

There are three basic mechanisms by which the state can directly allocate
income or services to individuals or households:

5
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universal or contingency benefits, not related to income or employment
status, allocated to all citizens within a certain social category;
social insurance, where the benefit is related to employment status and con-
tributions paid;
means-tested or income-related benefits, where eligibility is dependent upon
the current or recent resources of the beneficiary.

Within resource-tested programmes, there are three distinctions to be made
between the following:

poverty-tested benefits and general means or income-tested benefits; the
latter may go to people well above any poverty line;
cash and tied benefits; the latter cover reductions in costs for specific services,
the most important of which is housing;
schemes open to all people within a certain income group and those for
specific categories, such as older or disabled people.

The structure of benefits in countries such as Australia and New Zealand,
which extend beyond the poverty line, also requires the inclusion of benefits per-
forming similar functions in the United States, the United Kingdom and some
other European countries. Social assistance in this chapter therefore includes:

general assistance - providing cash benefits for all or most people below a spe-
cified minimum income level;
categorical assistance - providing cash benefits for specific groups (some-
times at a level above the minimum); -

tied assistance - providing free or subsidized access to specific goods or
services, either in kind or in cash; this can be further divided into housing
assistance and other tied assistance.

THE SIZE OF SOCIAL ASSISTANCE

To obtain an overall picture of the size of social assistance schemes, table 5.1
provides estimates of spending on social assistance as a proportion of GDP.
Looking first at general, non-categorical assistance programmes, the United
Kingdom stands out, spending 2.4 per cent of GDP on Income Support in
1995, followed by Canada and Denmark. When categorical schemes are consid-
ered, the distinctive patterns of Australia, Ireland and New Zealand are clearly
revealed. Putting the two non-categorical and categorical schemes together, we
find the English-speaking countries in the lead in spending, with the notable
exception of the United States. In most continental European Union member
countries, categorical assistance for specific groups is more important than
general programmes. Among those countries for which we have data, the
United Kingdom also leads the world in spending on specific means-tested
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Table 5.1 Social assistance expenditure as a percentage of GDP, OECD countries,
1995

Australia 0,4 9.4 9.5 . 0.5 9.1
Austria - 0.2 0.2 n/a 0.2
Belgiuma 0.1 0.6 0.7 - 0.7
Canada 1.8 0 1.8 n/a 1.8
Denmarka 1.4 n/a 1.4 n/a 1.4
Finland 0.5 - 0.5 0.6 1.1

France 0.3 0.8 1.1 0.9 2,0
Germany 0.5 1.6 2.1 0.1 2.3
Greece' - 0.1 0.1 n/a 0.1
Icelanda 0.1 0.1 0.2 n/a 0.2
Ireland' 0.3 4.8 5.1 - 5.1
Italy 0.2 1.1 1.3 - 1.3
Japan 0.2 0.2 - 0.2
Luxembourg 0.4 0.2 0.5 n/a 0.5
Nether1ands' 0.8 1.4 2.2 n/a 2.2
New Zealanda 0.1 13.0 13.0 - 13.0
Norwaya 0.5 0.2 0.7 0.2 0.9
Portugal n/a 0.5 0.5 n/a 0.5
Spain 0.03 1.1 1.1 - 1.1

Sweden 0.63 - 0.6 0.6 1.2
Switzerland 0.88 0 0.9 - 0.9
Turkeyc 0.5 n/a 0.5 - 0.5
United 2.4 0.2 2.7 1.6 4.2
Kingdom
United Statesa 0.4 0.9 1.3 0.3 1.6

Notes: Numbers may not add up as a result of rounding.
- indicates that there are no substantial forms of expenditure within the particular category, whereas n/a indicates
that information is not available.

1992 figures. b 1988. 1993.

Source: Numerators: data supplied by national official or academic respondents.

housing benefits (which go to people other than just those with incomes at the
assistance level), followed by two very different countries: France and Finland.

The expenditure figures in table 5.1 are for all recipients of social assistance
and not just pensioners. It is difficult to obtain comparable data on the cate-
gories of assistance recipients, but table 5.2 presents whatever information it
has been possible to gather on older people. The numbers in the first column
are expressed as a proportion of the total population, not the population of pen-
sioners, since comparable information of this kind is not available for many of
the countries. For some countries it has been possible to obtain an estimate of
pensioners in receipt of social assistance as a proportion of the aged population
(in column 2) and, for more countries, pensioner social assistance recipients as a
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Table 5.2 Aged social assistance recipients as a proportion of total population, total
aged population and total numbers claiming social assistance, OECD
countries, 1995

Notes: Total number of social assistance claimants may include some double counting.
a Total beneficiaries including partners and children (NOSOSCO, Social Protection in Nordic Countries 1995,
Copenhagen, 1997). b Including recipients of supplemental pension. C Number of claimants of local social assis-
tance not known. Total New Zealand superannuation. This pension is conversely means-tested: that is, available
to all over the age of 65 but subject to income tax and tax surcharge on other income over a certain limit.

Sources: OECD population numbers: national informants provided estimates of claimants receiving aged social
assistance from their national accounts.

proportion of all social assistance recipients (in column 3). Older recipients of
means-tested benefits are, not surprisingly, numerous in Australia and New
Zealand - which have no social insurance schemes - but also in the United
Kingdom and Ireland, where assistance benefits supplement relatively low
basic pensions. In the United Kingdom, for example, 18 per cent of pensioners
were receiving Income Support in 1995 and represented 27 per cent of all reci-
pients aged 60 or over. Older recipients of social assistance are relatively insig-
nificant in the majority of other countries. Apart from the countries mentioned
above, pensioners on social assistance represent more than 1.5 per cent of the
whole population (or roughly 10 per cent of the retired population) in Austria,
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Australia 8.8 46.9
Austria 3.4 (1993) -
Belgium 1.1 6.7 (1994) 30.0 (1994)
Canada 0.2 2.3
Denmark5 - 0.2 -
Finland 0.3 2.6 4.8
Francea 2,2 21.7
Germany 0.6 18.3
Greece 0.3 (1993) 4.1 (1992)
Iceland5 68b (1992) 1.7 8.0 (1992)
Ireland 3.2 (1993) 24.0 (1993)
Italy 1.3 (1994) 8.7 (1993) 33.6 (1993)e
Japan 2.3 43.3 (1993)
Luxembourg 0.4 22.5
Nethe'rlands 0.2 (1991) -
New Zealand 14.8 (1993) 58.0 (1993Y
Norway 0.2 (1992) 1.1 5.3 (1992)
Portugal5 1.2 457
Spain 0.4 11.4
Sweden5 0.3 1.6 3.3
Switzerland 2.3 (1994) -
Turkey n/a -
United Kingdom (60+) 3.0 27.0
United States 0.6 (1993) -

Country % total % total aged % total social
population population assistance claimants
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France, Japan and Switzerland. The composition of social assistance recipients
in a country is a function of various factors, but pensioners represent less than a
fifth of all social assistance recipients in all countries except Australia, Austria

robably), Belgium, France, Ireland, Italy, Japan, Luxembourg, New Zealand,
Portugal and the United Kingdom.

Although older people receiving assistance represent only a small propor-
tion of all assistance recipients in most countries, they are often single
women. The feminization of poverty, while varying among the countries
studied, is a significant feature of social assistance provision in the OECD
countries.

Eardley et al. (1996) collected data on trends in the proportion of the popu-
lation who were aged recipients of social assistance between 1980 and 1992.
Among these, Australia, Austria, Canada, Germany, Greece, Japan, the Neth-
erlands, the United Kingdom and the United States exhibited a decline and
Norway showed no change - only in New Zealand was there a significant
growth. In Iceland changes in the structure of pensions brought a large
number of older people into receipt of means-tested supplements. Belgium,
Portugal and Switzerland also experienced small increases. However old age
is, generally speaking, a diminishing reason for people to claim means-tested
benefits, in absolute as well as relative terms.

THE STRUCTURE OF SOCIAL ASSISTANCE

Government respondents in the Eardley et al. (1996) study were asked for a
statement of policy aims for social assistance. Those provided, which included
both statements enshrined in laws and constitutions and expressions of policy
by officials, were fairly similar across the whole range of countries. They basi-
cally encompassed three main principles.

The schemes are there to guarantee a minimum standard of living for
people whose incomes are insufficient.

To be eligible to receive them, people must lack the ability to support
themselves adequately by other means or by access to other resources.

Schemes are not meant to encourage dependency but should incorporate
measures to promote self-sufficiency and independence.

The relative emphasis placed on these three principles, as well as the term
"minimum", varies between countries. In some countries, including Austria,
Germany and Luxembourg, reference is made to decent standards or those in
keeping with human dignity: others refer to reasonable or adequate resources.
The basis for the establishment of the reference minimum for assistance schemes
differs widely between countries. Several, especially the Northern European and
Nordic countries, place a particular, expressed emphasis on the principle of sub-
sidiarity, or the necessity of drawing upon all other available help or resources
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before being entitled to public assistance. However the practical application of
this principle again varies considerably, both in terms of the range and level of
personal resources which are exempted from means testing and in the extent to
which it is expected that the resources of other people should be called upon
before an individual has a right to public assistance.

Table 5.3 provides a broad, comparative outline of some of the main char-
acteristics of the resource-tested benefits in the countries studied. The picture
provided is inevitably oversimplified and partial. However this form of presen-
tation helps to illuminate patterns of similarity and difference. It is concentrated
here on income-related or means-tested benefits providing either general or
group-specific cash help, and excludes the separate tied benefits, such as housing
support. The table differentiates between general and categorical social assis-
tance schemes for pensioners (where they exist). In most countries where
there is a categorical scheme for the elderly the general scheme will be of limited
or no importance for the elderly, and this factor has been noted on-the table.
The table includes information on the target group, the minimum age of eligibil-
ity, use of a nationality test and whether the main general minimum income
benefit available is organized predominantly on a national or subnational
basis, and is primarily rights-based or discretionary.

The policy of guaranteeing minimum incomes through one generalized, all-
encompassing means-tested benefit is still fairly unusual, and confined mainly to
the Nordic states (Bradshaw and Terum, 1997). Canada has one broad national
assistance framework, but the provincial autonomy of regulation and adminis-
tratiou has the effect of creating a set of regional subsystems of assistance. Japan
is a marginal case, since the assistance scheme there has a unified structure, but
is divided into a number of functional elements. It could be argued that Austria
and Switzerland also belong to the unitary group, since they share with some of
the Scandinavian countries a high level of regional or local discretion and their
main assistance benefits are general. However the categorical schemes outside
the main assistance benefits are payable to pensioners.

The majority preference is still for separate coverage by population category,
but here a number of approaches must be distinguished. One group, comprising
principally the southern European or Mediterranean countries, including
Greece, Italy, Portugal, Spain and Turkey, organizes limited minimum income
protection, principally in relation to specific groups such as older or disabled
people. In some of these countries there is then a discretionary local assistance
back-up. Although the scale of assistance provision in the United States is
much greater than in any of these countries, it may be argued that the structure
is not dissimilar.

Another group, including the United Kingdom and other northern Euro-
pean countries, has one primary and inclusive national assistance benefit,
together with a varying number of other categorical benefits which serve
somewhat different functions. The various categorical minima in Belgium and
Luxembourg allow less restrictive rules to apply to groups such as the elderly,
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who might be seen as more deserving, and have different sources of finance. In
the Netherlands the different schemes relate primarily to claimants' labour
market status. France and Ireland may be seen as fitting into this group,
although the extent of their coverage derives more from the range of group-
specific benefits rather than from one overarching one Finally Australia and
New Zealand have to be seen jointly as a separate case, where comprehensive
coverage derives from their fully resource-tested categorical benefit systems.
None of these divisions, however, can be seen as absolute. All countries have
developed individual approaches based on national history and policy tradi-
tions, and it is not possible to understand how widely income protection is
offered through different systems simply from the clusters of population
groups named as the target beneficiaries.

The treatment of resources

The principle of means-testing implies a series of administrative decisions about
what constitutes the private resources of a benefit applicant, with whom these
resources are assumed to be shared, who in a family or household should be
expected to contribute personal resources to the upkeep of other individuals,
and how much of the available private resources should be consumed before
there is a call on public assistance. The decisions different countries take on
these questions may reflect wider attitudes concerning the balance of responsi-
bilities between the state and the individual/family.

Table 5.3 below lays out, in a schematic and abbreviated way, some of the
main elements of the assessment process for entitlement to assistance benefits
in the countries in our study. It relates primarily to the main, generalized assis-
tance benefits where they exist. One difficulty involves making comparative
sense of all the many and varying ways in which assets are treated and the
forms and levels of income which are disregarded in the test of resources. As
a way of classifying the treatment of earned income, countries are divided
into four categories: those applying (a) no disregard, (b) a minimal earnings
disregard (up to 15 per cent of the standard single person rate), (c) a medium
disregard (between 16 and 40 per cent), and (d) a higher disregard (over 40
per cent). It should be noted that these are approximate calculations, since dis-
regards are often made up in different ways, apply only to earned or unearned
income, or vary for different family types. Sometimes they are only available for
limited periods or are reduced over time, and this is indicated in the table.

Looking at the treatment of earnings, it is first of all the group of Latin and
Mediterranean countries, along with Austria and Switzerland, which operate
the most stringent tests and allow the least amount of extra earnings to be
retained. In the same group are the Nordic countries of Iceland, Sweden and,
in effect, Finland, since it is reported that discretionary disregards are not
often applied. The same applies to Denmark, even though the guideline earnings
disregard is rather higher. Ireland comes into this group for Supplementary
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Welfare Allowance. The United Kingdom falls into a small group, including
Norway and the Netherlands, with relatively low disregards.

Among the countries with higher levels of disregards, which includes Aus-
tralia, New Zealand and the United States, these vary between client groups
and some are only available for a specific period. It is noticeable, however,
that Australia and New Zealand - the two countries with entirely selective
benefit systems - have means tests for most of their basic benefits which cut
in at a considerably higher level in proportion to benefit rates than do many
of those in Europe. This effect is accentuated by the tapered withdrawal rates
of benefit, which is unusual outside the English-speaking countries.

The treatment of assets is also very complex. A basic comparison is
presented in two parts. First, countries are divided into two groups: those
which take all liquid assets into account, applying only a small disregard or
none at all, and those applying a higher disregard to capital. Second, they are
divided according to whether, when they determine eligibility, they disregard
the value of a private dwelling or might expect claimants to sell their homes
before drawing on assistance. There is also variety in the range of other
income, including social security benefits, which are counted or disregarded in
the means test.

In the group which takes more capital and assets into account, we first of all
find Austria and Switzerland, with their highly discretionary and locally based
systems. They are also among those countries which pursue family financial
obligations further than most. But this group also includes several of the Scan-
dinavian countries, normally regarded as the most socially liberal. It is among
these countries that the principle of family financial obligation appears to be
weakest in relation to the resource unit for social assistance. Yet in Sweden,
for example, it is regarded as reasonable that, before having recourse to
social assistance, people might well be expected to sell their house, and a car
if they have one, unless there are no public transport alternatives for essential
travel. A number of other countries, including the Netherlands, can insist on
a home being sold if the value is above prescribed limits, while in Austria and
some states of the United States (for general assistance only) the authorities
can claim part of the equity of a claimant's house to recover benefit if the
house is sold.

Benefit and resource units

Although many countries describe entitlement to benefit as individual, that is,
claimants can be assessed for benefit on the basis of their individual entitlement,
the actual unit for whom benefit is payable is still normally the claimant, plus
spouse. Only Austria, Japan and Luxembourg count other non-dependent
adults in the household as part of the benefit unit (and thus include their
needs in the calculation of benefit due) and in Luxembourg there are many
exceptions to this rule.
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The differences become more marked, however, when we look at the
resource unit: that is, whose resources must be taken into account when apply-
ing the test of a claimant's means. Again the majority of countries take into
account oniy the resources of the claimant and the spouse, if there is one. In
the United Kingdom non-dependent deductions from housing costs imply an
assumption of resource sharing within the wider household, but the expectation
of intra-family support does not extend beyond this point. But there are a
number of countries where expectations of family support extend further. In
Austria, Germany, Japan and Switzerland social assistance claimants may be
expected to seek support from children and grandchildren - even, in Switzer-
land, potentially from siblings - before having recourse to public assistance.
It is also of interest in this respect to note that in Switzerland there are no stan-
dardized means tests: benefits are assessed according to a detailed and indivi-
dual investigation of both resources and needs, using standard household
budgets as a template. In France local Aide sociale for older people is subject
to a prior test of their (future) inheritors' means: monies paid can be reclaimed
from these family members or by first claim on any assets left on death. In Bel-
gium, too, regulations were recently introduced which oblige local authorities to
seek to recover assistance payments from parents or adult children of claimants.
How these rules work in practice varies considerably and social welfare workers
often have the discretion not to apply them, but what these countries have in
common is a strong tradition of family responsibility and obligation, backed
up in several countries by laws which specify duties of intra-family maintenance
which go beyond that of spouses or of parent and child.

At the other end of the spectrum is a small group of countries (Denmark,
Iceland, the Netherlands and Norway) which do not place a maintenance or
resource-sharing obligation even on spouses unless they are legally married.
Although no countries have gone as far as general individualization of
means-tested benefits, several, including the Netherlands and Ireland, have
introduced the possibility of splitting payments between partners.

Housing costs

Housing costs are often a crucial element of the income requirements of low-
income households, and many countries either include all or part of the costs
of accommodation within the assessment of needs for social assistance, or pro-
vide some form of separate income-related or means-tested housing allowance
to people on low incomes. The relationship between housing needs and low
income in a comparative perspective is, however, a matter of considerable corn-
plexity. To do justice to this area of assistance, a separate, comprehensive study
would be needed (see, for example, Kemp, 1997) and for present purposes only
the key elements of housing assistance are examined here. Table 5.4 summarizes
the main forms of help with housing costs in the countries in the study. The table
shows that only three countries (Italy, Spain and Turkey) do not have either a
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generalized scheme for housing assistance or an element within social assistance
payments to meet housing costs. However there are also differences between
countries as to whether the housing element of social assistance is paid as a
specific supplement or is meant to be met out of the standard assistance pay-
ment. Belgium and the Netherlands are the two main examples of the latter
approach, although where claimants face particularly high housing costs any
extra help available is purely discretionary in Belgium, whereas there is access
to a regulated housing benefit scheme in the Netherlands. As with other ele-
ments of assistance in Switzerland, help with housing costs is largely discretion-
ary and varies according to the canton or municipality.

Countries which operate general housing benefit schemes available to all
those on low incomes, as well as assistance recipients, include Denmark,
France, Germany, Sweden and the United Kingdom. Portugal also has a
time-limited general scheme, while Finland and Greece both have limited
schemes for certain categories of people.

One important aspect of housing support is whether it can cover mortgage
payments for owner-occupiers as well as rents. The picture is somewhat more
complicated than it appears from table 5.4, because there are often other
forms of subsidies outside benefit systems for both tenants and owner-
occupiers, including public house building, tax reliefs, rent controls and special
loan arrangements. However it is clear that the predominant pattern among the
OECD countries which have housing allowances is for means-tested help to be
available directly through social assistance to house buyers and tenants alike.
The exceptions are Australia, Austria (normally), Greece, Japan, Luxembourg
and Portugal. Within this broad pattern, however, there are differences as to
whether support is available to owner-occupiers in the same way as for tenants.
Some countries, for example, meet only the interest element of mortgage pay-
ments, whereas others meet capital repayments too. As indicated earlier,
some countries, including Austria and some states of the United States, for
general assistance, have the power to claim part of the equity of claimants'
housing property. The United Kingdom has recently introduced limits on the
level of mortgage for which interest payments can be made through Income
Support. There have also been calls in the United Kingdom for a form of
housing benefit to be extended to owner-occupiers because of a perceived imbal-
ance in the support available to Income Support recipients compared with
others on low incomes.

The costs which can be covered often include heating and other services,
as well as rent or mortgage interest, but what is more difficult to judge from
the information gathered for this study is how far, in practice, assistance
recipients' full housing costs are met in different circumstances, and how
much has to be met out of the main benefit payments. The model family
approach taken in the next section provides some further information on this
question for a number of family types living in rented accommodation (see
table 5.4).
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Take-up

It has long been a criticism of means-tested benefits that the proportion of
eligible people claiming benefits is often low compared to that for other types
of beneflt Van Oorschot, who has carried out perhaps the most extensive
studies to date of take-up in a comparative context (1991 and 1995; van
Oorschot and Schell, 1991), has suggested that, with the exception of the
United Kingdom, the proportion of eligible people not claiming social security
benefits has been a particularly neglected topic in the welfare state literature.
This observation was supported in the information provided by national infor-
mants for the Eardley et al. (1996) study. Less than a quarter of the countries
were able to provide any recent estimates of the percentage of eligible people
claiming benefits, and the basis of these was not always clear and tended to pro-
vide more information of take-up among groups other than pensioners eligible
for social assistance.

Non-take-up is influenced by factors at three levels: first the way benefits are
designed, second the way benefits are administered and third the way potential
claimants respond (van Oorschot, 1995). Non-take-up is more likely to be a
problem in means-tested benefit schemes, in schemes that have a density of com-
plex rules, have vague criteria for entitlement, are aimed at social groups which
are the subject of prejudice, supplement other sources of income and leave the
initiative in taking up benefits to the claimant. These characteristics exist in
many of the social assistance schemes in this study.

Many of the national informants also suggested that claiming social assis-
tance continued to be stigmatized to some degree, even where the existence of
the benefits had wide levels of support and legitimacy. Stigma, of course, is
hard to measure and the information available is impressive, but examples
were given, particularly from countries where local and discretionary systems
combine with small numbers of claimants. In these circumstances it is possible
for individuals, or particular groups, to be singled out as welfare recipients, and
for them to become the subject of prejudicial public attitudes. By contrast,
receipt of benefits in countries like Australia and New Zealand seems relatively
lacking in stigma, although even in these countries being able-bodied and unem-
ployed can attract residual prejudice.

Official estimates of the percentage of eligible people claiming benefits in
Australia suggest a relatively high level of take-up for most benefits. However
most of the estimates provided are of coverage of the known population
group and take no account of those who might be ineligible because of excess
resources. In this light, the Australian estimates look even higher, a fact
which may be partly explained by virtually all benefits being resource-tested
in some way. In Germany it was suggested that take-up was controversial.
Studies in the mid-1980s pointed to an increase for Sozialhilfe from an estimated
50 per cent in the 1970s to around 70 per cent. Japan appears to have had a low
take-up rate, at least in the early 1980s, but there are no more recent estimates
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and the present situation is unknown. An official estimate from Luxembourg
put take-up for the Revenu minimum garanti (RMG) at only around 50 per
cent - surprising, perhaps, given the relatively high level of benefits. However
the RMG is generally received as a supplement to some other source of
income and it may be that small entitlements are less commonly taken up.
This is a feature of take-up which has been observed in the extensive research
carried out in the United Kingdom, both by government and non-government
researchers (see, for example, Kerr, 1983; Fry and Stark, 1987; Craig, 1991;
Marsh and McKay, 1993; Department of Social Security, 1994; Corden,
1995). Official estimates put take-up of Income Support in 1992 at 77-87
per cent of expenditure and 65-77 per cent of caseload, depending on house-
hold type, and most of the amounts not claimed are estimated to be fairly
small.

Informants from a number of other countries, including Austria,
Belgium, France, the Netherlands and the Nordic countries, all suggested
that there were likely to be some take-up problems with the minimum
benefits in their countries, but that the question had not been extensively
researched. The Nordic social assistance schemes present particular difficulties
in discussing take-up, partly because of local variations in benefit levels in
some of the countries, but also because of certain specific features of the
conditions of entitlement. Take-up is also particularly difficult to assess in
other countries with highly discretionary systems, such as Austria and Switzer-
land.

LEVEL AND STRUCTURE OF SOCIAL ASSISTANCE FOR
PENSIONERS

Analysis of the level and structure of social assistance payments in the countries
in the study is based on data provided by the national informants on the impact
of different benefit packages on a series of model pensioners in specified, near-
identical circumstances. National informants were asked to produce estimates
of the package of income for pensioners in two different circumstances (see
table 5.5).

Social assistance

Social assistance comprised the package of benefits that would be received by
pensioners on social assistance. The package was estimated for two pensioner
households: a single retired person aged 68 and a retired couple both aged 68.
It was assumed that they were out of the workforce and did not have contrib-
utory records sufficient for any insurance-based pension. Even where minimum,
income-tested pensions were available they were not counted if they required a
record of insurance contribution.
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Table 5.5 Structure of social assistance package, for a couple aged 68.-Amounts per
month in dollars at purchasing price parities (after housing costs), of 1992.
OECD countries

Note: For non-pensioner households, the Italian figures should be regarded with particular caution. They repre-
sent optimistic assumptions about the likelihood and the level of awards to these households.

Source: National informants to Eardley et al. (1996).

Social security retirement benefits

For comparison purposes the social assistance benefits were compared with a
social security retirement benefit. It was assumed that none of the social security
retirement pensioners had any income from earnings. They were assumed to be
receiving the social security retirement pension payable to a person who had
worked since the age of 21, with a full record of contributions based on national
average earnings throughout his or her working life. This is a simplification of
real experience in many countries where pension entitlements have changed in
the last 40 years and does not reflect the real earnings trajectory of most work-
ers. Occupational pensions were not included unless they were compulsory and
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Social
assistance

Income
tax

Employee
contributions

Housing Health
costs

Other Total

Australia 825 165 8 652
Austria 458 458
Belgium 647 259 5 383
Canada 1188 485 5 73 771
Denmark 1038 21 146 3 874
Finland 124 32 631 723
France 831 16 47 800
Germany 491 491
Greece 121 175 54
Iceland 1005 266 19 720
Ireland 588 92 52 548
Italy 660 51 609
Japan 593 149 444
Luxembourg 890 16 243 8 655
Netherlands 831 146 25 660
New Zealand 941 141 273 17 510
Norway 865 326 11 528
Portugal 248 213 35
Spain 362 95 8 259
Sweden 739 40 19 680
Switzerland 1440 612 167 662
United Kingdom 612 12 600
United States

New York 736 560 79 255
Pennsylvania 682 16 97 763
Texas 633 170 15 111 559
Florida 633 402 111 342
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underwritten by the state. Again this assumption leads to the underestimation
of pensioners' incomes in those countries (such as the United Kingdom)
where occupational pensions are commonly payable on top of the state
schemes. In the case of couples, it was assumed that the female partner had
not been employed (again an unlikely assumption in some countries).

The calculations of cash benefits received, and tax and social security contri-
butions payable, were relatively straightforward, given the model pensioners'
circumstances. However, the calculation of other elements of the package
called for the establishment of a common context and framework for the
analysis. One of the most problematic areas is that of housing costs.

Housing costs

Housing costs are especially difficult to take into account. Costs vary within
countries and between countries according to tenure and the size, age and
location of the dwellings. In some countries rents may be controlled for those
persons occupying dwellings before a certain date. For owner-occupiers, loan
structures and interest rates vary between countries, often according to the
stage in the economic cycle, while the level of mortgage interest is also affected
by the stage of a purchaser's life cycle. There are also significant differences
between countries in tenure distribution at different income levels. Nevertheless
housing costs cannot be ignored. In many countries help with housing costs is a
critical element in the benefit package and, even where such support does not
exist, variations in housing costs mean that real income levels differ sub-
stantially before and after taking account of housing For this exercise, the
pensioners were assumed to be living in rented dwellings: rented from a
public authority, housing cooperative or housing association, if they were
common forms of tenure in the country, or from a private landlord if that
was the most common tenure pattern. In those countries with high levels of
owner-occupation, this assumption is less representative. However, leaving
aside the difficulties of making assumptions about owner-occupiers' costs,
pensioners receiving social assistance are more likely than others in most
countries to be living in rented dwellings.

National informants were asked to fix typical or representative rent levels
for such dwellings in a given town in their country. There is an argument for
using national average rents rather than local estimates, but previous experience
has suggested that up-to-date information on average rents is often not avail-
able. Locating the families in a given commune, town or city helps to structure
the comparisons where benefits vary locally, but it can be difficult in some
countries to nominate a typical or average location. The size of the dwellings
was specified and varied with the model families, so that single pensioners
were assumed to be living in one-bedroom dwellings and pensioner couples in
two-bedroom dwellings. Again this is an artificial assumption, as families on
constrained incomes will in practice make different choices in response to
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local housing markets. The national informants were left to determine whether
the dwelling was a house or an apartment on the basis of what was the most
likely accommodation type in their country.

Informants were also asked to provide the gross rent. One defect of this
method is that it does not take account of the value of any "bricks-and-
mortar subsidy" on the dwelling: the difference between the market rent and
the gross rent. If certain pensioners are benefiting more than other households
from living in houses with a bricks-and-mortar subsidy, and therefore have
lower rents for the same dwelling, the support package for such pensioners
will be underestimated. It is also anomalous that the rents assumed in some
countries are those subject to rent control. In these cases the rent is being sub-
sidized by the landlord.

National informants were then asked to give the net rent: that is, the rent
actually payable by the pensioners. The difference between the gross rent and
the net rent was then treated as part of the package of support, There is no
denying that these assumptions are both arbitrary and unsatisfactory in many
respects. However to ignore altogether the impact of housing costs and housing
subsidies would have been misleading.

Housing costs are not only a problem at the design stage of comparative pro-
jects, they are also difficult to handle at the analysis stage, particularly in a study
comparing the level of social assistance payments. The problem arises because in
some countries housing costs, or a proportion of them, are paid together with
social assistance. Thus the basic benefit takes account of some, or all, housing
costs. In other countries, housing costs are subsidized either by a reduction in
rent payable or by a housing benefit or allowance scheme which is administered
separately from social assistance. If comparisons are made of the level of social
assistance before housing costs, the first group of countries - those that pay the
housing subsidy in with social assistance - will appear to have higher levels than
the others. The answer to this is to avoid making comparisons of social assistance
before housing costs and to concentrate on comparisons after housing costs,
when income net of housing represents the income people have left to spend
on living costs other than their housing.

There is no simple solution to these problems. It would be wrong to compare
social assistance only before housing, yet it would also be misleading in certain
circumstances to compare social assistance incomes only after housing. The
answer is to present the results in most circumstances both before and after
housing costs, but also to bear in mind that results after housing costs are
strongly affected by the assumptions made.

The implied equivalence scale in social assistance
Table 5.6 provides a representation of the implied equivalence scales in each
country's social assistance scheme, before housing costs. In this table, the assis-
tance paid to a couple without children is set at 100 for each country: thus it
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Source: National informants to Eardley et al. (1996).

Pensioners and social assistance benefits

is possible to compare the relative treatment of pensioners and of childless
couples.

Most countries provide relatively larger assistance benefits to people over
retirement age: Canada, France, Greece and the United States are notably
more generous to people above pension age than to childless couples below pen-
sion age. Other countries including Belgium, Luxembourg, the Netherlands,
Portugal, Spain and Switzerland - do not vary their social assistance payments
between those below and above pension age. There are a few countries that
appear to pay higher benefits to working-age couples than to pensioners.
These include Italy, Japan, Norway and Sweden, although in Japan higher
benefits are paid to people over 70. On the face of it, these differences in pay-
ments to younger and older people without children do not appear to follow
any obvious pattern, though they may be related to the level of benefits available
from retirement insurance pensions.

123

Table 5.6 Implied equivalence scale of social assistance (before housing costs),
couple (35) = 100, OECD countries, 1992

Couple (35) Single (68) Couple (68)

Australia 100 60 100
Austria 100 86 117
Belgium 100 76 101
Canada 100 104 170
Denmark 100 57 115
Finland 100 59 134
France 100 118 210
Germany 100 66 120
Greece 100 127 253
Iceland 100 80 100
Ireland 100 78 112
Italy 100 55 93
Japan 100 62 94
Luxembourg 100 75 101
Netherlands 100 7.1 100
New Zealand 100 87 133
Norway 100 60 87
Portugal 100 50 99
Spain 100 58 99
Sweden 100 46 80
Switzerland 100 69 100
United Kingdom 100 86 133
United States 100 88 120

New York
Pennsylvania 100 136 200
Texas 100 261 384
Florida 100 249 367



Social security pensions: Development and reform

There is also little consistency in the ratio of social assistance paid to single
pensioners compared with couples. In Finland- single pensioners receive only
44 per cent of that received by pensioner couples, whereas at the other end of
the scale, in Iceland, it is 80 per cent. There certainly appears to be little consis-
tency in the valuation that countries make of the relative needs of younger and
older childless people dependent on social assistance, or single pensioners and
pensioner couples (see table 5.6).

Replacement rates

Tab1 5.7 presents a comparison of net incomes of pensioners on social assis-
tance with the net income they would have received if they had been working

Table 5.7 Pensioners' replacement ratio (net disposable income on social
assistance as percentage of net disposable income on average earnings),
OECD countries, 1992

Source: National informants to Bardley et al. (1996).
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Before housing costs After housing costs

Single person % Couple % Single pensioner % Pensioner couple %

Australia 34 54 36 57

Austria 30 40 46 80

Belgium 39 47 28 35

Canada 45 69 23 57

Denmark 47 81 55 100
Finland 23 54 42 109

France 42 71 48 83

Germany 21 34 28 46
Greece 7 12 7 8
Ireland 37 47 38 53

Italy 42 52 43 54
Japan 24 33 23 24
Luxembourg 43 52 36 44
Netherlands 58 77 53 78
New Zealand 39 61 32 58

Norway 45 62 34 54
Portugal 22 43 1 10

Spain 17 28 19 22
Sweden 40 70 53 110

Switzerland 62 89 51 91
United Kingdom 28 42 31 49
United States

New York 33 50 10 26
Pennsylvania 32 49 32 49
Texas 29 47 25 50
Florida 32 53 9 34
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for average earnings (one earner oniy in the case of the couple). It is in effect a
measure of the extent to which social assistance in retirement replaces net
income in work. The ratio is also a relative measure of the living standards of
pensioners on social assistance: the higher the ratio, the closer the incomes of
pensioners on social assistance are to those of similar people in work.

Before housing costs, the ratios vary for a single pensioner from 62 per cent
in Switzerland (the Canton of Fribourg) to 7 per cent in Greece and, for a
couple, from 89 per cent in Switzerland to 12 per cent in Greece. The United
Kingdom, at 28 per cent for a single person and 42 per cent for a couple,
comes well down in the ranking. After housing costs, in most countries, pen-
sioners' replacement ratios improve because housing benefits are of more help
to social assistance recipients; the United Kingdom, for example, moves up
the table for this reason.

It appears that in most OECD countries spending on social assistance for older
people represents a declining share of an already small proportion of the total
expenditure on social assistance as a proportion of all social security. The
income of older people in many countries has increased, partly because of the
maturation and improvement of pension schemes, and in a number of countries
even poorer older people are protected from having to claim general social assis-
tance by the presence of minimum, non-contributory citizens' pensions.

Older people are more likely to be receiving assistance in the English-
speaking countries, where social assistance covers larger proportions of the
population. However the population structures of Australia, Canada, Ireland,
New Zealand and the United States are relatively youthful, whereas the
United Kingdom has already effectively undergone much of the ageing process.
In Australia there has been some increase in the selectivity of pensions. In New
Zealand, a more concerted attempt to restrain expenditure has been made,
including the taxation of benefits. Yet even here demographic pressures do
not in themselves appear to be significant causes.
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FINANCING PENSION SYSTEMS 6

This chapter discusses the conceptual techniques and some of the problems of
financing pension systems, including especially the way in which the degree of
funding affects the financial equilibrium of pension schemes and determines
contribution rates. Other relevant sections of the book include the discussion
of investment policy (Chapter 7), the consequences for public finances (Chapter
14) and the design of pluralistic structures (Chapter 19). Technical Brief 1 places
some of the issues in the framework of a formal model, and Technical Brief 4
discusses the impact of demography.

The rules of the pension scheme determine the total amount of expenditure
which a society spends on pensions and the distribution of that amount
among beneficiaries. These rules determine who is eligible for a pension and
the size of his or her pension. Which, and how many, people, will receive a
pension will depend on the age distribution of the population, the rules govern-
ing the age of retirement, and who within the population is to be covered by the
pension scheme. How much they will receive is often a complicated function of
the number of years of contribution and the size of the contribution, and the
latter is often, in turn, related to the insurable earnings, which is rarely the
same thing as total earnings. To provide for pensioners' needs the financing of
pensions must ensure that sufficient amounts of money are available when
benefit obligations fall due. But since both the length of the contribution
period and the length of retirement are long and uncertain, and because many
things may change during this period - earnings, demography and the pension
rules themselves - estimates of total pension outlays are difficult to forecast.
And although they do not generally change rapidly from year to year, they
may change by large amounts over the span of a 40-year working life and a
20-year retirement. For these reasons the financing of pensions is one of the
most complex tasks in social security, and one which involves long-term projec-
tions as well as current concerns. Failure to get the estimates at least broadly
correct may lead to broken promises to the retired generation, unanticipated
increases in contribution rates or unwelcome calls on public sector finances.
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THE DEVELOPMENT OF PENSION EXPENDITURES

Two definitions

Two definitions are useful in the analysis of this kind of situation, both of which
provide an overall measure of the relative cost of the pension scheme. The first is
the pay-as-you-go cost rate. This is the ratio of pension expenditures to total
insurable earnings, which is itself a function, not only of the proportion of
total earnings which are taken into account for calculating pension contribu-
tions, but also of the number of people covered by the pension scheme. Few
countries cover all their workers for purposes of contributions, and in some
cases the proportion of uncovered workers can be a very large proportion of
the total labour force. It should be observed that the pay-as-you-go cost
measure is equal to the product of (a) the system old-age dependency ratio,
which is equal to the ratio of the number of pensioners to the number of
active contributors, and (b) the financial ratio, which is defined as the ratio of
the average pension to average insurable earnings.

The second measure is the national pension cost. This is simply total public
expenditure on pensions as a proportion of GDP. In this formulation the
system old-age dependency ratio is different from the population old-age depen-
dencj ratio in that it includes only those contributors and pensioners who are
actually covered by the scheme, rather than the population-wide ratio of the
total number of people over the age of retirement to the total labour force.
But if the share of total insurable earnings in the total remuneration of employ-
ees remains constant, and if the share of total remuneration of employees also
maintains a constant share of GDP, the two measures are proportional and the
curves of the two indicators have the same shape over time. The mathematical
formulation of the two measures in shown in box 6.1.

The pension life cycle
As a starting point it is useful to consider the likely growth of expenditure for a
pension scheme from its date of inception, on the assumption that earnings,
demography and the rules of the scheme do not change, and also assuming
that pensions are paid only to those who have contributed and in proportion
to their contributions.

In the first few years pension expenditures are small, mainly reflecting inva-
lidity pensions. This is because only a few individuals will have passed from
work to retirement and because they have contributed for only a very few
years and receive only small benefits. But as time goes on more workers will
retire, adding to the total number of retirees who will receive pensions. And
each new generation of retirees will have contributed for a longer period and
will receive a larger pension. Expenditure will increase rapidly.' Eventually,
however, this rate of growth will slow down and come to a halt. This will
occur when all new retirees have made contributions to the pension scheme
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Box 6.1 Two basic indicators for the development of pension cost
The pay-as-you-go cost (PAYG) measure is defined in year t as:

PAYG = Pt/At * AP/AiW

where, for any year t,

PAYGt is the pay-as-you-go cost measure,
P/A is the system old-age dependency ratio,
AP/AIW is the financial ratio,

and

A is the number of active contributors,
P is the number of pensioners,
AP is the average amount of pensions,
AIW is the average amount of insured wages or income.

The National Pension Cost (NPCt) measure is defined as:

NPC = (P * AP1)/GDP

= PAYG * W * WS

where, for any year t,

NPC is the National Pension Cost measure,
Pt is the number of pensioners,
AP is the average amount of pensions,
W is the share of insurable wages in total gross remuneration of employees,
WS is the share of total remuneration in GDP.

If the share of insurable earnings in total remuneration of employees (Wt)
remains constant, and if the share of total remuneration in GDP remains con-
stant, then PAYG and NPC are proportional.

over the full span of their working lives (and so will be entitled to a full pension),
when all existing pensioners are also entitled to a full pension, and when the
nunber of pensioners who die each year exactly matches the number of workers
who retire to become new pensioners. At this point, and in this idealistic world,
expenditure on the pension scheme will have reached a stationary state. A
picture of this growth pattern is shown in figure 6.1.

Two points need to be noted about this stylized development. In the first
place, it applies to all forms of financing method: pay-as-you-go, fully or
partially funded. The key requirement is that pension payments are related to
both years and level of contribution, and that no pensions are paid in respect
of years for which the individual did not make a contribution.

Second, it is very rarely that conditions remain unchanged for such a long
period. Real earnings grow over time; the demography changes, in particular
the age structure of the population covered and expected longevity; and the
rules of benefit entitlements may also change, usually in the direction of
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Figure 6.1 Typical expenditure development in a social security pension scheme

Cost ratio (percentage)

30

improved entitlements or extended coverage, and sometimes with retrospective
effect on the calculation of benefits. This latter effect means that the growth path
of pension expenditures comprises several S-shaped curves imposed one upon
the other and that the outcome is simply one of very rapid growth spread
over a long period of time. Even without a subsequent change in rules, it may
take a long time for the scheme to reach maturity - some 70 or 80 years from
its beginning - to the extent that some analysts claim that no existing social
security pension scheme has ever reached a fully stationary (that is, mature)
state.

Trends in pension expenditure

In these circumstances it is readily understandable that most public pension
schemes throughout the world have, over the second half of the twentieth cen-
tury, faced (in some cases rapidly) increasing levels of expenditure. Almost
everywhere pension expenditures now absorb the major share of total national
social expenditures, although the actual levels and share of pension expendi-
tures vary greatly between countries. Not only have levels of earthngs and
income increased greatly, but the demographic structure of the population
has aged (and is continuing to age rapidly), life expectancy has increased, the
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Table 6.1 Total expenditure by major functions as a percentage of GOP, selected
countries

Country Year Special schemes

Total social Pension Health care Other social For government
expenditure security functions employees and

war victims

Source: ILO. International inquiry into the cost of social security (various issues); see ILO 1996a,

coverage of pension schemes has expanded, the insured population has
increased (in large part because of greater employment of women, and because
the rules of the pension systems themselves have been enhanced, providing
better pensions).

Table 6.1 describes the current and past levels of pension and social expen-
diture for selected countries in six regions,2'3 measured as a percentage of GDP,
figure 6.2 displays this information in graphical form, and figure 6.3 shows the
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Africa
Benin 1996 0.40 0.30 0.00 0.10 0.00
Niger 1992 0.66 0.10 0.07 0.22 0.00
Tan2ania 1989 1.74 0.09 0.00 0.01 0,06
Togo 1996 1.09 0.62 0.05 0.42 0,00

Arab slates
Bahrain 1992 1.60 0.43 0.01 0.11 0.00
Kuwait 1996 5.00 4.70 0.00 0.30 0.00
Saudi Arabia 1996 0.18 0.17 0.00 0.01 0.00

Asia
India 1992 0.85 0.29 0.03 0.03 0.48
Malaysia 1996 0.10 0.04 0.00 0.06 0.00
Philippines 1996 1.31 1.01 0,24 0.062 0.00
Singapore 1996 1.70 1.42 0,26 0.02 0.00

Latin America
Colombia 1992 2.49 1.38 0.98 0.13 0.00
Chile 1992 10.64 5.57 1.69 1.45 0.00
Mexico 1996 1.17 0.70 0.26 0.21 0.00
Uruguay 1992 14.11 11.15 1.21 1.05 0.00

Central and
Eastern Europe
Bulgaria 1996 9.17 7.37 0.42 1.38 0.00
Poland 1992 21.35 13.11 3.20 5.45 1.29

Romania 1992 13.18 5.52 0.53 5.20 1.64

OECD
Japan 1992 11.65 3.81 3.7 1.43 1.94
Sweden 1992 39.86 18.67 7.33 11.86 0.01
United Kingdom 1992 21.19 5.80 5.52 6.61 2.16
United States 1992 13.89 4.81 2.03 4.35 2.19
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growth of expenditure on public old-age benefits as a percentage of GDP for the
OECD countries. In the OECD countries, expenditure estimates now stand at
around 10 to 12 per cent of GDP. This is the most affluent region of the
world, one whose pension schemes are the most mature. In many developing
countries of Africa and Asia expenditure on formal sector pension schemes
does not exceed 1 per cent of GDP. Latin America shows a wide range of expen-
diture figures, with some countries spending similar proportions of GDP to
those in OECD countries, and other countries with very low expenditures. Pen-
sion schemes in Central and Eastern Europe appear to absorb proportions of
GDP similar to those in OECD countries. But in all countries, and at all
levels of expenditure, there is strong evidence of rapid growth. As already dis-
cussed, much of this growth was due to the maturation of the public pension
schemes, but a significant proportion was also due to demographic factors, in
particular the ageing of population structures, to the growth of earnings and
incomes, and to an enhancement of the pension provisions themselves, espe-
cially the coverage of the schemes and the level of benefits. For the OECD
countries as a whole it seems likely that between 1960 and the early 1980s
roughly one-third of the growth was accounted for by demographic factors,
the remainder being attributable to extensions of coverage and improvement
of benefits. Pensions as a share of GDP have also clearly been influenced by
economic conditions in general and, in the case of the OECD countries, reflect
the slower growth which occurred in the mid-1980s.

Financing pension systems

Figure 6.2 Relation between pension expenditure as percentage of GDP and GDP
per capita
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Figure 6.3 Public social expenditure on old age as a percentage of GOP, 1960-93
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FINANCING SOCIAL SECURITY PENSIONS

The level of annual expenditure determines the amount of financial resources
required to finance a pension scheme, but it does not determine how this
income is generated. The actual choice of a pension-financing system requires
separate policy decisions, and there are various types of financing systems
among which to choose.

Objectives and definitions

Financing systems are defined as a set of legal provisions which aim at ensuring
that, in every year, the amount of expenditure obligations will be matched by
sufficient financial resources to meet them. It should be noted that this does
not mean that revenue and expenditure need exactly match each year: reserves
may be built up or drawn down, and borrowing may be allowed, provided
access to borrowing (or state finance) is assured. Financing systems are fully
described by the following parameters: (a) the financial rules under which
they operate, (b) the fihancing method, that is, the definition of the level of
funding pursued by the system, and (c) the type of resources which are used
to finance pensions.

The ultimate objective of any pension financing system is to keep a pension
scheme in financial equilibrium. A scheme is in short-term equilibrium if
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revenue equals expenditure in the current year. A pension scheme is in long-
term financial equilibrium at a given point in time if the present value of all
future expenditure is equal to the present value of all future revenue of the
scheme plus reserves held in the base year. This can be translated into a funda-
mental (simplified) equation for the general financial equilibrium of a pension
scheme:

R10+ fl * AIW1 * r, = TEXT *

where R0 is the reserve in year t0,

U is the contribution rate charged in year t,
' is the discount rate (1/(1 + i))',.
TEX, is the total expenditure in year t,
AIW, is the total amount of insurable wages or earnings in year t,
and t runs from 0 to infinity.

This equation must hold at any point in time for a theoretically unlimited
future period of time. The indefinite time frame is justified by the fact that
the existence of social security schemes is guaranteed by law for unlimited
periods.

All pay-as-you-go schemes are (or should be) in short-term equilibrium, but
may not be in long-term equilibrium unless changes are made to bring future
revenues and expenditures into line. Conversely all fully funded schemes are
in long-term equilibrium (or should be) but may not be in short-term equili-
brium. This does not mean, however, that they are not viable provided short-
term deficits (or surpluses) can justifiably be covered by borrowing or lending.

The financial equilibrium of a pension scheme is influenced by three sets of
determinants: demographic development, the economic environment and the
governance of the scheme. Box 6.2 lists the main factors influencing the financial
equilibrium of a pension scheme.

The above equation applies to pay-as-you-go financing systems, as well as to
systems which are financed on a fully funded basis,4 or all forms of intermediate
funding, but general long-term equilibrium does not automatically guarantee
liquidity at each specific point in time. In the case of pay-as-you-go systems,
the scheme is by definition in equilibrium on an annual basis, that is, revenue
and expenditure must equal each other each year, whereas under other options
temporary negative balances are theoretically possible (which would have to
be financed by borrowing) provided they would be covered by later annual
surpluses. Annual liquidity has to be ascertained by a further set of rules.

The specific provisions of the financing system must translate the financial
equilibrium and the annual liquidity requirement into a legal definition of
actuarial equilibrium. The actuarial equilibrium is defined by the social security
law which stipulates the size of the reserve which a pension scheme has to have
at any given point in time.
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Box 6.2 Summary of factors affecting the financial equilibrium of a pension
scheme

Impact on the income side Impact on the expenditure side

Economic factors
Growth

Employment (most
likely depends on (1))

Wage share and
wages (might depend
on (1))

Wages/inflation
Interest rates

increase

Demographic factors
Initial population

age structure
Mortality changes

Fertility increase

Governance factors
Design

Maintenance
(adjustment)

Administration cost
Registration

compliance
Wage compliance

Insured persons and
wages
Number of insured
persons

Insurable earnings

Insurable earnings
Investment income

Relationship of actives
to beneficiaries
Change in potential
number of contributors

Number of contributors
(long run) if economic
development permits

Contribution provisions

Ceiling on insurable
earnings

(Short-term) insurable
earnings
(Short-term) insurable
earnings

Entitlements and numbers
of beneficiaries
Number of beneficiaries
(invalidity immediately,
old-age in the long run)
Benefit amounts (after
time lag)

Benefit amounts

Relationship of actives to
beneficiaries
Change in the number of
beneficiaries and average
length of service
Number of beneficiaries
(long run)

Pension formula and
entitlement conditions
determining the number
and amounts of benefits
Benefit levels

Total expenditure
(Long-term) number of
beneficiaries
(Potentially long-term) level
of benefits

A private pension scheme is in actuarial equilibrium if, at each point in time,
the amount of reserves is equal to the present value of all liabilities of the
scheme, including the present value of all pensions in payment as well as the
present value of all pension rights accumulated by active contributors. If this
condition is met, the scheme is fully funded. The respective reserve level is
called the terminal funding level, since the reserves are sufficient to finance all
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present benefit obligations if the scheme were to be terminated at some later
date. With the exception of very few social insurance schemes, such as the
Social Insurance Fund in Kuwait, no major social security pension scheme
pursues a funding strategy of this type.

In social security pension schemes the actuarial equilibrium is a discre-
tionary concept.5 It translates the somewhat abstract formula of the long-
term financial equilibrium into concrete practice. Technically it is usually
stated in the form of a provision in the social security law which stipulates
that the scheme must maintain a certain level of funding, say k times the
annual expenditure, and that this ratio must be maintained over a certain
number of years x (the period of equilibrium). The periodical actuarial
reviews of many national social security pension schemes try to establish
whether the present, and likely future, financial status of the schemes com-
plies with the legally defined actuarial equilibrium. If this is not the case
then the valuation will make recommendations as to how the actual equili-
brium can be reinstated. Such an evaluation clearly involves a number of
uncertainties about the future course of events, and how they are likely
to affect pension obligations, and is itself clearly open to considerable
uncertainty.

Financial rules

Statutory public social security schemes operate on the basis of financial rules,
or principles, which are fundamentally different from private arrangements for
income security. Private insurance companies, for example, finance pensions on
th basis of a single financial rule of individual equivalence, which stipulates
that the present value of the contributions of each individual contributor enter-
ing the scheme must, on average, equal the present value of all benefits expected
by him or her. In the case of defined benefit schemes, in practice this generally
leads to pension insurance contribution rates which are calculated for cohorts
defined by the age of entry into the insurance. Individual premiums might be
charged for persons with certain handicaps. In principle, there are no transfers
between generations or income groups, the only risks insured being longevity,
premature death or invalidity (in case the latter two contingencies are included
in the insurance contract). In the case of defined contribution schemes, the
principle of individual equivalence is automatically fulfilled if each participant's
account balance is determined solely by his or her contribution and the asso-
ciated investment earnings.

The rules governing social security financing systems are more discretionary
than those dictated by private sector financial requirements, but can be deduced
from the general principles governing social security. One may identify three
main rules of social security financing, although in practice all three are
hardly ever fulfilled at the same time and, in reality, political compromises
are inevitably made.
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Financial solidarity6
Required contributions or taxes for pension purposes are charged on the basis
of the individual's ability to pay and regardless of his or her personal risks or
circumstances (for example, existing health impairments or the existence of
eligible dependants). In social insurance schemes this principle is generally
embodied in uniform contribution rates across the insured population charged
as a fixed percentage of insurable earnings. This might even be modified to pro-
vide lower contribution rates for low-income earners. Generally, in the case of
pension financing from direct taxation, this rule automatically applies owing to
the usual progressiveness of tax rates.

Collective financial equivalence

Collective financial equivalence requires that, at any point in time, the total pre-
sent value of all expected future expenditure of the pension scheme is equal to
the present value of all future income of the scheme (plus the initial reserve at
the respective point in time, if existing). This has three implications. First, it
simply demands that the scheme be in long-term financial equilibrium (which
is equivalent to the principle of individual equivalence in the private sector).
Second, it permits the redistribution of income between groups as long as the
long-term financial equilibrium is secured. It also stipulates that, over the
long run, income must cover expenditure regardless of whether reserves are
built up or whether the scheme runs on a pure pay-as-you-go basis. Third, it
implies that social security resources should not be used to finance non-social
security expenditure, which may happen if governments borrow resources
and either do not return them or return them at a value substantially lower
than market rates of interest would require. Nor should there be an external
subsidy to the scheme. The latter can occur if a scheme does not cover the
full population but is subsidized from general revenues. Both situations raise
serious equity questions with respect to whether one specific group of the society
should be asked to pay extra taxes (which occurs if social security contributions
are used for purposes other than social security requirements) or whether the
general public can be forced to subsidize the standard of living of a specific
group (which occurs when a scheme is subsidized from general revenues).

Intergenerational equity
The principle of intergenerational equity requires that members of all genera-
tions pay roughly the same share of their disposable income during their
active life in order to earn equal benefit entitlements (in terms of replacement
rates). This principle is the most contentious one, the least clear and the most
open to diverse interpretations. In pay-as-you-go or partially funded systems,
early generations normally pay lower contribution rates than the generation
at, or near, the maturity stage of the scheme, while often earning similar
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pensions. This might be called a windfall profit when a new pension scheme is
started in an economy with a roughly constant high standard of living. For
developing economies one might argue that a lower contribution rate for
early generations is justified on the grounds that their living standard is nor-
mally only a fraction of that of the following generations and it is thus only
equitable to transfer some of the benefits of the growth backwards to early
generations. If one were to finance a pension scheme on a theoretical constant
contribution rate, most of the contributions of the early generation would go
into the building up of reserves. At the maturity stage of the scheme, the
income from investments would help to finance the scheme and keep the contri-
bution rate at its permanent level. If the early generations had not contributed
to the building up of reserves, the missing investment income in the later stages
would be equivalent to the redistribution of income from later (normally richer)
to earlier (normally poorer) generations. Such an income redistribution might
still be regarded as socially equitable even if it is not, in a strict sense, actuarially
equitable.

In most cases these rules are not applied in their pure form. Often there are
tax subsidies for pension schemes which do not cover the total population or, on
the contrary, pension reserves are borrowed and consequently written off. Both
cases violate the rule of collective equivalence. In the case of defined contribu-
tion schemes, survivors' benefits, might depend to a crucial extent on the time the
breadwinner dies, which would violate the financial solidarity rule. The concept
of intergenerational equity is much debated, but not often clearly defined. It
may even be in conflict with reality, if there are no capital markets which
could absorb the initially high reserves under constant contribution rates, or
if the scheme lacks access to experienced investment management skills. The
extent to which societies adhere to the different rules, and their priorities
between the principles, are a matter of political preference. The choice of a
specific financing system implicitly reflects these preferences.

Financing methods and funding levels

Actuaries commonly distinguish three financing methods creating different
levels of reserves in a pension scheme: virtually no funding (that is, pay-as-
you-go), full funding and partial funding. The level of benefit protection pro-
vided and the financing of the scheme are, in theory, mathematically indepen-
dent areas. This can be demonstrated by table 6.2, which shows that bo.th
major types of pension benefits, that is pensions calculated on the basis of the
defined benefit method and pensions calculated on the basis of the defined con-
tribution method, can be financed by each of the three main financing methods.

Private sector pension schemes are usually fully funded; that is, they have to
dispose of sufficient resources to honour their obligations should the insurance
company, or the occupational pension scheme, be dissolved. Public pension
schemes, which are backed by a societal promise guaranteeing their liquidity
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Table 6.2 The independence of financing methods and benefit calculations

Defined contribution

Defined benefit
formula

138

Financing method

Notional defined
benefit schemes in
Poland, Latvia, Sweden

Tax-financed first-tier
system (e.g. in
Denmark and the
Netherlands),
contribution-financed
system (e.g. in France
and Germany)

Could be achieved in
notional defined
contribution schemes
with minimum funding
requirement

All social security
schemes with higher
than pay-as-you-go
funding level (e.g.
Japan, Cyprus, the
United States)

Mandatory savings
schemes in Latin
America (e.g. Chile,
Peru, Mexico)

Occupational pension
schemes (e.g. in the
United Kingdom),
some social security
schemes (e.g. Kuwait)

and indefinite existence, do not require the same level of funding. The level of
funding in social security schemes is determined by objectives other than the
exclusive financial safeguarding of pension promises, and by the legal definition
of the actuarial equilibrium of the scheme.

If, in the legal definition of the actuarial equilibrium, the funding ratio k is
smaller than one (that is, the scheme holds less than the equivalent of one year's
expenditure as reserves) and x equals 1, then the scheme is financed on a pay-as-
you-go basis with a small contingency reserve. A bigger k indicates that the
scheme is at least partially funded. A wide variety of rules are applied inter-
nationally. In the United States, for example, k is relatively high and x equals
75 years, whereas in Germany k is smaller than 1 and x is only 15 years. A
full terminal funding level of reserves would lead to a much bigger k, which
in each case would depend on the mortality rates of the population, the interest
rates and the benefit provisions of the scheme (for example, the retirement age).
Recent ILO calculations for the social security scheme in Trinidad and Tobago,
for example, indicated that the terminal funding level of k would be in the order
of ten times the annual expenditure.

Complex and pluralistic national systems composed of pay-as-you-go tiers
and fully funded tiers are, from an aggregate point of view, no more than a
partially funded pension scheme. Hence fully funded national pension schemes
are a rare exception rather than the rule, but a national pension scheme may well
have fully funded components.

SOURCES OF FINANCING

Public pension schemes have four types of revenues:

Type of calculation Pay-as-you-go Partial funding Full funding
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taxes in the form of allocations from general revenues, or in the form of
earmarked taxes;

social security contributions paid by employers and/or workers;
investment income; and
a range of other revenues, which generally only play a marginal role (such

as, for example, administrative fines or transfers from other social security
schemes).

Social security pension schemes are generally categorized as predominantly
contribution-financed or tax-financed. Yet fully tax-financed or fully contribu-
tion-financed schemes are rare. Most social security pension schemes are
financed by a mix of sources.7 Even many predominantly contribution-financed
pension schemes are subsidized to some extent from general revenues. Social
security benefits can, in practice, be financed using any source of government
revenue. The source of financing is normally related to the characteristics of
the benefit. Universal benefits are generally funded from general tax revenues.
Universal basic pensions in Denmark, for example, are paid from general
revenues. Means-tested social assistance benefits (such as, for example,
the public pensions in South Africa) are also usually funded from general tax
revenues.

Provident funds and individual account defined contribution plans are
financed from workers' contributions withheld from wages, sometimes without
a match by employers' contributions. Social insurance schemes are usually
financed by both employers' and workers' contributions, sometimes comple-
mented by government contributions. To the extent that schemes are funded,
investment earnings also help finance benefits.

In Africa, where coverage is low, social insurance schemes are usually
financed entirely from employers' and workers' contributions and investment
income. General tax subsidies for schemes with low population coverage
cannot be justified on equity grounds. In countries where coverage is low but
the government contributes to the social security system from general revenues,
if the source of the general revenues includes taxes from low-income people, this
type of financing is regressive since low-income workers tend not to be covered
in countries with low coverage. Primarily tax-financed social protection systems
are generally progressive (and are thus often more efficient at alleviating poverty
than social insurance schemes). They usually provide fiat-rate benefits, paid also
to people who have little or no attachment to the labour force, or who have a
limited capacity to contribute.

General revenue is used to finance a third of the earnings-related social
security benefits in Japan. In Cyprus the government contributes 3.5 per cent
of the total payroll (out of a total contribution of 16.5 per cent) to the financing
of the pension scheme. Because there is virtually complete population coverage
in both countries, this poses no equity problems. In many countries, general
revenue is used to pay for any deficit in social security, notably in the Middle
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East (for example, in Jordan) and in countries such as Bulgaria, the Russian
Federation and the Ukraine.

Financing can also come from earmarked taxes, which are reserved specifi-
cally for social security financing. For instance, social security benefits for
agricultural workers could be financed through a tax on agricultural products
rather than a tax directly on the workers. This approach has been used in
France. Revenue from income taxation of social security benefits of high-
income beneficiaries is used to help finance benefits in the United States. Part
of the government contributions to social security in Panama comes from a
tax on alcohol.

Proceeds from the privatization of government enterprises can also be
employed to finance public pensions, or the transition from one pension
scheme to another. Part of the financing of the Bolivian defined contribution
scheme, for example, came from the privatization of several state-owned indus-
trial enterprises. The proceeds of privatization were deposited in individual
accounts and will be used to pay an annual benefit for life to all citizens who
were aged 21 or older on 31 December 1995, regardless of their income or
their insured status under social security.

The source of financing also bears some relationship to the level of funding.
Predominantly tax-financed social security schemes are generally financed on a
pay-as-you-go basis, whereas contribution-financed schemes can operate at any
level of funding.

CONTRIBUTION SCHEMES

Contribution schemes are characterized by the incidence of contributions, the
contribution base and type and the desired funding level.

The incidence of contributions

The relative level of employers' and workers' contributions varies considerably
across countries, although in most the employer pays half or more of the total
contribution. In the former planned economy countries of Central and Eastern
Europe the contribution was .paid almost entirely by the employer. More
recently, in countries of Latin America such as Bolivia, Chile and Peru -
which opted for radical reforms using defined contribution schemes - social
security contributions are being paid entirely by the employee. El Salvador,
however, has established a mandatory defined contribution scheme to which
the employer contributes at a higher rate than employees. The split between
the employers and workers might not affect total labour cost at all. Many
social security analysts argue that workers - regardless of the formal sharing
of the contribution payments - bear the full contribution burden through
forgone wages. An advantage, however, of having employers and workers
pay at least part of the social security contribution is that it makes both
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Figure 6.4 Pension contribution rates, 1997
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parties aware of the cost of the scheme and achieves some sense of owner-
ship of the scheme. Contribution rates for selected countries are shown in
figure 6.4.

In some countries, the contribution rate varies according to the worker's age
and gender. It may also vary by occupation, especially when special provisions,
or special schemes, apply to some occupational groups. In Switzerland the con-
tribution rate to the mandatory employer-provided pension is higher for older
workers and increases at earlier ages for females than for males because women
can retire at an earlier age. In Bulgaria the contribution rate varies according to
occupation. In Norway it is reduced in certain geographic areas to encourage
employment in those areas and is lower for workers under age 16 and over
69. In Finland the contribution rate is reduced for workers starting up a busi-
ness. In a few countries the employers' mandatory contribution rate varies
according to the perceived ability of the employer, and perhaps ultimately the
workers, to pay. In Iraq the contribution rate of oil company employers is con-
siderably higher than for other employers (25 per cent, against 12 per cent). In
Australia and Finland large companies must contribute at a higher rate than
small companies.

While contributions to social security pension schemes are usually manda-
tory, in a number of countries some categories of workers may contribute on
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a voluntary basis. In Argentina, for example, housewives may make voluntary
social security contributions. Some countries allow self-employed workers to be
covered on a voluntary basis. This is the case in Chile and Panama, where self-
employed workers who fall within a certain income band and have no employ-
ees may make voluntary contributions. In several countries, including India and
Indonesia, establishments with fewer than five or ten employees, respectively,
may voluntarily cover their workers. In a few countries workers meeting quali-
fying conditions can reduce their social security contribution payments so long
as they participate in an individual or occupational pension scheme with a suffi-
cient level of protection. This arrangement, called contracting out, is possible
in Japan and the United Kingdom. Some schemes allow for the payment of
supplementary contributions on a voluntary basis, as in Chile, where a 10 per
cent contribution rate is mandatory but workers can voluntarily contribute
more to their defined contribution plan.

In most countries the mandatory contribution rate is constant across all
income levels. However in some countries the rate is progressive, being higher
for higher-income workers. This is the case in Haiti and the United Kingdom.
In Egypt a higher contribution rate applies for earnings above a certain
threshold. Two features of social security financing contribute to the progres-
siveness of social security pension schemes. First, countries can establish an
earnings deduction. For all workers, earnings below a fixed level are not subject
to contributions but the earnings deduction does not affect the earnings used in
calculating future benefits, Because the earnings deduction is a fixed amount, it
is relatively more important to low-income workers than to upper-income
workers. This feature is used in Canada.

A second feature is to charge progressively higher social security contribu-
tion rates on higher-income workers but base benefits on earnings rather than
contributions. This feature is used in the United Kingdom in its defined benefit
scheme. The defined contribution scheme in Colombia requires all members
who earn more than four times the minimum wage to contribute an additional
1 per cent of their income as a solidarity tax. The revenue is matched by budget
transfers and used to subsidize the contributions of specific poor groups in an
attempt to extend the coverage of the formal social security scheme.

The financing of pension benefits for the self-employed under social security
is a critical topic in many national schemes. Compliance is a notorious problem.
Defining contribution obligations in such a way as to not be a deterrent to self-
employment, while at the same time maintaining a meaningful level of protec-
tion, is a major challenge and national approaches vary greatly. In many pen-
sion schemes self-employed workers pay a contribution rate equal to the sum
of the employers' and workers' contributions, as in the United States. In the
United Kingdom low-income self-employed are exempt from the requirement
to contribute but may voluntarily do so. Self-employed workers earning
above a minimum amount pay a fiat weekly contribution, while higher-
income self-employed workers also pay an earnings-related contribution. To
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encourage self-employment, the contribution rate charged to higher-income
self-employed workers is less than half the combined employers' and workers'
rate. In Egypt self-employed workers can choose the level of earnings on
which their contributions are based, while taxi drivers pay a flat rate, which is
paid when they renew their drivers' licence.

In Panama self-employed workers may be covered voluntarily, and in Chile
self-employed workers earning above the minimum wage may participate if they
choose, but nearly all choose not to participate. Those who do participate pay
the same rate as employed workers.

Contribution base

Most contributions are levied on wages and individual earnings. Rather than
using actual earnings as a contribution base, some countries use a series of
wage bands, where all workers whose earnings fall within a particular band
pay the same amount. This system is currently used, for example, in some
countries of Central America, the Caribbean, and in Japan and Turkey. In
Jordan employers submit to the Social Security Corporation a statement of
the earnings for each employee as of 1 January. For employees who remain
with the same employer, those earnings form the contribution base for the
entire year, even though the employee's earnings may increase or decrease
during the year. These systems of basing contributions on a single earnings
figure for an entire year, or on the mid-point within an earnings band, are
assumed to simplify record-keeping and the calculation of benefits.

Restrictions are often placed on the earnings subject to mandatory contribu-
tions. As mentioned earlier, many countries have a ceiling on insurable earn-
ings, with no social security contributions required on higher earnings. Most
countries believe it is desirable to allow room for high-income workers to estab-
lish occupational pension plans and to have private savings. Alternatively, if
there is no ceiling on insurable earnings, but there is a ceiling on benefits,
high-income workers receive no additional benefit for contributions made on
earnings above those necessary to receive the maximum benefit. -

A minority of countries, such as Ecuador and Guatemala, have no ceiling on
employers' and workers' contributions. Brazil and the United Kingdom have no
ceiling on employers' contributions, whereas a ceiling exists on employees' con-
tributions. Not to apply the ceiling on contributions while maintaining a ceiling
on benefits makes the scheme more progressive, but contributions above a ceiling
not relevant for benefits are effectively a tax. Most OECD countries have a
ceiling on covered earnings and it generally lies between 100 per cent and 200.
per cent of the average wage. In the other regions, there are wider variations
in the level of a ceiling when expressed as a percentage of average wage.

The non-indexation of the ceiling is a major problem in some developing
countries. Often ceilings are not adjusted in line with wages or inflation,
hence the proportion of the total earnings subject to contributions of the
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total wage bill of the countries is declining rapidly. As long as benefits are more
or less related to covered earnings, this may not pose a big problem for the
financial equilibrium of the scheme but may make benefit levels, calculated
on the basis of a declining proportion of the total wages in the country, irrele-
vant from a social point of view. The ILO has observed these phenomena, for
instance, in some Caribbean countries and Turkey.

Earnings ceilings should generally be indexed in line with the growth of
earnings in order to maintain the level of protection over time, otherwise the
level of protection will gradually erode and could ultimately lead to the payment
of fiat-rate or minimum pensions to all participants.

Many countries have a floor on income subject to mandatory social security
contributions, not requiring workers with low earnings, or who work only a few
hours, to contribute. If workers with earnings under a certain floor are not
covered by social security then this might create perverse incentives for employ-
ers to create low-income no social security jobs (as is apparently the case in Ger-
many) Low-income earners either have no benefit entitlements or enjoy only
reduced benefit entitlements, as for example in Japan. Also workers below a
minimum age are often not required to contribute. This age is 16 in Jordan.
Some countries do not require workers above a maximum age to contribute.

The contribution base is the measure of worker earnings subject to manda-
tory contributions. In some developed countries, the growth of non-wage
benefits, such as special compensations and fringe benefits, has eroded the con-
tribution base (and tax base) by reducing the percentage of total compensation
that is subject to mandatory contributions. To deal with this issue in the United
States, employee contributions to a popular type of employer-provided defined
contribution plan, called the 40 1(k) plan (after the section of the tax code that
created it), are taxable under the social security payroll tax.

Total contributions can be increased by raising the contribution rate or
extending the contribution base. When governments need to increase pension
contribution income, they often do both. The contribution base could be
extended by raising the ceiling or lowering the floor on earnings subject to con-
tributions, or by making additional aspects of non-wage earnings subject to
social security contributions. However this may result in only a temporary
relief of financial pressures, as it may lead to a corresponding increase in the
future benefit level, in schemes providing earnings-related benefits.

Types of contribution

The type of contribution that a pension scheme charges reflects two things: the
policy choice a country has made concerning its preference with respect to the
different financial rules and principles of social security; and the level of funding
it has accepted or aimed at. A summary of the different types of contribution
methods and their major characteristics is provided in table 6.3, and more
details are provided in Technical Brief 1 on modelling tools.
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Pay-as-you-go

Partial funding (I)
(scaled premium)

Partial funding (II)
(general average premium)

Full funding (I)
(mandatory savings)

Full funding (II)
(terminal funding)

Full funding (III)
(constituent capitals)

Source: Author's compilations.

Contributions collected year by
year should exactly balance the
expected expenditure for the year

The contribution rate is fixed
over a defined period (called
"equilibrium period") so that
income and expenditure should
be in actuarial balance over this
period, taking into account the
funding objective at the end of
the equilibrium period

Premium balances the present
value of total expected future
benefits minus initial reserves
and contribution income, stays
constant in theory ad infinitum

Earnings-related constant rate
throughout the life cycle of the
scheme, scheme is in automatic
equilibrium

Contributions collected over a
defined period should be equal to
the discounted value of the
benefits accrued during this
period, subject to adjustments
for accumulated surpluses or
past unfunded liabilities

Contribution rate calculated so
as to cover each year the total
present value of all newly
awarded pensions during that
year; generally only applied to
disability benefits under
employment injury insurance
schemes

Financing pension systems

Table 6.3 Types of contribution

Does not lead to the
accumulation of funds except for
a modest contingency reserve
maintained to avoid liquidity
problems

The size of the reserve normally
goes along with the length of the
equilibrium period, and a
funding objective at the end of
the equilibrium period is fixed,
either to avoid liquidity problems
or to pre-fund part of the
liabilities

Accumulates similar level of
reserves to full funding but
higher during initial phases of a
scheme and lower towards the
final years (if calculated over a
defined period)

Terminal funding level of reserve
automatic

A reserve equal to the value of
all accrued benefit entitlements
is accumulated. The value of
accrued benefit entitlements
includes the value of current
pensions and the value of
benefit entitlements earned to
date by active and inactive
members

Terminal level of funding, but,
owing to absence of acquired
rights of contributors, lower level
than under (I), (II)
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Most occupational schemes (defined benefit or defined contribution) and
virtually all social security schemes charge an earnings-related contribution in
the form of a fixed percentage of insurable earnings (that is, a contribution
rate). This approach is an effort to charge contributions according to the ability
to pay (based on the financial solidarity rule). Benefit levels may, but do not
necessarily, depend on the amount of contributions paid or on earnings
during active age.

Most social security schemes are scaled premium systems. Even systems
which started out as fully funded schemes, or schemes financed on the basis
of a general average premium (the term is defined in table 6.3: a general average
premium can be interpreted as an "average" pay-as-you-go premium constant
over a very long period), were often turned into scaled premium systems when
the real financial development of the scheme, often the deterioration of the
reserves as a result of inflation, was not in line with original expectations, and
contribution rates had to be increased successively (the more than 100-year
history of the German social security pension scheme is an example).

The typical development of the most important alternative contribution rates
- such as the pay-as-you-go rate, the terminal funding rate (or the full-funding
rate), a scaled premium rate, or the general average premium - for a social secur-
ity pension scheme experiencing a typical expenditure development, as described
in figure 6.1, is displayed in figure 6.5. It should be noted that the contribution
rate developments show an actuarially idealized picture of reality. They assume
that all assumptions made on the demographic, economic and governance envir-
onment of the scheme hold true in reality. This will not be the case. Thus the
height and the width of the steps in the staircase of the scaled premium system
might vary over time and the general average premium will not remain perfectly
constant.

Determining the level of contributions

Even if benefit levels and eligibility criteria (and thus the level of total expendi-
ture, as well as the basic type of contribution financing) are fixed, the actual set-
ting of the contribution rate remains to some extent discretionary and a matter
of political choice. The level of the contribution rate in social security pension
schemes chosen by governments varies according to the following:

the political need to maintain the stability of the contribution rate over
extended periods for reasons of political acceptability and the maintenance
of the public confidence in the system;

the necessity to adapt the contribution level (and hence non-wage labour
cost) of the scheme to the present economic situation and expected future
developments;

the capacity to invest and manage the accumulated reserves effectively with-
out undue risk of mismanagement or asset depreciation;
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Figure 6.5 Typical development of alternative contribution types

Contribution rate (percentage)
30

20-

15- ----'--
II

0
US

r5? I

0
1 6 11 16 21 26 31 36 41 46 51 56 61 66 71 76

Year

Source: ILO estimates.

the need for a contingency reserve to cope with unexpected income shortfalls
or increases of expenditure.

Rate setting in fully funded and highly funded schemes

The least room for manoeuvre, with respect to the level of the contribution
rates, occurs if countries decide on a high level of funding, or even full funding
of a pension scheme. Some countries have decided to operate their schemes on a
high level of funding in the belief that this would increase their national savings
rate, although research results on the issue provide an inconclusive answer, as
discussed in Chapter 13, on the economic implications of social security.
Other countries follow a full funding regime for other purposes. An example
is Kuwait, which simply turned to full funding since it wanted to exploit the
positive economic situation, which was backed by abundant oil supplies, in
an effort to achieve some security for its long-term pension promises even for
the time when the oil supplies will have been exhausted. However there is no
guarantee that future generations will honour this effort to hedge the entitle-
ments of former supposedly richer generations. In any case the present
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economic situation makes hih initial contribution rates, determined on a term-
inal funding basis, possible.

India and Jordan have a relatively high level of funding of their defined ben-
efit pension schemes and aim to have full funding of their pension liabilities. The
assets of those schemes are mainly invested in either public securities or short-
term assets. Public pension schemes which are funded by investing in govern-
ment securities are little more than pay-as-you-go financing in the context of
overall public sector financing. While excess reserves are invested in public secu-
rities, non-social security tax rates are kept artificially low, excess government
expenditure is financed through social security contributions. During the
phase when governments have to redeem their debt, this must be done from cur-
rent government revenues; that is, government must raise taxes or forgo other
expenditure.

In fully funded defined benefit schemes, the contribution rate is the depen-
dent variable once the level of benefits has been set. The determination of the
contribution rate under mandatory retirement savings schemes should ideally
be based on a similar calculation, starting from desired benefit levels under a
full career and assumptions about wage growth and interest rates. But, once
the broad parameters have been determined, they remain fixed and other
aspects of the benefit structure become the dependent variables.

The accumulation of a high level of reserve funds can be desirable to pro-
mote the stability of the contribution rate in the context of an ageing population
or a maturing scheme. Nevertheless stability of the contribution rate is not
synonymous with full funding of pension liabilities Maintaining a high level
of funding makes the contribution rate sensitive to the unavoidable deviations
of experience from the actuarial assumptions underlying contribution and ben-
efit projections. These deviations generate surpluses, or deficits, that necessitate
periodic changes of the contribution rate to maintain the funding objective of
the scheme.8 The risks of pension funding are more important for countries
with unstable macroeconomic conditions or limited capital markets. History
has shown that pension. assets maybe depleted by high inflation, bad investment
policies (that is, bad management) or government abuse of pension reserves.

In any case, if a country decides to accumulate a substantial reserve for eco-
nomic purposes, it must do this during the early stages of a scheme's existence
while expenditure is low and contribution rates substantially higher than neces-
sary by pay-as-you-go standards. One way of doing this is to aim at a constant
contribution rate from the inception of the scheme. This is theoretically possible
with a general average premium system. While this contribution level is not
needed to cover current expenditure in the early years of the scheme, it can
be considered fair to the early contributing generations as they acquire the
same title to future benefits in exchange for their contributions as future genera-
tions. The stability of the contribution rate may enhance the sustainability of
the scheme by strengthening fiscal discipline via an early recognition of the
long-term cost of the scheme and the cost implications of benefit amendments.
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If a scheme was operated on a scaled premium, or a pay-as-you-go system, from
its inception, the first generations of insured persons would inevitably benefit
from the scheme as their return on investment, compared to that of subsequent
generations, would be positive. The general average premium can be calculated
on the basis of the formula for the general financial equilibrium. The resulting
reserve level is a dependent variable which will reach a maximum around the
mid-point of the period over which it is calculated (which is usually a long
period used as a proxy for the theoretically infinite period over which the con-
cept of the general average premium is based).

Rate setting under pay-as-you-go or scaled premium regimes

Even after the reforms instituting first- or second-tier defined contribution
schemes in eight Latin American and three Eastern European countries, most
national social security schemes are still financed on a pay-as-you-go, or
scaled premium, system. The borderline between the two systems is a matter
of definition. Whether a scheme is financed on a pay-as-you-go basis with a
necessary contingency reserve, or by the scaled premium method with a rela-
tively small technical reserve, is a matter of judgement. Still the process of
fixing the level of contribution rates under both systems deserves some reflec-
tion.

There is no fixed rule as to the level of the contingency reserve that a pay-as-
you-go scheme has to maintain. The most rational procedure would be to simu-
late, through a combined analysis of economic and actuarial risks, the financial
development under a most pessimistic economic scenario, and then calculate a
contingency reserve which would cover income shortfalls during the period in
which policy makers would need to adjust either the contribution rate or the
benefit provisions to the different economic circumstances. The level of reserves
depends on the volatility of the economy and the state of maturity of the
scheme, but a contingency reserve of one to two times the annual expenditure
should be sufficient in most cases.9

Frequent revisions of the contribution rate under a pay-as-you-go or scaled
premium would be preferable to avoid an excessive accumulation of reserve
funds, and to gradually adjust the contribution rate, or alternatively to keep
the contribution rate at a low level in a period of economic difficulties or in
the early stages of economic development.

The decision of countries to opt for partial funding rather than pay-as-you-
go financing is generally motivated either by the intention to limit contribution
rate increases during the first years of the scheme or by an interest in receiving
investment income to finance part of future pension expenditure. Some OECD
countries (Canada, Sweden) have recently decided, or are discussing, the possi-
bility of raising the funding level of their social insurance schemes as a way of
reducing future contribution rates during periods of high pension expenditure
associated with the ageing of their population.
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However experience has shown that the phased increase of contribution
rates under a pure pay-as-you-go or a scaled premium approach has substantial
political risks. It is tempting to introduce a pension scheme with a generous pen-
sion formula and an initially low contribution rate, since the scheme has only a
few pensioners during the first one or two decades. But when expenditures
increase, as they will normally do with full force during later years of the
maturation phase (figures 6.1 and 6.2), contribution rates will have to be
increased. The rule of thumb which generally applies in this situation is that,
the longer the period of contribution stability under a scaled premium
system, the higher the necessary increase in contribution rates between the dif-
ferent periods of stability, provided that a defined level of funding (that is, a
defined capitalization ratio of k) is to be maintained.

The political problem is that governments often wait too long before a
contribution rate is increased, as each contribution hike, even if perfectly
normal and foreseeable financially, is politically unpopular. Waiting too
long means either running the scheme into liquidity problems or having to
ask for a large rise in contributions. Political managers often react by using
consolidation measures, which imply the reduction of benefit levels or the
tightening of eligibility conditions. To some extent these might be justified,
as beneficiaries in young schemes generally have only limited entitlements
and generous pension formulas help boost their standard of living. Later on,
as the average careers of beneficiaries lengthen, tighter eligibility conditions
and benefit entitlements earned per year of service might be justified. However
maintaining the financial equilibrium by adjusting benefits has become
common practice, often necessary but certainly not always good governance.
Reductions in benefits are generally detrimental to the public credibility of
the scheme, which is its most important asset. In order to avoid ad hoc manip-
ulations as much as possible, all schemes and particularly new ones, need three
provisions.

A clear definition of the actuarial equilibrium (that is, stipulating the
period of equilibrium x and the funding ratio k) combined with a rule as to
when the contribution rate must be increased.

A benefit formula which can be maintained at the stationary state (not
only during the early years or decades of the scheme), possibly combined
with transparent transitional benefit provisions for the early pensioner genera-
tions (the so-called "grandfather clauses").

A set of demographic and financial stabilizers which stipulate how the
financial consequences of adverse future demographic and financial develop-
ments will be allocated between contributors and beneficiaries.

Without such a clear set of rules, the financial equilibrium of a partially
funded scheme, or even a pay-as-you-go scheme, cannot be maintained.
When partially funded schemes have failed in the past, failure can often be
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traced back to political opportunism which has failed to define or adhere to
rules similar to these.

This reasoning also shows that the independence of pension expenditure and
pension financing is a theoretical concept which might hold true for the initial
determination of the financing system, but that the political realities of later
financial management of a scheme clearly abolish that independence. In politi-
cal practice, benefit levels will be chairenged whenever contribution rates are
under pressure.

CONCLUSIONS: POLICY CHOICES

From a social security point of view it is of secondary importance whether the
necessary cash flow is generated entirely by current revenues financed on the
basis of wages or entirely from the returns on invested reserves or some
mixed sources. What is important is that it covers the costs set by the benefit
provisions, and the administrative costs. Once the sources of cash are decided
then the determination of a financing method for social security schemes is
entirely a matter of social and economic policy choice. But there are constraints,
opportunity costs and risks involved in the choice of any financing system.

The choice of a financing system and method is equivalent to fixing two of
the following four parameters:

the target or benchmark benefit levels (either absolute amounts or in terms of
a replacement rate),
the degree of actuarial equity between generations,'°
the desired level of reserves,

the desired level of the contribution (or tax) rate.

But out of the numerically possible six combinations only three make sense.11

If one were to determine the desired benchmark replacement rate and a
specific level of reserves for a number of years, one would select the pay-as-
you-go or a partially funded method of financing. One advantage lies in the
low burden on the early generations and the fact that the level of reserves can
be adapted to the absorptive capacity of the capital market. The opportunity
cost is embodied in the loss of actuarial equity. The risk is that increasing con-
tribution rates (driven in part by demographic developments) during the matur-
ing phase might not remain politically acceptable in the future. Non-acceptance
might lead to a political downward correction of the replacement rates.

To aim for an equal distribution of the burden between all generations,
thus pursuing actuarial equity, and to fix a desired contribution rate, the repla-
cement rate would have to become the dependent variable. This would be the
case under a defined contribution scheme where the level of overall reserves,
and hence the replacement rate, would be dependent variables. These variables
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would depend, to a substantial extent, on the performance of the capital market.
If the government were to guarantee a certain minimum replacement rate, there
would be the risk that future generations might be required to subsidize the
system on a pay-as-you-go basis and hence compliance with the rule of interge-
nerational equity could not be guaranteed.

3. To fix a benchmark replacement rate and pursue the principle of actuarial
equity, the level of the contribution rate would be the dependent variable. Most
likely substantial reserves would be built up, but the level of reserves would also
be a dependent variable. The build-up of reserves could be of the same order of
magnitude as those under the defined contribution scheme, and the degree of
risk with respect to operations of the capital market would be similar. Future
shortfalls in investment income (for example, owing to the fact that capital mar-
kets do not have sufficient absorptive capacity) would need to be compensated
by additional contributions from future generations. Hence the principle of
intergenerational equity might not always be guaranteed.

The above reasoning shows once more that the theoretical independence of
benefit levels and financing systems is little more than academic theory. If
countries pursue multiple social, economic, financial and fiscal objectives in
their pension schemes, which all of them do, then the level of benefit expenditure
and hence benefit levels and the financing systems are interdependent in both
political and economic terms. Pension financing must take account of this inter-
dependence.

Notes

If the growth of the pension cohort in the early years - after the first pensioners become eligible
for benefits - exceeds the growth of the active population in the same years, the pay-as-you-go cost
increases. This is a normal phenomenon since the growth of the first pensioner cohorts during the
maturation phase also reflects the growth of coverage of the scheme in its early years, which nor-
mally slows down after the first one or two decades of the scheme's existence.

2 Brief 4 shows a comparable pattern of expenditure growth.
The estimates are drawn from an ILO enquiry into the cost of social security which contains

data furnished by national authorities. See ILO (l996a) and various editions.
4"Fully funded" in this context means that the scheme holds at each point t in time an amount

of reserves equivalent to the present value of all future pension payments, and all future financial
liabilities which would arise from accrued entitlements of the insured population. This would theo-
retically permit termination of the scheme at point t while the scheme would still be able to honour
all its liabilities to the insured persons.

For a discussion of the concept of the actuarial equilibrium, see also ILO (l997h, p. 39).
6 It should be noted that this solidarity rule, or principle, refers to the financing side of a pension

scheme only; the expenditure side, embodied in a pension formula, might have more solidarity
elements.

See also Chapter 14.

The great difficulty of guaranteeing pension indexation with funded schemes illustrates this
point.

Until recently the Quebec pension plan estimated that, to face an economic downturn, a con-
tingency reserve of twice the annual expenditure was sufficient. However, in order to provide for
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some smoothing of future contribution rates through returns on the investment of technical reserves,
it will in future gradually increase the level of funding to four to five times the annual expenditure.

'°Actuial equity is used here as a replacement for the somewhat loose concept of actuarial
fairness, since fairness cannot be defined in objective quantitative terms. Actuarial equity implies
either that contributions and benefits are equivalent for all consecutive generations of contributors
in the sense of the principle of equivalence or that a possible imbalance between benefits and con-
tribution rates is equal for all consecutive generations.

Other combinations would lead either to socially unacceptable results (such as fixing the con-
tribution rate and the desired level of reserves, or the reserve level in combination with perfect
actuarial equity, which would make the replacement rate entirely unpredictable) or to financially
unacceptable outcomes (such as fixing the contribution rate and the benefit level, which would
put the financial equilibrium at permanent risk).
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THE MANAGEMENT OF INVESTMENT 7

This chapter sets out principles and issues for the appropriate investment of
assets by mandatory funded pension schemes, drawing on relevant country
experience as well as theory. It makes particular, but not exclusive, reference
to the situation of developing countries, and notably to the Latin American
model of pension funding pioneered by Chile. The chapter is structured as fol-
lows. It first outlines four real-world models of mandatory funded pension pro-
vision, of which the Chilean is one; the others are national provident funds (such
as Singapore and Malaysia), mandatory occupational pension schemes (as in
Australia and Switzerland) and social security trust funds, which provide a
back-up for social security pay-as-you-go pensions (as in Sweden). It goes on
to examine the financial and economic preconditions for funding, covering
the general pattern of financial development and focusing on the point in this
process at which funding becomes feasible. It examines management issues,
including general themes regarding investment, and politicization of investment
that may be a risk for publicly managed funds. It then focuses on regulatory
concerns for pension funds. The regulatory capability for developing countries
is also considered. The chapter considers the performance of existing schemes,
viewed in the light of the various regulatory and structural factors outlined
above, and compares them to various benchmarks. Related issues in other
parts of the book include the operation of public and non-public pension
schemes (Chapter 2), the financing of pension schemes (Chapter 6), the risks
to individuals (Chapter 12), the normative basis for policy (Chapter 15), the
development of pluralistic designs (Chapter 19); see also Regional Brief 3 on
Latin America.

The difficulties facing pay-as-you-go social security pension schemes in both
developing and OBCD countries are leading to growing interest in the advance
funding of pensions as a complement or even a substitute. Given the belief that
individuals may not voluntarily save sufficiently for old age, and in order to
reduce future government liabilities durably, mandatory schemes which involve
the investment of pension fund assets are sometimes favoured. A crucial issue in
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this regard is the investment of assets by mandatory funded retirement pension
schemes. If investment provides an inadequate rate of return, pensions may be
insufficient to ensure satisfactory living standards for retirees. Low rates of
return may arise owing to investment in low-yielding assets or to excessive
administrative costs. Meanwhile, if investments are too risky, pensioners risk
poverty if they retire in unfavourable market circumstances, even if the mean
rate of return over time is high. Excessive risks may arise if assets are inade-
quately diversified. A poorly designed funded scheme may indeed be worse
than the pay-as-you-go scheme it replaces.

Whether potential rates of return on financial assets are actually realized by
a funded pension system depends on the efficiency of the investment process.
Retirement benefits actually obtained also depend on whether assets may be
used for other non-retirement purposes, such as education or housing. More-
over the risk of investment in financial assets may also play an important role
in retirement income security. This is because it influences both the value of
assets and the potential for the cost of annuities to be prohibitive at the time
of retirement.

INVESTMENT IN THE CONTEXT OF FOUR MODELS OF
FUNDED MANDATORY RETIREMENT PENSION SCHEMES

Mandatory funded retirement pension schemes tend to be of four types:

personal defined contribution accounts managed on a decentralized basis
by investment management companies;

personal defined contribution funds invested centrally by public institu-
tions (provident funds);

mandatory occupational funds, which are usually defined contribution
accounts as a minimum requirement; and

social security trust funds, which are basically an adjunct to defined ben-
efit pay-as-you-go pension schemes.

With the exception of social security trust funds, such mandatory retirement
saving schemes are an intermediate form between pay-as-you-go social security
and voluntary occupational pension funds in that, like the former, they are com-
pulsory and rights are freely transferable between jobs, but, like the latter, they
are funded.

Personal defined contribution accounts invested by
management corn panes

The main features of personal defined contribution funds for retirement are that
they are held in individual accounts and managed by private (or public), com-
peting asset management companies selected by the individual. Chile is a case in
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point: this is the longest-established such system, although others have been
introduced in Argentina, Colombia, Peru and Uruguay.

The Chilean system, set up in 1981, is a decentralizçd mandatory retirement
scheme. The system is based on defined contribution schemes. The system
replaces pay-as-you-go social security retirement benefits for most workers,
with no intentional redistribution, but the government guarantees a minimum
pension of about 22 per cent of average earnings to those retiring after 20
years' contributions, and is thus obliged to make up the difference when the pen-
sion fund falls short.

Pension assets are invested by private investment management companies
on the basis of one account per worker. Workers are allowed to transfer if
they are dissatisfied with the manager's performance. On retirement, workers
are obliged either to buy an indexed annuity with the bulk of their accumulated
funds - a system facilitated by long-standing and credible use of indexed debt in
Chile - or to carry out programmed withdrawals, again to seek protection
against the risk of longevity. A complex regulatory structure protects workers
- and the government, given its minimum pension guarantee.

Personal defined contribution funds invested by public
institutions (provident funds)

The main feature of provident funds for retirement is that they are accumulated
and invested solely by the government. The examples chosen for illustration are
Malaysia and Singapore.

The Malaysian fund (see Bateman and Piggott, 1997) was set up in 1951 in
response to the challenge of providing a system of retirement income provision
from scratch. Whereas Malaysia was well provided with banking facilities, it
lacked long-term domestic private investment sources and, owing to political
instability in the region, it could not rely on foreign capital inflows. Only
lump-sum benefits are provided; early withdrawal for house purchase is also
permitted. Historically most assets have been held in the form of government
securities, which are lent for development purposes by the Employees' Provi-
dent Fund Board, under the direction of the Minister of Finance. More recently
the government's need for financing has declined and the Employees' Provident
Fund has diversified.

The pension fund in Singapore (Asher, 1998a) is a compulsory, defined con-
tribution fund, set up in 1955. The fund is administered by the govermnent
investment agency, the Central Provident Fund, although the actual investment
of the accumulated monies is carried out by the Government of Singapore
Investment Corporation and the Monetary Authority of Singapore. The Cen-
tral Provident Fund invests in non-tradable government bonds and liquid
bank deposits with the Monetary Authority of Singapore. The latter then
invests the assets as foreign exchange reserves, and the Government of Singa-
pore Investment Corporation invests in foreign equities. Since 1987 workers
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have been required on retirement to purchase life annuities providing 25 per
cent of average earnings; the rest may be withdrawn as a lump sum. A certain
proportion may also be used for housing and education. Withdrawals are
also allowed for personal investment in approved securities once a minimum
sum is in the account. Redistribution within the system is avoided, and there
is some inequality, since only high earners are able to accumulate a sufficient
amount to invest in higher-yielding instruments.

Mandatory occupational defined contribution funds

A number of OECD countries require companies to provide defined contribu-
tion pensions for their employees, and select managers to invest the monies.
Defined benefit funds also often continue to exist under such regimes. Self-
employed individuals are obliged to contract with life insurance companies
for their pension savings. Two examples are Australia and Switzerland.

The retirement income system in Australia (covered by Bateman and Pig-
gott, 1997 in a comparison with Malaysia) was shaped by a series of reforms cul-
minating in the introduction of a superannuation guarantee charge (SGC) in
1992, which makes membership in a defined contribution private pension
scheme a right and condition of employment.1 Related reforms reduced tax con-
cessions and the attractiveness of lump sums relative to annuities,2 and
improved vesting and portability conditions. Well-developed financial markets
were an important precondition for the reforms. As a consequence of these
reforms, since 1983 - when overall coverage stood at 40 per cent - both coverage
and assets have increased dramaticalJy; in 1993 an estimated 92 per cent of full-
time workers were covered and national saving is thought to have increased.
Some concerns remain about the structure of provision; for example, annuities
are not paid from the funds themselves, leaving pensioners vulnerable to fluc-
tuations in private annuity rates. Workers are not able to lock in an interest
rate in advance for converting their account balance to an annuity. Thus the
value of their monthly benefit depends on the interest rate prevailing at the
time they retire. Most pensioners still take lump sums, thus putting their retire-
ment income security at risk, and this option increases adverse selection for
those choosing annuities. Those taking annuities tend to have long life expec-
tancies, and thus life insurance companies price annuities so that they are
only attractive to people with long life expectancies. Also the imposition of com-
pulsory pension funds on small companies has prompted them to cut employ-
ment, lower wages and employ more casual workers.

The Swiss pension system (Hepp, 1990) consists of the social security scheme
(AHV-IV/AVS-AI) and the compulsory occupational pensions (BVG/LPP).
The BVG requires companies to set up a defined contribution scheme, invested
either internally by foundations set up for that purpose or externally by banks
or insurance companies. When instituted in 1985, the BYG scheme was grafted
onto existing private pension schemes, which already covered 85 per cent of the
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workforce. Many individual company funds offer defined benefits, which may
aim for a higher replacement ratio than that required. The BVG system is com-
plemented by a large personal pension sector for the self-employed.

Funded defined benefit social security pensions

The rationale for a social security trust or buffer fund is typically to cover the
period when the pay-as-you-go social security pension scheme would require
increased contributions or lower benefits, as the demographic transition to an
older population takes place. Trust funds are often intended to be temporary,
to run out once this period ends. Whereas a number of countries (including the
United States) have trust funds to cover social security obligations, Sweden
invests in a range of private sector securities and not merely in government
bonds. The Swedish system is therefore particularly appropriate for study. The
funded social security scheme is known as the National Supplementary Pension
Scheme (ATP Scheme), set up in 1960. This is effectively a form of funded, earn-
ings-related social security, which complements a basic, fiat rate, pay-as-you-go
social security scheme. It covers 90 per cent of the workforce. The aim is to accu-
mulate significant funds to provide future benefits, thus offering an occupational
pension that is indexed and equal to a sizeable proportion (60 per cent) of the best
years of earnings.3 The fund is administered independently of the government in a
series of sub-funds, which invest monies from different sectors of the economy
(public. sector, large companies, small companies/self-employed) in a variety of
both public and private financial assets.4 In 1995 assets were over 30 per cent
of GDP. The Canadian province of Quebec provides another example of a
funded defined benefit social security scheme (see box 7.1).

FINANCIAL AND ECONOMIC PRECONDITIONS FOR
DEVELOPING FUNDED PENSION SCHEMES

There are a number of preconditions that developing countries which wish to
adopt funded pension schemes must fulfil before introducing them. Financial
market development is the main focus of this section. That, however, may
not be the only criterion. Any form of mandatory retirement savings requires
a certain level of income and wealth in the population, as poor households
cannot afford to put aside large sums for their future needs. The issue addressed
is whether a higher-income developing country, which has sufficient income and
wealth to justify a funded social security scheme, can do so given its financial
market and macroeconomic environment.

The pattern of financial development

A well-functioning funded pension scheme requires a stable and efficient finan-
cial market infrastructure. The financial infrastructure consists of the legal
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Box 7.1 A success story of public funds management: The case of the Quebec
Pension Plan

While government management of pension funds has often resulted in high
expenses and low returns, there are also examples of successful management.
Canada has two social security retirement benefit plans: the Quebec Pension
Plan for the Province of Quebec and the Canada Pension Plan for the other pro-
vinces. Since the introduction of the scheme in 1966, the funds of the Quebec
Pension Plan have been invested in much the same way as private funds.
The funds are managed by a public institution which operates independently
from the Quebec government: the Caisse de dépôt et placement du Québec. The
funds of the Canada Pension Plan, by comparison, have been invested in
long-term non-marketable government bonds at the rates prevailing when
the bonds were purchased.5 An Act passed in 1997 created the Canada Pension
Plan Investment Board, whose mandate is to invest its assets with a view to
achieving a maximum rate of return, without undue risk of loss, having
regard to the factors that may affect the funding of the Canada Pension Plan
and the ability of the Canada Pension Plan to meet its financial obligations".

The main features of the experience and investment rules of the Quebec
Pension Plan funds are summarized below, following a brief review of histori-
cal rates of return. The rates of return earned on the Quebec Pension Plan
fundssince its beginnings are similar to the median returns obtained by Cana-
dian private pension plans. The slight difference in favour of the Quebec Pen-
sion Plan funds is possibly due to the lower level of administrative costs. By
comparison, rates of return on the Canada Pension Plan funds are somewhat
lower.

Stocks and bonds both account for about 45 per cent of the total Quebec Pen-
sion Plan funds. The remaining 10 per cent is invested in the money market,
mortgages and real estate. The proportion of bonds is slightly higher than is
found in private schemes and a large share of the bond portfolio is invested
in Province of Quebec bonds (including state-owned enterprises such as the
electricity company).

Legal regulations and internal rules governing the management of the
Quebec Pension Plan funds may be summarized as follows.

Persons or organizations given investment responsibilities have a fiduciary
duty with respect to the interests of the Quebec Pension Plan contributors,
and investment decisions must be made independently of political influences
or social pressures.
The Caisse is administered by a board of directors named by the Government.
About half of the seats are earmarked for representatives of the Government,
the pension board, the workers and the business community.
Several funds are managed by the Caisse (for example, social security pen-
sions, workers' compensation, an occupational scheme for public sector
employees) and each fund has an investment committee composed of both
government representatives and employer and employee representatives,
who are responsible for the definition and monitoring of investment policy.
The decision on the mix of investments made periodically by the investment
committees is subject to restrictions specified by law. These restrictions aim
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to ensure the diversification of the portfolio and to limit risk. The asset mix
has evolved over time, as market expertise developed, the institution
became well-established and profitable investment opportunities in equities
emerged. As a consequence, the proportion of total funds invested in govern-
ment bonds has gradually decreased.

Assets bought must meet quality conditions, and limits on the amount of
assets that can be invested in a legal entity are prescribed to ensure diver-
sification and make it impossible for the Caisse to hold a majority of the own-
ership shares of a company (maximum of 30 per cent).

Active management of funds by managers is allowed, but subject to limits
approved by the investment committees.

Most of the asset management is carried out in-house, but managers may
call upon external managers, subject to the investment committee's
approval and subject to the same restrictions on the choice of financial
instruments.

In addition, to obtain the best possible return while ensuring the safety of the
capital under its management, the Caisse must contribute to a dynamic
Quebec economy. Most of the regulations and internal rules are similar to
those applicable to private schemes and those that will be applicable to
the new Canada Pension Plan Investment Board.

framework, the financial accounting system, the regulatory and supervisory fra-
mework, clearing and settlement systems, and an institutional structure for
trading securities.

An overview of the financial development process can provide a menu of
situations in which a switch to funding might be considered. The processes
whereby an economy develops from an informal financial system through bank-
ing to securities markets can be analysed using theories of corporate finance.
Whereas an entrepreneur can start up a firm by relying on personal savings
and retained earnings, rapid growth of the enterprise requires access to external
finance. The simplest form of this is money from the entrepreneur's family, who
will be able to monitor the firm closely and hence protect their own interests.
Beyond this, banks tend to be the first to offer funds, as they have a comparative
advantage in monitoring and control of entrepreneurs lacking a track record,
for example in terms of access to information, ability to take security and to
exert control via short maturities. They are also able to offer benefits to deposi-
tors in terms of pooling across investments and liquidity insurance; that is,
ability to offer access to deposited funds at any time, at a positive interest
rate. This may then dominate the alternatives of extremely undiversified finance
of enterprises or hoarding.

Share issuance becomes important when companies' bank debts become
sizeable in relation to funds invested by the owners, because this situation
gives rise to conificts of interest between debt and equity holders, such as for
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example the fact that owner-managers have the incentive to carry out high-risk
investments. Banks may also protect themselves by means of covenants or even
the acceptance of equity stakes, which internalizes the associated agency costs.
Apart from banks, at the initial stages of development of share markets, secu-
rities are typically held by wealthy individuals as an alternative - diversifiable
and liquid - investment with higher returns, albeit one which is riskier than
bank deposits. Insurance companies may also develop. Corporate bond mar-
kets are only viable when companies have a high reputation, as this then consti-
tutes a capital asset that would depreciate if the companies engaged in
opportunistic behaviour. High credit quality is needed because bond market
investors are likely to have less influence and control over management than
equity holders or banks. Rating agencies help to alleviate associated informa-
tion problems, but do not thereby open the bond market for companies with
poor reputations or volatile profitability.

Evidence from history suggests that the progress of an economy through
these stages depends on a number of preconditions. Partly these relate to macro-
economic and structural factors. Notably, high and volatile inflation hinders
financial development. However, without a satisfactory framework for enfor-
cing property rights and financial contracts, as well as for providing public
information, securities markets cannot develop. A variety of forms of relation-
ship banking, with equity s'takes in borrowers held mainly by banks, are likely to
be the limits of financial development. The institution of limited liability for
equity claims, a structure for collateralizing debt, satisfactory accounting stan-
dards and appropriate protection against securities fraud (listing requirements
and insider trading rules, for example) are also important for public securities
markets (Stiglitz, 1993). The development and satisfactory regulation of the
banking system may be a precondition for the growth of securities markets,
given the role of banks in providing credit to underwriters and market
makers, even when they do not take on security positions themselves.

Preconditions for developing funded pension schemes

The issue arises as to whether securities markets are preconditions for the devel-
opment of funded pension schemes or whether funded schemes may emerge
first, and then stimulate capital market development. Although funded schemes
could develop on the basis of loans or property investment, their greatest com-
parative advantage is in the capital market. Loans require monitoring, so the
customer relationship may give banks a comparative advantage there. Trading
and risk pooling are more efficiently undertaken in the capital markets, where
transaction costs are lower. Hence capital markets facilitate development of
funded pensions, at least those managed on a decentralized basis. One could
go further and say that countries must have at least fairly well-established finan-
cial markets before funded pensions can be put in place, as well as considerable
regulation and supervision to avoid fraud and excessive risk taking (IMF, 1998).
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Table 7.1 Share index behaviour of selected emerging and OECD equity markets:
Monthly percentage changes, 1980-96

Republic of Mexico Chile India Switzerland Aijstralia United United
Korea States Kingdom

Source: IMF, "International Financial Statistics", CD-ROM, 1997.

Many developing and transition economies have fledgling stock markets
which have only a few securities traded, few regulatory safeguards, inadequate
information disclosure and a patchwork of government subsidies and financial
instability, which make the value of securities and companies difficult to evalu-
ate. In transition economies, even basic legal systems protecting property rights,
and ensuring legal rights in bankruptcy, may not be established. Regulatory
protection is needed for minority shareholders and against insider trading.
Inflation can be high and volatile, which renders financial assets vulnerable to
real losses. Share and bond prices are typically volatile and vulnerable to the
effects of purchases and sales by foreign investors, as well as insider manipula-
tion. This is indicated by the data in table 7.1, which compares equity price
movements in developing and advanced countries. For developing countries
with emerging markets, it indicates higher volatility and a tendency for extreme
movements to be relatively common The data cannot show certain additional
difficulties, such as wide spreads between buy and sell prices and low liquidity,
which also characterize emerging markets. (Additional data concerning capital
markets can be found in the statistical annex.)

In such situations pension funds may risk being used as a captive source for
financing government deficits, to bail out state enterprises or, if they are free to
invest in non-government assets, may be channelled into speculative or risky
assets (like real estate, loans to related parties - such as the owners of the man-
agement companies - and equity stakes in related companies; see Vittas and
Michelitsch, 1994). Countries without securities markets may also lack techni-
cally trained personnel and the regulatory capacity needed to run a funded
pension system.

It can be argued, however, that a dynamic link of decentralized funding
and securities market development may permit funding to be introduced at
an early .stage in financial development. Even if they initially invest largely in
government bonds and bank assets, pension funds may in due course, and
given appropriate easing of regulations, spur further growth of capital markets.
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Mean 1.1 5.7 2.1 1.2 0.9 0.9 1.0 1.1
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This growth may occur in terms of market structure, the role of fund manage-
ment strategies, liquidity and volatility of markets and demand for capital
market instruments.

It is important to consider the fundamental differences between pay-as-
you-go and funding. Unlike pay-as-you-go social security pension schemes,
where there can be an immediate transfer of income to those who have not
contributed (that is, who are old at the outset), in funded pensions the
assets are built up while they are maturing, and this may stimulate investment
and the development of securities markets. Individuals are forced to start
saving at an earlier age; aggregate saving may increase. Saving tends to
become more long-term; and, given their focus on real returns, institutions
should be particularly beneficial to the development of equity markets, includ-
ing privatization. In OECD countries, equity market capitalization and the
size of institutional investors seem to be correlated. Equally, funded schemes
are ready customers for long-term corporate bonds and securities debt instru-
ments. A further benefit may be increased allocative efficiency in the economy
as a whole.

However further preconditions may need to be fulfilled for pension funds
to have these beneficial effects (Vittas, 1994). Local personnel skilled in asset
management (as well as support staff such as actuaries, accountants, auditors,
financial management experts, lawyers and computer specialists) may be
scarce, implying a need for joint ventures with foreign companies. Pension
funds may only be attractive when other financial assets such as deposits and
bonds are (effectively) taxed, which is not often the case. Erratic changes by
government in fiscal treatment are damaging. Laws governing financial
prudence, self-dealing and other aspects of fiduciary behaviour and concerning
settlement of property disputes and bankruptcies are necessary prior to intro-
ducing funding to prevent excessive financial risks (Turner and Rajnes,
1995b). To be effective, social security and pension reform requires a stream-
lining of the regulatory framework, including not only pension providers them-
selves but also providers of other financial services such as insurance, payment
services, the securities markets, as well as in the legal, accounting and auditing
fields.

A sound banking sector is an essential precondition for pension reform, as
funded pensions typically hold some bank assets. Thus weak banks and weak
bank regulation threaten retirement income security. Banks are also necessary
(as providers of collateral, clearing and settlement services) for security markets
to grow and provide alternative pension fund investments. On the regulatory
side, such a stable banking sector requires a system of licensing, supervision,
closure and a lender of last resort facility. Efficient and liquid government
bond markets are also essential, given the role such bonds have as pension
fund investments at an early stage in financial sector development.

Also a strong insurance sector - and a profession of actuaries - are needed to
provide a competitive annuity market which is an essential counterpart to
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defined contribution pension funds if individuals are to be protected against
longevity risks. A problem, even for well-run schemes in countries where capital
markets are moderately developed, is a lack of annuities.

International investment and financial development

Difficulties relating to domestic capital market development may to some extent
be overcome by allowing pension funds to invest offshore. International invest-
ment may also have external benefits such as helping funds to take advantage of
modern accounting, regulatory and risk pricing techniques (Mitchell, 1997). In
developed countries some of the benefits of international investing can be
obtained by investing in domestic companies that have sales and production
facilities in other countries.

International investment may be seen as cutting down the potential to
develop domestic capital markets. It may, however, be beneficial to pension
funds because the volatility of returns could be reduced. There may also be
some benefit at the national level if national income is subject to frequent
terms-of-trade shocks owing to the position of being largely dependent on com-
modities for export earnings, while export earnings account for a large propor-
tion of GDP, as is common in developing countries. Hence holdings of assets
offshore can contribute to greater stability of national income (Fontaine, 1997).

Holding a diversified portfolio of assets in a domestic market can eliminate
risks resulting from the different performance of individual companies and
industries, but not the risks resulting from the performance of the economy
as a whole. In an efficient and integrated world capital market, that risk
would be minimized by holding the global market portfolio, where assets are
held in all national stock markets in proportion to their current value
(Solnik, 1988). In effect the improvement in the risk/return position from diver-
sification more than compensates for the additional element of volatility arising
from currency movements.

Whereas a large developed country such as the United States can provide a
reasonable range of instruments and securities to permit a purely domestic port-
folio to provide a reasonable degree of diversification, a small developing
country is much less able to do so and hence international investment may be
essential to avoid exposing pensioners to unnecessary risks.

Many countries are reluctant to allow foreign investment by pension funds.
Particularly in developing countries, governments often want to keep the funds
within the domestic economy. However pension fund managers also have a
home bias in their investments even when restrictions do not prevent them
from investing abroad. Investment overseas involves higher transaction costs
and foreign exchange risk. Often fund managers are not sufficiently familiar
with foreign financial markets and tax laws and thus the information costs of
foreign investments are high. In addition, there may be a language barrier in
making foreign investments.
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How the requirements for financial development differ between
the models of mandatory funding

For personal defined contribution schemes managed by competing investment
management companies, the general arguments presented above may apply
most directly. Whereas a certain level of financial development is required
(for example, a banking sector and a rudimentary securities market), feedback
effects from the growth of funds may aid capital market development. While
these funds may initially focus investment on government bonds, they may
diversify over time, thus enhancing the development of markets for corporate
bonds and equities, The population, however, must be educated well enough
to make sensible investments, and the need for skilled personnel and regulatory
capabilities is acute.

For provident funds, because the government directs and invests the funds
itself, there may be no need for a pre-existing securities market or even a bank-
ing sector. However the difficulty for financial development is that such a system
may also inhibit the development of securities markets, leaving a country in a
state of financial underdevelopment.

Mandatory occupational funds are typically introduced late in the process of
financial development in countries with a widespread pre-existing system of
voluntary occupational pension funds (Davis, 1998b). Such a system requires
well-developed securities markets, although feedback effects on domestic capital
markets are also likely to arise as the system develops. Social security buffer
funds also require a degree of financial market development if they are not to
be invested solely in government bonds.

MANAGEMENT ISSUES FOR MANDATORY RETIREMENT
BENEFIT FUNDS

Issues in investment
This section outlines the main investment issues for different types of funded
pension schemes (see also Davis, 1995c, 1996a). Such information is important
background for an evaluation of actual or planned schemes. In a basic sense,
institutions active in investment in mandatory funded schemes face the same
problem in investment as other investors in the economy, whether they be
households, companies, banks or the government. This is to achieve an optimal
trade-off of risk and return by allocation of the portfolio to appropriately diver-
sified combinations of assets.

Implicitly, defined benefit pension liabilities are typically determined in real
terms because of the link of liabilities to workers' earnings. This link points to a
crucial difference from insurance companies as well as households, in that pen-
sion funds face the risk of increasing nominal liabilities (for example, as a result
of wage increases), as well as the risk of holding assets, and hence they need to
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trade volatility with return. In effect their liabilities are typically denominated in
real terms and hence their assets should be similar. This implies focus on equities
and property, although bonds or liquidity are also useful for short maturity
liabilities such as pensions in payment.

In this context the ratio of active to retired members is a key underlying
factor for deciding portfolio distributions of both defined benefit and defined
contribution funds. Given the varying duration of liabilities due to varying
lengths of time until benefits must be paid, it may be rational for immature
funds to invest mainly in equities (long duration), for mature funds to invest
in a mix of equities and bonds, and funds which are winding up mainly in
bonds (short duration) (see Blake, 1994). Moreover, for both defined benefit
and defined contribution funds, there is a fiscal incentive to maximize the tax
advantage of pension funds by investing in assets with the highest possible
spread between pre-tax and post-tax returns. In many countries this tax effect
gives an incentive to hold bonds (Blake, 1998). Portfolio considerations are
important because small differences in the rate of return compounded over a
working life lead to large differences in retirement income (see box 7.2).

Investment decisions

The portfolio distribution may be chosen by the sponsor and its investment
managers (for occupational funds) or employees may choose their own asset
manager, or they may even decide the asset allocation themselves (for personal
funds). Whatever the approach, it may be desirable for older workers to shift to
lower-risk assets as they approach retirement, to reduce the risk that market
volatility shortly before their retirement might sharply reduce their pensions
(see box 7.3). The superior returns on equities, despite higher volatility, will
probably ensure that a significant share of the portfolio is accounted for by
them, while risks - notably in developing countries - may be minimized by inter-
national diversification.

Unlike defined contribution funds, defined beiefit funds are public or occu-
pational but not personal (given the need for a sponsor or guarantor against
shortfalls). For defined benefit funds, appropriate investment strategies will
first depend on the nature of the obligation incurred, whether it is indexed
or nominal, and the demographic structure of the workforce. In all cases,
the liabilities will be influenced by interest rates, real earnings and inflation.
Second, investment strategies will be influenced by the minimum funding
ruies imposed by the regulating authorities. Third, there is an incentive for
profitable companies to overfund to maximize the tax benefits, as well as to
provide a larger contingency fund.6 Corporate sponsors are likely to focus
closely on investment management performance given their direct liability
for any shortfalls Minimum funding levels and limits on overfunding provide
tolerance limits to the variation of assets around the value of liabilities (Blake,
1997).
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Box 7.2 Rate of return affects retirement income
Studies have shown that individuals tend to be more risk averse in their invest-
ment allocation decisions than professional portfolio managers. Furthermore
women may be more conservative investors than men (Bajtelsmit, 1996). If indi-
viduals are allowed to make their own investment allocation decisions and they
are conservative in their investment choices, this will usually result in lower
retirement income.

This box explores the impact of investment conservatism on retirement
income. Bajtelsmit (1996) examined the related question of stock versus
bond investing and found that, even after accounting for risk, the much
higher long-term returns on stocks than on bonds produced extremely diver-
gent retirement income levels. The question that remains is whether small dif-
ferences in portfolio return have much effect. This issue is a relevant concern
for self-directed accounts in both private and social security pension schemes.
It is also a way of estimating the impact on retirement income of small differ-
ences in administrative expenses between scheme alternatives.

Empirical methodology
To illustrate the impact of small differences in the rate of return on individual
retirement income, the following fact pattern is used as the basis for the fore-
cast. An employee begins work at age 18 with a salary of $20,000. Her wages
grow at a nominal rate of 3 per cent per year and she makes an annual end-
of-year contribution to a pension equal to 5 per cent of her gross income
throughout her career. In the initial example, it is assumed that the pension
investment earns a constant rate of return each year, the employee retires at
age 60 and lives to age 80.

There are many possible variations on this fact pattern (differential wage
growth, lower starting salary, cyclical investment returns). A more complex
fact pattern does not, however, significantly change the results with respect
to the impact of differences in rates of return.

Investment returns
The average return on an American stock portfolio for the period 1926-96 was
12,3 per cent (Ibbotson Associates, 1997). Although returns in the last five years
were substantially higher, the 40-year investment period in this example makes
it more appropriate to consider long-run averages. Since many individuals will
not choose to invest 100 per cent of their portfolio in stocks, this level of return is
the maximum for the analysis.

Wealth at retirement is forecast assuming that contributions are made to the
retirement plan until retirement, at which time the lump sum is converted to a
life annuity of constant value. Thus two values that can be used for comparison
of investment results are the total wealth at retirement and the retirement annu-
ity relative to final salary. The annuity estimate as a measure of retirement
income is not perfectly realistic in several respects. First, life expectancy is
based on current mortality estimates for people aged 60. If life expectancy con-
tinues to improve over time, this is probably a conservative estimate for years
in retirement. The annuity is assumed to be fairly priced, meaning that the price
is based on actuarial life expectancy, which is not currently the case because of
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adverse selection in annuity markets. Lastly, in the presence of inflation, a con-
stant annual payment in retirement would not be particularly desirable. Despite
these errors in measurement, it is still critical to consider the annuity measure
in addition to total retirement wealth, since the effects of inflation make nominal
values difficult to interpret in today's terms. This model is estimated under a
variety of return assumptions.

Results
On the basis of this analysis, the cost" of investing more conservatively can be
estimated. For this hypothetical individual, a 50-basis point (0.5 per cent)
decline in annual average long-term investment yield, from 12.3 per cent to
11.8 per cent, results in a 13.2 per cent decline in retirement accumulation,
which translates into a comparably lower retirement annuity. This indicates
that what appears to be a small difference in rate of return translates into a
much larger difference in retirement income.

Another way of expressing this difference is in terms of the increase in
wealth that can be attained by taking more risk. Under the assumptions of
this hypothesis, an individual with an average risk investment portfolio earning
7.3 per cent nominal return will have approximately one-quarter of the accumu-
lation from the 12.3 per cent return portfolio. An increase of only 50 basis points
in return (to 7.8 per cent) will result in a 13.7 per cent increase in the retirement
annuity. A 100-basis point (1 per cent) increase in portfolio return will boost
retirement income by almost 30 per cent (see table 7.2).

Table 7.2 The effect of investment returns on pension wealth, retirement income and
replacement rates
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Source: Calculations by Vlckie Bajtelsmlt.

Performance measurement

The development of performance measurement is a prerequisite for effective
investment. Performance measurement entails a precise calculation of the
returns on a pension fund over a given period, followed by further assessments

Annual investment
return

Accumulated pension
at age 60 (dollars)

Retirement annuity
(20 years, dollars)

Percentage of
pro-retirement Income

7.30 394837 32475 47

7.80 448739 36909 53

8.30 511050 42034 61

8.80 583141 47963 69
9.30 666612 54829 79
9.80 763323 62783 91

10.30 875446 72005 104
10.80 1005507 82703 119
11.30 1156450 95118 137
11.80 1331705 109532 158
12.30 1535265 126275 182
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Box 7.3 The effect of rebalancing retirement portfolios as retirement nears
Investment professionals commonly recommend that workers in defined con-
tribution schemes should periodically rebalance their portfolios to maintain
their desired asset mix, and that they should shift to lower risk securities as
they near retirement. Doing so would reduce their possibility of a large fall
in the value of pension assets just before retirement. It would, however,
also cut the expected rate of return on pension fund assets. This raises the
question of how large is the fall in expected rate of return. Generally, when
the proponents of defined contribution plans calculate expected rates of
return for those plans, they do not take into account the effect of portfolio
rebalancing.

There is little disagreement that stock portfolios will, on average, result in
greater retirement wealth accumulation than lower-risk portfolios.7 Shifting
investment strategies as retirement nears allows individuals to capture the
long-term gains of stocks while attempting to avoid shocks to retirement
wealth from late declines in the risky asset portfolio. However portfolio rebalan-
cing can be expected to reduce retirement wealth as well, so investment allo-
cation strategies must be evaluated by considering whether the reduced wealth
is associated with a sufficient reduction in risk. Since risk aversion is not
uniform across individuals, differences in risk aversion will imply that no
"one size fits all" investment strategy will be optimal for all investors.

This box compares the wealth and risk implications of only allocating contri-
butions to different asset classes and that of annual rebalancing of assets to
maintain a particular portfolio allocation. Because stocks tend to have a
higher rate of return than bonds, if contributions are allocated in a fixed propor-
tion between stocks and bonds, over time the allocation of the portfolio will
become increasingly weighted towards stocks. The box also considers the
effect of shifting investment strategies as retirement approaches.

Simulation model and results
The hypothetical individual is assumed to begin work at age 18 at a salary of
$20,000 per year, and that salary will increase at a rate of 3 per cent per
year. The contribution to savings is 5 per cent of salary per year, of which 60
per cent is allocated to a diversified stock fund and 40 per cent to a diversified
intermediate-term government bond fund. The returns for these asset classes
are estimated on the basis of American historical returns from 1926 to 1996 as
calculated by lbbotson Associates (1997). During that period, the average
return on stocks was 12.3 per cent and the average return on intermediate
term government bonds was 4.9 per cent.

Retirement wealth in the absence of risk
Forecasts of retirement wealth and income commonly make the assumption
that average return levels for a particular asset class will be achieved in
every year of the forecast. While this makes the calculation much easier, it is
inferior to forecasts that incorporate security risk. Owing to time diversification,
the results of these static forecasts will be similar to the average results of a
simulated risky distribution of retirement wealth. However the forecast will
fail to provide the decision maker with an adequate basis for making allocation
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decisions, since the asset class with the highest returns will, by definition,
result in the highest retirement wealth.

To illustrate this, assume that average returns on each portfolio are
achieved each year. If the allocation percentages are applied to new contribu-
tions but the portfolio balances are not rebalanced each year, the individual's
portfolio allocation to stocks gradually increases over the working career as a
result of the higher average returns on the stock portfolio. At the time of retire-
ment, the total portfolio allocation to stocks is 91.26 per cent, which presumably
exposes the individual to considerably more risk than originally intended, If the
portfolio is rebalanced each year to maintain the 60/40 mix, the "cost" of reba-
lancing is approximately a 33 per cent decline in retirement income.

Another possible way to reduce the risk of the portfolio is to shift the alloca-
tion to less risky securities a few years prior to retirement. The logic of this
strategy is that the investor can take advantage of the generally higher returns
on risky securities for a longer period, but still reduce the likelihood of drastic
portfolio declines close to retirement. In this hypothetical situation, it is
assumed that contributions are allocated 60/40 as above but, at age 55, the
entire pension wealth is shifted to the government bond portfolio. In a static
model, assuming no intermediate rebalancing, this causes a 30.4 per cent
decline in retirement wealth compared to the base case above.

The risk effects of rebalancing
How much risk reduction is achieved for the "cost" of such large percentage
declines in retirement wealth and income? To answer this question, risk is
incorporated in the calculation by means of a dynamic simulation model in
which annual stock and bond returns are assumed to be drawn from risky dis-
tributions based on historical distributions of returns on those asset classes.8
Using the Ibbotson Associates accumulated data, the stock portfolio is
assumed to have a standard deviation of 20.64 per cent, and the government
bond portfolio is assumed to have a standard deviation of 8.46 per cent. Both
return distributions are assumed to be log normally distributed.

The static and dynamic models for forecasting retirement wealth are com-
pared in table 7.3. The simulation results show that, while there is significant
reduction in mean retirement wealth as a result of annual rebalancing (-38
per cent), there is also substantial reduction in risk. The worst case retirement
wealth outcome with rebalancing is only slightly lower than the worst case out-
come without rebalancing. The coefficient of variation (standard deviation!
mean) is 23 per cent lower when the portfolio is rebalanced annually.

In contrast the retirement wealth reduction due to switching to low-risk
assets at age 55 is comparable to the annual rebalancirig case, but does not
have a corresponding effect on risk. The worst case outcome is slightly
lower than in the other two cases, but the coefficient of variation is approxi-
mately the same as without rebalancing.

These simulations suggest that portfolio allocation strategies for defined
contribution plans can have a significant effect on retirement wealth and risk,
and that rebalancing can be an important component of the optimal risk!
return mix. Although there are many different ways that a portfolio can be allo-
cated over time, the three scenarios considered above illustrate the potential
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Table 7.3 Forecasts of retirement wealth at age 60: Three scenarios

60/40 Annual Switch to 60/40 allocation Annual Switch to bonds
allocation rebalancing bonds at 55 rebalancing at 55

Mean 1009417 673835 702163 1080529 672463 665994
Standard deviation n/a n/a n/a 941 887 408064 589631
Minimum n/a n/a n/a 235405 222715 212113
Maximum n/a n/a n/a 14701 265 4865836 7864566
Coefficient of variation 0 0 0 0.87 0.61 0.86

Source: Calculations by Vickie Bajtelsmlt.

magnitude of seemingly small differences in investment strategy. Rebalancing
the portfolio annually to be consistent with contribution allocations will result in
lower retirement wealth but also reduces the risk of the retirement wealth dis-
tribution. Shifting allocations to low-risk securities as retirement nears will lead
to a similar reduction in wealth but without substantial reduction in risk.

A portfolio strategy that combines annual rebalancing and shifting to low-
risk assets as retirement nears is arguably a good strategy for workers with
defined contribution pension plans. It may also be argued, however, that
most workers are not sufficiently financially sophisticated to pursue such a
strategy. If that is the case, then the requirement of financial knowledge of
workers is a weakness of defined contribution schemes.

which may include calculations of risk, of performance relative to other pension
funds and of performance relative to the market. Performance measurement is
valuable in ensuring that investment is efficient relative to the opportunities
available. The uses of such information vary between the various models of
mandatory funding.

In personal defined contribution funds managed on a decentralized basis by
investment management companies, performance measurement is essential to
enable individuals to assess whether their funds are being well managed.
When they conclude this not to be the case, their option to shift to another com-
pany ensures competitive pressure is enforced on managers to perform well, lest
they lose their customers. Regulators also require performance measurement in
the case of a system such as that in Chile, as there is regulation of returns.

As regards provident funds and social security buffer funds, the issue of per-
formance measurement applies first to parliamentary oversight of the overall
performance of such funds. Second, if part of the portfolio is delegated to inde-
pendent managers, there is a concern to ensure that they are investing efficiently.
Social security buffer funds are in a similar situation. The results of performance
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measurement in the cases of Malaysia and Singapore in practice rarely reach the
public domain (Asher, 1998a).

Politicization of investment

A mandatory pension scheme may face political problems in investment, parti-
cularly if it is centralized (Thompson, 1992). This has occurred in some African
countries. In some cases the effects of politicization may be so severe that the
benefits of funding are not realized. Notably its management could be subject
to political interference. Funds which are accumulated may simply be used to
finance government consumption, thus leaving no assets to pay pensions.
Even if used to fund investment, finance may be diverted to unprofitable pro-
jects for political reasons. Government bonds which are not indexed are vulner-
able to erosion in value by inflation. Lack of international investment, which is
typical of social security trust funds, leaves them dependent on the performance
of the domestic economy. Also at a macro level, a large provident or trust fund,
being a ready source of cheap government borrowing, may induce fiscal laxity,
thus actually reducing national saving.

Although its investment is believed to be relatively efficient, political risk
manifests itself in the Singaporean Central Provident Fund: first, in terms of
a total lack of transparency in actual investments, extent of diversification
and the returns realized; and second, in terms of the preemption of a significant
proportion of the realized rate of return on the (foreign) investments of the Cen-
tral Provident Fund by the government. In Malaysia funds of the Employees'
Provident Fund have been used to finance government-sponsored privatization
and infrastructure projects, mainly via corporate bonds, which may entail
inefficient resource allocation (Asher, 1998b).

The schemes in Malaysia and Singapore, as well as Fiji and other Asian and
Pacific countries, are examples of how such schemes may succeed, despite direct
or indirect government control - even though real returns remain low. The vast
majority of other such schemes have invested mainly in public bonds (issued by
governments or nationalized industries) at low interest rates, which during per-
iods of inflation turned sharply negative (World Bank, 1994). Low or negative
real rates of return have been recorded in Egypt, Ghana, Nigeria and Zambia.
In Africa high operating costs reduced returns further. The use of funds to
finance government consumption or wasteful investment meant the funds
may have reduced economic growth, and hence income security of pensioners;
they may also have favoured privileged groups able to lobby for government
expenditures that benefit them.

Funding through private occupational pension funds or individual defined
contribution schemes avoids some of these political difficulties, but even in
the case of decentralized funds political difficulties may not be entirely avoided.
One aspect may be that regulatory authorities impose strict minimum portfolio
holdings of government bonds, that in effect, force pension funds to subsidize
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government finances, which in developing countries often implies sharply nega-
tive rates of return in real terms. More overt influence cannot be ruled out,
although the structure of the Chilean system, for example, gives a political con-
stituency to those who oppose it. Political pressure may also come from other
interest groups or institutions besides the government, as different groups
may attempt to influence investment decisions to advance social goals.

REQUIRED REGULATION AND NECESSARY REGULATORY
CAPABILITIES
Whereas politicization is a key issue for centralized funds, regulation is crucial
for decentralized ones. Without adequate regulation, the benefits of funding
may not be realized. Regulation is of particular importance, given the compul-
sory and long-term nature of mandatory funding.

Necessary regulatory capabilities
Developing countries often lack the pre-existing capacity to regulate financial
markets and institutions. A country which is unable to manage an unfunded,
or funded, public pension scheme well - because of administrative inefficiency,
shortage of skilled personnel or political interference - will probably be unable
to regulate and supervise a private pension system, be it mandatory or voluntary
(Vittas, 1993). In developing countries, however, the private sector is often
better managed than the public sector in that it benefits from competent person-
nel, many of whom come from the public sector, often having benefited from
experience in particular fields, such as finance or data processing.

In the government, because of weakness in governance capabilities, ability
to enact clear rules and penalize malfeasance in a predictable way may be lack-
ing (James and Vittas, 1995). It may be added that pension regulators typically
rely on other regulators such as those of securities mari.ets (for example, to pre-
vent insider trading in equity markets) and financial institutions (notably of
banks) and pension regulation can thus not be seen in isolation. In addition effi-
cient oversight of contributions is needed via computerization and secure
record-keeping (Mitchell, 1997). A further complement for regulation is use
of a sound accounting methodology such as the FASB (Financial Accounting
Standards Board) of the United States, including a requirement to value
assets at market prices. The importance of valuing assets at market prices is
seen in the case of Japan (see box 7.4).

Specific aspects of the regulatory structure are needed in order to introduce
an effective mandatory funded pension scheme (Vittas, 1994). In particular, it
may be necessary to create or reorganize insurance regulatory agencies, which
have traditionally been concerned with the verification of compliance with
arbitrary price and product controls, to shift their emphasis towards market
discipline, solvency monitoring and consumer protection, and to employ
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Box 7.4 Funding Japanese social security pensions
Adequate management of social security funding requires adequate account-
ing rules, a flexible discount rate, efficient investments, fiduciary responsibility
for management and investments, limited political risks and sound pension
governance. This box considers these issues as they apply to Japan.

Accounting rules
Pension assets should be valued at market value because that is the best
measure of their economic value. The pension assets for Japanese social
security are valued at book value, which overstates the market worth of the
assets in the late 1990s because of bad loans made to inefficient government
units and due to the decline in the Japanese stock market in the 1990s. Because
assets are listed at book value, participants do not know the true worth of social
security assets.

Discount rate
The discount rate for valuing pension liabilities should be related to interest
rates in financial markets. The Japanese Government, however, has fixed
the discount rate for valuing social security liabilities at 5.5 per cent for several
decades, even though there have been great changes in financial markets. The
official discount rate of the Bank of Japan was at its historical lowest level of 0.5
per cent in September 1995. The yield rate on the benchmark No. 182 Japanese
government bond, which carries a 3.0 per cent coupon and is due in 2005, was
below 2.0 per cent between September 1997 and September 1998. The invest-
ment earnings on the Social Security Employees' Pension Insurance and the
National Pension have been at 5.0 per cent or lower in recent years, not
taking into account capital losses, which would cause the true rates of return
to be even lower. Because a high discount rate produces a relatively low pre-
sent value for future benefit payments, the discount rate of 5.5 per cent under-
states the value of liabilities for Japanese social security.

Fiduciary responsibility
With population ageing in Japan, the financing method for social security pen-
sions has been changing from partial funding towards pay-as-you-go. But even
at the end of fiscal year 1996 (March 1997), the National Pension fund had
assets of 2.3 times the annual benefits and the larger Employees' Pension
Insurance fund had assets that were 5.4 times as large as annual benefits.

These large pension funds have been invested by Zaito, the Japanese Gov-
ernment's investment and loan programme. Zaito is the largest investment
bank in the world. However, it has lent money to inefficient government pro-
grammes at below market interest rates. The Pension Welfare Institution,
which is a government agency, has borrowed over 23.7 trillion yen from
Zaito and has invested it in financial markets. Because of the weakness of
Japanese financial markets during the 1990s, it has lost 1.3 trillion yen. Much
of this money was spent in a futile attempt to prevent the Nikkei Dow Jones
index from falling, not realizing that the value of the stock market was decided
by the fundamental strength of the economy. It has also spent 141 billion yen to
build and manage a number of large and unprofitable hotels in resort areas.
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The Japanese Government has decided to stop new investments by Zaito and
to abolish the Pension Welfare Institution. It intends to establish new institu-
tions to manage the investment of Japanese social security funds. To avoid
the problems of the past, strict fiduciary responsibility needs to be established
for the government agency that manages the investment of social security
funds. The goal of the investment of social security funds should be solely to
pay benefits to participants.

Political risks
Every five years the Department of Health and Welfare of the Japanese Govern-
ment re-evaluates the social security programmes in light of current and
projected economic and demographic developments. Following this re-evalua-
tion, it proposes amendments to the social security programmes. To best deter-
mine the need for new amendments, the Government needs to use reasonable
values for future economic and demographic variables. In recent projections,
however, relatively high values have been used for the total fertility rate and
the expected rate of economic growth, resulting in lower social security con-
tribution rates than would have been obtained with more reasonable values
used in the projections. The main reason for this is not the poor ability of the
demographic and actuarial sections of the Department of Health and Welfare,
but the political pressures they have faced to use unrealistic assumptions in
their projections. This suggests that the governance of the Japanese social
security scheme might be improved if its actuarial projections were carried
out by an agency with greater independence from the Government.

Pension governance and the rule of law
The Pension Insurance Agency within the Department of Health and Welfare is
responsible for managing social security. Advisory Committees of the Depart-
ment have frequently not been truly independent and democratically chosen.
They often have not made their own proposals, but rather ratified ones made
previously by the Department. Important subjects such as investment regula-
tions and the discount rate for valuing social security liabilities have not
been regulated by laws enacted by the Diet (the Japanese Parliament), but
instead governed by rules and regulations determined by the Government.
Important decisions concerning social security governance have been made
by Directors or Managers of the Department of Health and Welfare rather
than by the Diet.

experienced professionals. They may need extensive training, perhaps aided by
close links with agencies in OECD countries and international financial organi-
zations or Latin American countries experienced in this type of regulation, and
also consultation and cooperation with market professionals. Such training
should be given to regulators nd professional staff, as well as fund managers,
actuaries, accountants and auditors.

Furthermore developing countries need to strengthen the supervision and
intervention powers of regulators, Regulators must be independent of the
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regulated institutions, but this may be difficult to achieve. To ensure systemic
stability and compliance with solvency, investment and consumer protection
rules, regulators must exercise effective supervision via off-site surveillance
and on-site inspections. They need effective intervention powers to enforce
corrective measures. They must establish objective criteria for entry and exit,
setting out authorization criteria for insurance companies and pension fund
managers, establishing rules for the exit of insolvent fund managers and open-
ing the market for new entry from domestic and foreign fund managers. Market
dominance by a small number of government-controlled insurance companies is
a recipe for low returns. Openness to new entry,9 while ensuring stability, may
require moderate but not excessive capital requirements.

One possible model for the structure of regulation is Chile. The supervisory
structure for pension funds in Chile is simple in that divisions of a single agency,
the superintendency of pension fund administrators (AFPs), carry out all
relevant tasks, including on-site inspections. It employs 100 professionals
(lawyers, auditors and examiners). Investment transactions are reported daily,
while monthly reports are made of financial positions and performance.
Although three pension fund management companies have failed, workers
have suffered no losses in relation to their associated pension funds. Another
model is the Netherlands, where regulation of pension funds is carried out by
a single statutory authority, the Insurance Supervisory Board, and pension
funds are legally obliged to provide the board with detailed information
annually on the benefit payments and investments of the fund. It ensures that
the commitments of the pension funds are sufficiently covered by their assets.
It also involves itself in more general structural issues. If the board finds pro-
cedures or regulations unsatisfactory, it can apply social pressure by making
a public complaint. In practice this is rarely necessary.

Regulation of pension fund managers

Placing responsibility for managing the considerable sums of money in manda-
tory defined contribution pension accounts in the hands of private pension fund
managers requires some mechanism to ensure that those funds are not stolen or
otherwise misused. Experience with the management of private pension funds in
OECD countries suggests that the regulation of pension managers requires
considerable care. Pension fund management presents notable and perhaps
obvious opportunities for self-dealing whereby the managers improperly benefit
themselves. In addition, managers may mismanage their funds either through
laziness or excessively zealous pursuit of profit, to the detriment of beneficiaries
who will often find it difficult to evaluate accurately the performance of the
managers in whose funds they participate. There must be realistic and effective
legal means of addressing these potential problems.

While most are undoubtedly honest, managers of private pension funds in
developed countries have found many ways to redirect fund money to their
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own uses or to the benefit of their friends or business partners. Pension fund
managers have at various times withdrawn money from the pension funds
they manage, in their own or in fictitious names; made loans from the fund to
their associates without realistic expectation of repayment; fraudulently paid
for non-existent goods and services; paid money to ineligible beneficiaries;
steered contracts for benefit plan services to companies paying kickbacks; and
assigned loss-making trades to pension fund accounts while profitable trades
have gone to the accounts of private clients, friends, relatives or business associ-
ates. There is no obvious reason to expect that managers working in a privatized
social security pension scheme will be either less ambitious or less self-interested.
Indeed, given the size of the funds, the temptations to engage in inappropriate
transactions may be greater, and the ability and incentive of beneficiaries to
keep track of managerial performance may be less than is true of traditional
private pensions.

Regulatory requirements
Ensuring that investment managers behave in a responsible manner requires at
least three elements. First, there must be some ability to oversee the activities of
the manager. There must be accounting rules that result in useful information
being provided about businesses, an independent auditing process to verify
the information and regular reporting of solvency and financial performance
data to some party with the necessary incentives and capacity to evaluate
those data. Second, there must be some assurance that managers' incentives
are reasonably aligned with those of the system. This requires a clear expression
to the manager of the expectations and requirements upon him or her, a com-
pensation system designed to give the manager the incentive to perform man-
agerial tasks adequately, meaningful sanctions which can be applied against
the manager in the event those requirements are violated, and some party
with the incentive and ability to enforce those sanctions. Third, there must be
legal institutions capable of enforcing these obligations. Courts or regulatory
agencies must be reasonably honest and effective, there must be an administra-
tive mechanism capable of working effectively to seize assets or otherwise
enforce judgments or administrative rulings and, assuming at least some reli-
ance on financial sanctions in the event of managerial misbehaviour, some
pool of assets owned by the manager which can be seized, and which is adequate
in size to deter misbehaviour and to compensate injured parties.

Accounting system
A preliminary requirement for preventing financial misfeasance in any invest-
ment management arrangement is a system of accounting sufficient to allow
an outsider to understand what the manager is doing on behalf of the account,
and a system of reporting in which those accounting records are made available
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to some supervisory agency. A pay-as-you-go scheme in which investment is
made exclusively in government securities needs this, as do privatized systems
of defined contribution schemes, but the latter may impose greater difficulties:
such schemes require that the manager have substantially greater discretion
than is necessary in the former, making the accounting and reporting rules
more important yet also more open to manipulation.

While accounting rules in the developed economies differ somewhat, most are
sufficient to permit an understanding of the pension fund's activities and financial
status. That is not, however, always the case in transition or developing econo-
mies. In the Russian Federation and the other former Soviet states, for example,
accounting figures are notoriously unreliable. Whether or not the pension fund
accounting is accurate in itself, the equity transactions in which the fund manager
engages are likely to be quite opaque, and both the reported cost and the reported
value of the acquired assets may be difficult to determine. Most Russian enter-
prises apply accounting standards which date back to the Soviet era and which
give notoriously distorted impressions of profit and loss. Furthermore the rules
change regularly, with new laws, decrees and instructions; needless to say, it is
extremely difficult for enterprise managers to keep up with this frequent change
of accounting regulations. Despite the apparently strict (though constantly chan-
ging) specification of accounting rules, many managers reportedly fail to apply
even the official rules on a regular basis. The central government's effort to pro-
mote the adoption of International Accounting Standards, the global benchmark
for bookkeeping, is largely stalled. As a result, the assets and financial condition
of many companies are all but impossible to determine, which makes the value of
fund assets, and thus the size of an individual participant's account, difficult to
determine. This environment would seem to present unusual opportunities for
the fund managers to misstate the funds' financial position, as well as the
funds' liabilities to individual participants.

Furthermore stock markets and other asset markets may not work as
experts from OECD countries assume they do. The vast majority of enterprises
in Central and Eastern Europe are not traded on open stock markets. Those
relatively few enterprises that do trade on stock markets do not trade there
exclusively, and many transactions are not simple cash transactions in which
shares are bought for a simple determinate price. Rather, many transactions,
including those which occur through the facilities of the formal stock exchanges,
are in kind or involve swaps of assets which are themselves difficult to value.
Valuing a fund's assets, and thus the fund's liabilities to individual participants,
can be quite difficult under these circumstances. These problems also affect the
auditing and reporting of fund balances.

The government's role

Accounting problems may present serious conflicts of interest for the govern-
ment, which could easily reduce its willingness to monitor fund status. As the
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description of accounting problems in the former Soviet states suggests, the
government is often responsible to a considerable degree for the confusion
and misorientation of accounting rules. Effective fund regulation requires
obtaining a clear picture of a fund's transactions and net assets, yet the gov-
ernment's own rules make this difficult. Governments may be unwilling to
challenge the opaque accounting practices of a fund, because a realistic audit-
ing process would require exposing and challenging the government's own
mandated accounting rules. The rules which the government mandates, how-
ever, may be confusing or unclear specifically to avoid problems the govern-
ment would otherwise have to face, such as the functional bankruptcy of
government enterprises. Governments may have other reasons as well to
prefer opaque or unrealistic accounting practices. For example, forcing more
rational accounting rules could expose the actual insolvency of many private
enterprises. It has proved politically difficult to implement bankruptcy laws
in many former communist countries, because bankrupt enterprises risk
being closed or forced to lay off employees, to the political detriment of the
government. Furthermore, making a realistic examination of an asset's value
might require the government to reveal an insolvency when a court has refused
to find the enterprise bankrupt. Indeed some former communist states have
structured their new bankruptcy laws specifically to allow courts to avoid a
determination of bankruptcy. If the government in its pension regulation
role was to find an enterprise insolvent when the courts had refused to find
bankruptcy, creditors would have legitimate cause to complain that their
assets were being taken for the benefit of the owners of the insolvent employer,
including fund participants. What is more the finding of insolvency or bank-
ruptcy might accelerate a financial crisis for the employer because creditors
would refuse to extend further credit or call in their loans, a result the govern-
ment is normally trying to avoid and thus might be unwilling to risk. Finally
the government may have interests more important (or at least more immedi-
ate) than protecting the pension funds of its citizens. Meaningful accounting
rules that reduce the reported level of profitability are also likely to reduce
tax liabilities for those enterprises. This has been a particularly significant
problem for foreign enterprises in the former Soviet states: to the extent that
they rely on OECD-style accounting practices, they risk criminal prosecution
for failure to adhere to the nuances of local accounting rules. All of this sug-
gests that governments may have good reasons to do a poor job of monitoring
the activities of a privatized social security pension fund, further expanding the
opportunities for managerial malfeasance. Thus the central government may
be incapable of objectively evaluating pension fund reporting because it may
have a variety of vested interests in distorted enterprise accounting. The real
value of assets held by privatized pension funds may be difficult if not impos-
sible to determine and the government may have little interest in doing so.
Most fund participants will, however, be far less capable of evaluating the
financial position of funds than is the government. There may therefore be
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relatively little willingness, much less ability, to monitor the investment success
of particular funds. This goes to the core of the case for privatization. The
market process of choosing between funds is likely to be ineffective because
it will be based on meaningless signals, and the size of the pensions to
which fund participants are entitled may also be quite diffIcult to calculate.

Enforcement

In addition to these basic problems of monitoring, there is also the question of
ensuring that the manager actually performs the tasks the pension fund man-
ager is expected to perform. Pension fund law in the United States makes
fund managers fiduciaries, imposes duties on them as such, and subjects them
to liability in suit for violations of those duties. It follows the traditional
common law of trusts in imposing two central legal duties on pension fund man-
agers: a duty of prudence and a duty of loyalty. The first, a duty of prudence,
requires that the manager make investments in the manner that would be
employed by a prudent person of professional skill. This usually involves, at
a minimum, avoidance of excessively risky investments and maintaining a
reasonable level of diversification. The second legal requirement, a duty of
loyalty, is intended to punish conflicts of interest; investment must be solely
in the interests of the workers whose money is in the plan. In addition to
these two requirements, American pension fund law imposes a further duty to
comply with plan documents, essentially an accuracy-in-advertising require-
ment. It seems likely that any social security pension fund would require
essentially these same duties.

There is an additional responsibility on the manager, though one.ihat is not
legally enforceable: the task of achieving reasonable investment returns. Incen-
tive to achieve reasonable returns is normally provided by tying the amount of
managerial compensation either to the size of the investment fund or to the
returns achieved. The terms of compensation normally would be determined
by market processes. Yet in determining the fees for managing social security
pension funds, there is a clear agency problem. With respect to purely private
investment contracts, the manager would like fees to be entirely unrelated to
investment performance, while the client would like fees to be determined
solely by performance; typical contracts seem to represent a compromise
between these positions. However, with public investment contracts, the party
negotiating the contract (typically a government agency or employee, and
rarely a plan beneficiary) will have incentives different from those of the pension
beneficiaries. The government negotiator's welfare is not necessarily tied in any
way to the investment returns achieved, and thus that individual may be willing
to devote less energy to insisting on the deal most favourable to plan benefici-
aries; indeed the agency or individual involved in compensation negotiations
may receive kickbacks or other illicit compensation from the manager. In
general, then, there may be less-than-optimal incentives facing the investment
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manager to achieve maximum returns given a level of risk, since the negotiation
process may not be entirely unbiased. It is not clear that there is any effective
way to solve this problem in order to make compensation and plan management
more favourable to plan beneficiaries.

The duties imposed by law on managers must be effectively enforced to be
meaningful. One critical issue for the effectiveness of a regulatory agency is
the degree to which its interests are aligned with those of the parties they are
charged with protecting. In other words, does the regulatory agency have the
incentive and ability to defend the interests of plan beneficiaries? A problem
sometimes occurring with such agencies is an identification between the interests
of the regulated party and those of the regulator. This problem arises through
shared professional focus on a single set of problems; overlapping career oppor-
tunities for fund managers and regulators, and the greater ability of a small
group of people with focused long-term interests to lobby the regulatory
agency, as compared to a diffuse, large group composed of individuals with
small interests in the agency's decisions.

However, in the developing or transition economies, these problems are
likely to be more severe than in developed countries, where the legislature
normally has oversight responsibility for regulatory agencies, and the electoral
concerns of legislators impose a democratic constraint on the special interest-
oriented behaviour of the agency. That constraint is likely not to be present
in a government with a relatively weak democratic structure or tradition.
Furthermore any tradition of citizen or consumer service may be completely
absenf in the bureaucracy. For example, in many former communist states,
the governmental bureaucracy has traditionally viewed itself in a rather
adversarial position with respect to individual citizens, with essentially no
responsibility to protect their interests; the bureaucracy has instead been far
more likely to view its task as that of serving the state's interests. It cannot be
assumed, therefore, that a governmental agency with responsibility to regulate
a fund management industry in the interests of its beneficiaries would actually
do so.

It is also possible that the state would not view social security pension funds
as sacrosanct. The large amounts of money that can build up in them will inevi-
tably be a temptation to a government short of operating funds; indeed those
funds are likely to tempt the politicians running the government. Politicians
in some former communist states and developing countries have demonstrated
a willingness on occasion to view public resources as presenting opportunities
for self-enrichment, and these impulses are hardly unknown among politicians
in developed democracies. The tendency of bureaucracies to respond to the
agendas of the political leaders to whom they are immediately responsible
suggests those ambitions may be realistic. In short it is plausible that the fund
managers, the governmental agencies with responsibility to regulate them,
and the political leadership may share an agenda which is not in the best inter-
ests of fund participants.
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Juridical systems

When the regulatory agency under some circumstances has independent respon-
sibility to impose sanctions and in other cases must seek legal sanction in a
court, this raises the question of the impartiality of the courts themselves.
While judicial corruption is often difficult to measure and opinions differ on
the extent of the problem in most countries, in some countries it is a significant
problem.

There are at least two ways in which judicial corruption might affect cases
relating to the behaviour of managers of privatized pension funds. First, bribery
is always a possibility, and seems in fact to be a continuing problem in many
developing, as well as developed, countries. Judicial salaries in many developing
countries are extremely low by OECD standards, and many judges live and
work in conditions of near destitution. Even relatively minor bribes or gifts
to judges have effectively decided all kinds of cases, from contested elections
to minor commercial matters. The potentially significant sums of money
involved in pension funds create the opportunity for bribery. Second, judges
in most civil law countries (including almost all of the former communist
states, and many developing countries in other regions) are employees of the
government, and are vulnerable to pressure from governmental officials relating
to salaries, assignments or even job tenure. Even when the judge is theoretically
not an employee of the Ministry of Justice or some other government agency
and thus putatively independent, there is often significant opportunity for this
kind of pressure to be placed on judges. The problem of so-called "telephone
justice", in which the apparent outcome of cases is changed as the result of a
well-placed telephone call or other pressure from a high official, is regarded
as commonplace in many countries. To the extent that a regulatory agency or
political official may be illicitly financially involved with a pension fund, part
of the service the official may render to earn his kickback or fee is the ability
to influence judges through this relatively inexpensive form of manipulation
of judges.

There is always the possibility that the appropriate agency may identify a
case of misfeasance by the pension fund manager and impose a sanction or suc-
cessfully bring legal action against the fund or the manager. The concern, what-
ever sanction is imposed, is that the sanction must be effective to have any
impact on the behaviour of the manager. The problem with administrative or
criminal penalties is that they may be difficult to tailor to the size of the sanction
to the offence - small cases of corruption or mismanagement are likely either to
evoke no sanction at all, or a sanction no different from that which would apply
in a larger case.

Monetary penalties can be tailored quite exactly, but have one significant
drawback: the pension fund management institution may not have sufficient
corporate funds to pay the sanction. If the management institution is judg-
ment-proof because it is incapable of paying the appropriate fine or penalty,
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it is effectively immune from the behavioural standards the sanction is intended
to enforce. In the United States, banks are required to maintain a minimum
ratio between their reserves and their loans to ensure solvency if some borrowers
default on their loans. The conventional wisdom, however, is that investment
firms do not require capital adequacy ratios, as do banks, as long as there is
mandatory segregation of client accounts. Segregation implies clients' assets
are protected from the claims of general creditors against the employer. Without
some capital at stake, however, there is nothing to deter managerial misfea-
sance. Pension fund management institutions could be required to post a
bond or maintain a minimum ratio between their own capital and the size of
the fund they manage. There is the problem of ensuring that management insti-
tutions adequately segregate their own funds from the pension funds they are
managing, to ensure that it is truly the institution that pays the sanctions,
and not the pension beneficiaries. There is also a problem with the relationship
between the individual manager and the management institution: if sanctions
are paid out of the institution's assets, the individual managers may in effect
be allowed to gamble, say, for their own benefit while risking only the assets
of the institutions for whom they work, so that the personal assets of managers
ought to be at risk. Those assets will probably be minuscule relative to the size of
the injury a manager may do. Thus it is likely that administrative or criminal
penalties almost certainly would have to be employed along with monetary
sanctions against managers.

In order for enforcement of sanctions against management institutions to be
effective, one more element must be in place: there must be some administrative
mechanism to seize the assets which constitute the sanction imposed on the
institution. The effectiveness of law enforcement agencies should not be
assumed automatically. In some developing and transition economies, judg-
ments are simply not enforceable because the enforcement office has been so
deprived of resources, and procedures are so. ineffective, that it cannot effec-
tively undertake the apparently simple task it has been assigned. At least
some former communist states have claimed to address this problem by incor-
porating the enforcement office directly into the Ministry of Justice, a measure
which may or may not increase its effectiveness, but which brings the enforce-
ment of judgments directly under the control of the political branch of govern-
ment. To the extent that the accumulation of funds in pension accounts
provokes the interest of members of the government, that misbehaviour is facili-
tated and the ability of independent courts to interfere has been reduced.
Requiring that fund managers post bonds in amounts sufficient to pay some
predictable level of sanctions will not necessarily avoid this problem, since
one responsibility of the enforcement office is often to seize posted bonds.

Portfolio regulations

Portfolio regulations can take two forms. Under the prudent man (or prudent
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person) approach, portfolios must be judged to be prudent under generally
accepted financial market standards. Under the quantitative approach, maxi-
mums are set as to the percentage of the portfolio that can be held in different
asset classes. Quantitative regulation of portfolio distributions seeks ostensibly
to protect pension fund beneficiaries against "imprudent" investments Limits
are often imposed on holdings of assets with relatively volatile nominal returns,
such as equities and property, as well as foreign assets, even if their mean return
is relatively high. For occupational funds, limits are often set on investing in the
sponsoring employer (self-investment),'0 to protect against the risk of insol-
vency of the sponsor.

For advanced countries, apart from the control of employers sponsoring
pension schemes using the pension funds to invest in their own companies,
the degree to which such regulations actually contribute to benefit security is
open to doubt since pension funds, unlike insurance companies, may face the
risk of increasing liabilities as workers' wages increase as well as the risk of hold-
ing assets and hence the need to trade volatility for return. Moreover diversifi-
cation of assets can thus minimize the increase in risk. Motives such as ensuring
a steady demand for government bonds, or protection of benefit insurers, may
also play a part. Restrictions will also limit the benefits to the capital markets
from the development of pension funds. And, in the case of restrictions which
explicitly or implicitly" oblige pension funds to invest in government bonds,
which must themselves be repaid from taxation, there may be no benefit to capi-
tal formation and the "funded" plans may - at a macroeconomic level - be
equivalent to pay-as-you-go.

Even for defined contribution schemes it is hard to argue a sound case for
such rules, given the superior alternative of prudent man rules. There seems
to be little evidence that defined contribution investors need "protecting from
themselves", that is prevented from taking high risks. Indeed experience sug-
gests that workers with individual defined contribution funds tend to be too
cautious to develop adequate funds at retirement, while companies running
defined contribution funds may invest excessively cautiously to avoid lawsuits.

Some possible exceptions may be made to this argument in developing
countries with emerging securities markets. There could be a rationale for port-
folio regulations initially if fund managers as well as regulators are inexper-
ienced and the markets are volatile and open to manipulation by insiders.
Risk may easily become excessive in such cases. Also compliance with portfolio
limits is more readily verified and monitored than for prudent man rules. One
key aspect may be that such regulations should not impose minimum require-
ments on holdings of certain assets, which may lead pension reserves to be
used as a captive source of government financing. Regulation should become
more liberal as financial markets become more sophisticated and mature.

A major point of discussion in developing countries is whether minimum
rate of return guarantees, as in Chile, promote herding behaviour by pension
fund managers and restrict pension funds in their investment policies, to the
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disadvantage of members. Herding behaviour occurs when all pension funds
have similar investment portfolios. Such behaviour may be encouraged by
regulations that require pension funds to earn a rate of return that is within a
certain band of the average of rates of return earned by all pension funds.
Another hypothesis for the herding that is observed is that pension fund man-
agers all seek the same portfolios, so as not to be distinct from one another when
the risk of losing clients in the case of underperformance is greater than the
chance of gain from superior performance (Davis, 1995d).

As regards national experience, in Chile investment rules set by the govern-
ment seek to ensure adequate diversification by setting maximum limits on dif-
ferent assets, and not a prudent man rule. There is, however, no direction of
investment to priority areas. Up to the early 1990s these rules set maximums
of 50 per cent for government bonds, 30 per cent for equities and only 3 per
cent for foreign assets in the form of AAA-rated bank debt. Equities and corpo-
rate bonds held had to meet stringent rating requirements. Rules also limit the
fractions of funds invested in individual companies, in terms both of the
companies' market capitalization and of the funds' own assets.12 Following
the idea of sequencing as a pension system develops, an easing took place in
the late 1990s. Foreign investment was allowed to expand from 3 per cent to
20 per cent,13 funds were allowed to invest in foreign bonds and equities and
not merely bank deposits, and the maximum for domestic government bonds
was set at 45 per cent. AFPs can invest in a much wider range of companies,
and in venture capital, a move which it is hoped will raise interest in flotation
of family-owned companies in Chile.14 The reforms are also expected to intro-
duce new instruments such as mortgage-backed securities, convertible bonds
and revenue bonds, the last aimed at facilitating institutional investment in
infrastructure projects. Scope for AFPs to use derivatives will be increased.

In Singapore there are no formal portfolio restrictions, as the government
takes the bulk of Central Provident Fund contributions to invest in government
instruments. Both the Monetary Authority of Singapore and Government of
Singapore Investment Corporation invest assets at their discretion. Interest
rates paid to members are linked to those on bank deposits. In Malaysia
there is a requirement that at least 70 per cent of the total and 50 per cent of
additional Employees' Provident Fund assets should be invested in Malaysian
government bonds, funds from which are used for development purposes.
Recent legal amendments have allowed investment by the Employees' Provident
Fund in other securities, joint ventures, real estate and foreign securities.

Minimum funding rules and regulation of returns
Regulation of the funding of benefits and associated accounting rules15 is a key
aspect of the regulatory framework for defined benefit pension funds, which
may strongly influence portfolio distributions, notably by influencing the
degree of volatility in asset prices that fund managers are willing to accept.
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Minimum funding requirements set by regulation seek to protect the security of
benefits against default risk by the company, given that unfunded benefits are
liabilities on the books of the employer, and therefore risk is concentrated
and pensioners (or pension insurers) may have no better claim in case of bank-
ruptcy than any other creditor.

In Switzerland companies must pay in for defined contribution plans if
returns fall short of 4 per cent. This may be particularly constraining, forcing
companies to adopt a one-year horizon despite 30-year liabilities. Moreover,
in Switzerland, accounting conventions also affect funding decisions, as short-
falls of defined benefit pension funds assets relative to liabilities (with assets
valued at the lower of cost and market value) are included in the company
accounts (Hepp, 1990). This may help to account for conservative investment
strategies based on bond holdings, independent of portfolio regulations
discussed above, despite the fact that funding of projected "real" obligations
should make equities attractive, There are also minimum contributions. In Aus-
tralia, companies are obliged to contribute on behalf of workers to a complying
pension fund, otherwise the government levies a charge - the Superannuation
Guarantee Charge - on the employer to enforce the contribution.

Information disclosure

Given the length of pension commitments, possibly covering 30 or more years of
work and 20 or more years of retirement, detailed reporting and information
disclosure are essential. Accordingly standards of information for members
are a crucial complement to regulation. Defined contribution pension schemes
may require even better information for members than defined benefit schemes,
given the direct dependence of pensions on the performance of the portfolio.
Members need to be able to judge whether contributions are adequate and
investments too risky: a difficulty for individuals in advanced societies, let
alone developing countries. Information disclosure is also important for defined
benefit schemes. In developing countries there is generally no information on
contributions given to participants. They often do not know if their employer
has correctly reported their earnings, or reported them at all, until they
submit a claim.

In Chile information to members is essential to enable the competitive
mechanism of transfers to operate. Funds are publicly valued daily at market
prices. Funds are required to provide statements to members three times a
year showing the last four contributions, financial performance of the fund,
accumulated balances and returns on the account. Malaysia and Singapore dis-
close the value of individual accounts, but little other information. Notably in
Singapore there is no information about ultimate investments, and policies
and performance relating to them. Accounts of the Central Provident Fund
are not publicly audited. In Australia and Switzerland audited annual accounts
and an individual benefit statement must be made available to members.
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Other types of regulation
In Chile, the inferior financial information of workers as compared with fund
management companies is aggravated by lack of familiarity of workers with
capital market investment, as well as the thinness and lack of credibility of capi-
tal markets. As a consequence (albeit also to protect the government's guaran-
tee), regulation focuses particularly on consumer protection. For example,
regulation of the AFPs seeks to ensure solvency of funds, both by separating
funds from the management companies (funds belong to the members and
are not affected by losses by the AFP) and by imposing minimum capital
requirements on them. An additional safeguard is that managers must invest
a sum equal to 1 per cent of funds under management on their own books,
and in the same way as the client funds, bearing in mind that each AFP may
only have one fund, so they will share the losses from bad investment.

INVESTMENT PERFORMANCE OF MANDATORY FUNDED
SCHEMES

It is important to assess the overall performance of the various schemes outlined
above, in that they illustrate the effects of the various factors and indicate the
overall effectiveness of the different approaches to mandatory funded pensions.

In Chile the funds initially invested largely in government bonds, but later
shifted to equities, via purchases of existing shares in the secondary market
and of new shares created by the sale of privatized companies. Corporate
bonds became popular investments as more companies met the government's
rating targets: offering an attractive alternative to short-term bank credit,
which was the only form of corporate debt available until the late 1980s. In
1994 AFP portfolios were invested 39 per cent in public bonds, 33 per cent in
equities, 6 per cent in deposits, 6 per cent in corporate bonds and 13 per cent
in mortgage bonds (see table 7.4). Their influence on the capital market may
be gauged by the fact that they hold 55 per cent of Chilean corporate and
mortgage bonds, 10 per cent of all equities and no less than 95 per cent of pri-
vatization issues.

Performance of the funds in terms of investment returns has shown an aver-
age real return in Chile of 13 per cent per year over the period 1970-95 (see table
7.5) and 10.5 per cent even allowing for the high level of administration costs.
However low-income workers' returns have been much lower (7.5 per cent)
owing to a flat-rate element in the administrative costs (this element was later
eliminated: see Vittas, 1993). The good returns - well in excess of average earn-
ings growth and above returns in international markets - have been linked to
the overall performance of the Chilean economy, and in particular a sharp
fall in the real interest rate. Poorer returns in the 1990s have led to questioning
of investment policies and restrictions, especially on foreign investment, for
increasing risk unnecessarily.
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Table 7.4 Portfolio distributions of mandatory funded pension schemes in selected
countries, mid-1990s (percentages)

Country Bonds of which of which Shares Property Loans and Short-term Foreign
public private mortgages assets assets

Sources: Chile: Mitchell and Barreto (1997); Singapore and Malaysia: Asher (1998b); Switzerland: OECD (1997);
Australia and Sweden: Central Bank Bulletins.

In Singapore, 90 per Cent of assets are invested in government bonds. The
returns credited to accounts have been around 2 per cent in real terms on aver-
age since the 1960s (Vittas, 1993), although over the period 1987-96, the real
return was lower, at 0.33 per cent, with negative real returns for half these
years (Asher, 1998a). Calculations (table 7.5) suggest that real returns were
1.3 per cent over 1970-95 and 2.3 per cent over 1980-95. Since 1986 the
return has been set according to the deposit rates for short-term funds (up to
12 months) with four domestic banks, subject to a nominal minimum of 2.5
per cent. The return compares unfavourably with those realized in many of
the OECD countries (Davis, 1995a), as well as in Chile, and with real wages
growing at 4 per cent or more. The real rate of return may be insufficient to
secure a high replacement ratio, despite the high contribution rate (especially
as some of the assets are used for non-pension purposes). Asher (1998b)
noted an actuarial study that suggested that sizeable additional contributions
on top of the existing 40 per cent would be needed to attain a replacement
ratio of 66 per cent. Low interest rates on housing loans from the fund are
one underlying reason for its low returns. The availability of cheap housing
loans has also reportedly driven the price of housing to high levels. But the
main reason for low returns to investors is that a sizeable proportion of (report-
edly high) returns on foreign investments are accumulated as hidden reserves for
the future needs of the economy.

On the other hand, the investments of those individuals allowed to allocate
their own excess balances with the Central Provident Fund as they desired have
been even more disappointing (Asher, 1998b). Over 1994-97, only 20 per cent of
investors achieved returns in excess of those available from leaving the money in
the Central Provident Fund, and aggregate losses in nominal terms of those
investing exceeded gains; and this was before the financial crisis in southeast
Asia began. This is a sobering illustration of the capabilities of individuals to
manage long-term investments.
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Chile (1994) 45 39 6 33 2 13 6 1

Singapore (1996) 70 70 0 0 0 0 28 0
Malaysia (1996) 55 34 21 16 1 0 30 0
Switzerland (1994) 28 - - 14 16 41 2 0
Australia (1995) 15 13 2 41 9 0 20 14
Sweden (1995) 83 37 46 1 3 7 2 0
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Box 7.5 How government agencies can invest pension funds well
Two federal agencies of the United States government are responsible for
managing the investment of retirement funds. One of the smallest federal agen-
cies, with approximately 100 employees, established in 1986, invests over $60
billion in assets, with the amount growing rapidly. The Federal Retirement
Trust Investment Board administers the Thrift Savings Plan, which allows fed-
eral employees to supplement their defined benefit plans with contributions to
a tax-deferred defined contribution plan. The Thrift Savings Plan is particularly
interesting because it has been viewed as a possible model for privatizing
social security in the United States.

The Thrift Savings Plan is one of the three parts of the Federal Employees'
Retirement System. Participants choose between three Thrift Savings Plan
investment funds. The government securities fund has slightly underperformed
relative to its benchmark of related securities. The common stock fund is an
indexed fund managed by Barclays Bank, and it charges only 9 basis points
(0.09 per cent) for administration, which is lower than the 15 or more basis
points charged to individuals and other funds. The stock fund charges ten
basis points for administration, and it has met or exceeded its benchmark.

The president appoints the five-member board that oversees the invest-
ments. The board is governed by similar rules for auditing, reporting and pru-
dence that cover the private sector. The Thrift Savings Plan pays out annuities
and has complete responsibility for participant communication.

The second major agency, the Pension Benefit Guaranty Corporation, man-
ages a $16 billion portfolio. It functions partly as an insurance company and
partly as an investment fund. It was established in 1974 to collect premiums
from companies that sponsor defined benefit pension funds to insure the pen-
sions of companies who may default as a result of bankruptcy.

The Pension Benefit Guaranty Corporation board of directors is political:
three cabinet secretaries sit on the board of directors and the advisory board
is made up of seven presidential appointees. The staff, like those of the Thrift
Savings Plan, are hired under the formal rules and restrictions of civil service
law. The Pension Benefit Guaranty Corporation also faces investment con-
straints that do not fetter private managers or for-profit private insurance com-
panies. The Pension Benefit Guaranty Corporation must invest its premium
income (about half of its revenues) in bonds and its other income in a broad
portfolio. The Corporation's political nature inhibits investing in real estate or
overseas.

Malaysian investments have until recently been wholly domestic. For many
years, funds were invested solely in domestic government bonds. The share was
89 per cent in 1987, but fell sharply thereafter to 34 per cent in 1996, reflecting
an improvement in the fiscal position. Corporate bonds increased from 11 per
cent in 1991 to 20 per cent in 1996, and equities from 2 per cent to 16 per cent.
In terms of investment returns, the Malaysian provident fund has done consider-
ably better than the Singaporean, with real returns of 3 per cent on average over
1970-95, and 4.3 per cent over 1980-95. This performance was achieved despite
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the focus on domestic assets, and illustrates the success of the related economic
growth policies, which have been reinforced by the availability of pension fund
assets. It may nonetheless involve an element of taxation, possibly of around 2
per cent;16 it also falls slightly short of estimated real average earnings growth,
and is well below potential returns on international investment. Other provident
funds have done much worse than Malaysia or Singapore, with Zambia achieving
minus 25 per cent real returns in the 1980s (World Bank, 1994).

The Pension Benefit Guaranty Corporation and the Thrift Savings Board in
the United States are two examples of successful government management of
pension assets (see box 7.5). In the case of bonds issued by the Thrift Savings
Board, government employees choose from a limited set of investment funds
managed in the private sector. In both cases, however, these programmes involve
assets that are a small fraction of what a national programme would be and do
not encounter some of the problems that a national programme would, such as
the capital market effects of a national programme and the problem of dealing
with a large number of low-wage earners who would have small accounts.

The mandatory funded pension scheme is becoming a more popular means
of providing retirement income for individuals both in developing and devel-
oped countries. A number of different types operate in the world today. Notably
one can distinguish schemes where asset management is decentralized and
pensions are provided on an individual basis, schemes where asset management
is wholly centralized and schemes where asset management is decentralized on
an occupational basis. Trust funds of social security schemes are another
variant. Behavioural differences arising from such differences in the structure
of schemes have been shown to affect the performance of funds, although the
influence on performance from the regulation and politicization of investment
can also be traced. Returns accruing to members are also influenced by
widely differing levels of administrative costs. Meanwhile, although developing
countries need not wait until capital market development is complete before
introducing funded mandatory pensions, some preconditions exist nonetheless,
in respect of capital market structure and regulatory capacity.

Notes

'Existing defined benefit funds did not have to be switched to defined contribution.
2Bateman and Piggott (1997) cast doubt on the efficacy of these incentives.

However, the ceiling up to which pensions replace wages at this rate is only indexed to price
inflation, thus leading in future to declines in average replacement ratios as incomes of more workers
exceed the ceiling.

are also supplementary private schemes in Sweden arranged through collective bargain-
ing, and which cover virtually the entire labour force, one for white-collar workers (the ITP system)
and one for blue-collar workers (the STP system). The ITP system is funded either through book
reserves, through insurance contracts or through contracts with a special pension company, while
the STP scheme is provided solely through a mutual insurance organization (AMF).

In practice, loans are made to provincial governments, and the interest rates charged are those
of federal long-term bonds. This means that the rates of return are lower than market rates since
rates on federal bonds are generally slightly lower than those on provincial bonds.
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importance of pension liabilities as a cost to employers, and hence the benefit from higher
asset returns, is underlined by estimates from the European Federation for Retirement Provision
that a 1 per cent improvement in asset returns may reduce companies' labour costs by 2-3 per
cent, where there is a fully funded, mature, defined benefit pension plan.

For example, Bajtelsmit (1996) shows that a simulated risky stock portfolio (based on
historical performance) will, on average, produce ten times the retirement wealth of a simulated gov-
ernment bond portfolio over a 42-year pension contribution and investment period.

The Monte Carlo simulations were conducted using @RISK, an add-on statistical package for
use with Microsoft Excel. This software allows each annual return to be drawn from a specified
distribution of returns. For each simulation reported, 1,000 iterations were performed. Repetitions
of the simulations produced results consistent with those reported.

This openness may help to create a contestable market, wherein a seeming oligopoly may be
characterized by competitive behaviour on the part of existing companies, because of the potential
for new companies to enter in a "hit and run" manner in response to excess profits.

These limits do not apply to reserve funding schemes such as those common in Germany,
Japan, Luxembourg and Sweden, where 100 per cent of assets are invested in the sponsor.

For example, by closing down all alternative investment strategies such as international
diversification.

'2This tends to reduce the returns of large funds, which are unable to invest as much of their
portfolios in equities with good prospects as smaller ones may.

13 In 1988 about 3 per cent was held internationally.
' Ceilings are higher for employers willing to submit to limits on their managerial indepen-

dence.
' Regulation of funding is typically carried out by periodic submission of accounts and actuar-

ial reports to the authorities.
comparison made is between real returns over the 197 1-96 period of 2.74 per cent per

year, equity yields of 5.61 per cent and a yield on bank assets/liabilities of 4.26 per cent.
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COVERAGE AND ITS SHORTFALLS 8

This chapter discusses the level of coverage of pension schemes in all regions of
the world in terms of the proportion of the population who are insured for pen-
sions under social security schemes. It also discusses the main reasons for the
level of coverage being low in many countries. Related issues discussed else-
where in the book are questions of governance and administration (Chapter
9), contribution evasion (Chapter 10) and problems relating to the extension
of coverage (Chapter 16).

In 1944 the International Labour Conference recognized in the Declaration
of Philadelphia that economic security should be a right for all people and that
the nations of the world should develop programmes "which will achieve.., the
extension of social security measures to provide a basic income to all in need of
such protection and comprehensive medical care". More than 50 years later,
however, that right is still denied to the vast majority of people, among them
retired and disabled people, widows and orphans throughout the world. For
them the key issue concerning social protection in old age and disability is
their lack of entitlement to any pension, and not the basis for its determination.

In the case of pensions, as with other branches of social security, social
protection coverage has three dimensions:

the range of protection provided - the social security system may provide
protection against some contingencies, such as employment injury, but not
against others, such as old age;
the level ofprotection provided - while there may be provision to meet a con-
tingency, the benefit level may be low and insufficient to prevent hardship;
the categories ofpeople covered - the social security system may cover some
categories of workers but not others.

TRENDS IN POPULATION COVERAGE

Population coverage
According to the US Social Security Administration (1997), 166 countries have
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Table 8.1 Types of social security programmes providing cash benefits to the aged,
disabled and/or survivors, 175 countries worldwide, 1997

Continent/region No. of Contributory Non-contributory Mandatory Mandatory savings
schemes
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Note: The inclusion of five Latin American countries in the private mandatory savings category requires some
clarification. Private systems exist in Bolivia, Chile, El Salvador and Peru, but in Argentina, Colombia, Mexico
and Uruguay schemes can also be managed by public institutions, the social security institute, family allowance
programmes and cooperatives.

Source: US Social Security Administration, 1997, updated from ILO sources.

one or more social security schemes which cover the contingencies of old age,
disability (invalidity) and survivors while nine have none (see table 8.1). But,
in spite of this, more than half the world labour force and their dependants
are not covered by such schemes. The problem is particularly acute in sub-
Saharan Africa and South Asia where formal social security coverage is esti-
mated at 5 to 10 per cent of the labour force, but it is also of great significance
in East and South-East Asia and in Latin America. Although the scale of exclu-
sion is not so great in Central and Eastern Europe and Central Asia, the process
of economic and political transition has led to a significant increase in the infor-
malization of employment and thus to a fall in coverage. This has also been
echoed in middle-income and even industrialized economies through the
reaction to the competitive pressures of globalization.

Most countries rely on a social insurance scheme providing earnings-related
benefits (although most OECD countries which follow this system also under-
pin it with a social assistance safety net which provides general anti-poverty
coverage on a means-tested basis). The development of social security indicates
that, typically, priority was first accorded to ensuring that the scheme provided
income replacement in respect of the long-term contingencies of old age, dis-
ability and survivors. Such schemes were invariably aimed, however, at the
circumstances of formal sector workers who worked for an employer and the
linkage between social insurance and formal sector employment has remained
central to the issue of coverage.

Flat-rate Earnings- Means- Flat-rate Private
related tested universal pensions

Public Private Total

Africa 5 1 34 3 3 1 6 -
Asia 3 2 29 2 1 - 7 -
Latin America and 1
the Caribbean

1 34 6 - - - 5

Europe - 14 31 12 2 3 - -
North America - - 2 1 1 - - -
Oceania - - 3 - - 1 6 -
Total 9 18 133 24 7 5 19 5 220



Coverage and its shortfalls

In some countries special schemes were devised for certain occupational
groups, but the tendency has been for these to be gradually incorporated in
one scheme which covers virtually all formal sector workers at least in the
private sector. Public servants and members of the armed forces, together
with special categories such as judges and politicians, are still often covered
by special provisions which are administered separately by government (see
Technical Brief 3).

The extent of population coverage for social security pensions depends on
many factors, of which the following are particularly significant.

The method of financing. Universal or social assistance schemes are
typically financed from general taxes rather than social security contributions.
Provided that the tax base is broad and yields sufficient resources, coverage
may be extensive and not depend directly on individualized financing.

The age of the scheme. Generally the more established the scheme, the
broader the coverage.

The level of economic development. There is a close link between the level
of coverage and the level of social protection resources available to finance it,
with more developed countries generally having a higher level of coverage.

The size of the formal sector. It is easier to collect contributions and taxes
from those in formal sector employment than from the informal sector.

The capacity of the social security administration. This affects both the
credibility and viability of the scheme and has implications for existing coverage
in that many schemes experience difficulty in ensuring compliance, but it also
limits the extension of coverage to excluded groups and contingencies.

Government policy. The extent to which the government gives priority to
extending coverage for social protection varies according to national priorities
and may be sufficient to counteract other factors. Thus, for example, Costa Rica
is less developed than Mexico but has considerably higher coverage owing to
government initiatives in the 1970s. Although most workers and their families
in developed countries, where levels of formal sector employment are high,
are covered under social security schemes, it often proves difficult to cover effec-
tively the self-employed, contractors, agricultural workers, domestic workers
and casual workers. Where this is attempted, difficulties arise in identifying
and in registering such persons, and then in the collection of the appropriate
contributions. If the scheme is contributions-based, it will be difficult to identify
the correct level of earnings and if it is tax-based there will be similar problems
in identifying the taxable income.

Those countries which formerly functioned with centrally planned econo-
mies generally have well established social insurance schemes which cover
employees and, in some cases; the self-employed. In these countries the process
of transition to market economies has led to a shift from public to private
sector employment within the formal sector, as well as to a significant growth
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in self-employment and the informal sector. The schemes in the transition
countries have not, in general, come to terms with the administrative obligations
related to ensuring compliance by private sector employers and the self-
employed.

Social security co.verage is low in many sub-Saharan African countries (only
1 per cent of the labour force in Chad, Gambia and Niger), and only reaches
moderate levels in North Africa (22 per cent in Egypt and 24 per cent in Tuni-
sia). Even there the figures reflect coverage under the law rather than compli-
ance, which is low, particularly among the self-employed. Similar conditions
exist in Latin America: less than one-third coverage in Colombia, Ecuador,
Guatemala and Peru and less than 15 per cent in Bolivia, El Salvador, Honduras
and Paraguay. Coverage levels are higher in many of the Caribbean countries
(at least 80 per cent in the Bahamas, Barbados and Jamaica) where the self-
employed and informal sector workers represent a smaller proportion of the
labour force.1

Coverage rates are also low in much of Asia (for example, 8 per cent of the
labour force in India). The rapid growth of the economies of some countries in
East and South-East Asia from the late 1980s up to the late 1990s illustrates the
connection between high growth, increases in formal sector employment and
low rates of unemployment, but this has not necessarily been reflected in signif-
icant increases in social security coverage for the labour force. Coverage under
the social security scheme is only 10 per cent in Thailand (prior to the scheme's
expansion in 1995) and 12 per cent in Indonesia. In Indonesia, Malaysia, Singa-
pore and Thailand retirement pension schemes have yet to be established for
private sector workers, and none of these countries has a social assistance
system for the poor. Reliance is placed instead on the provident fund system,
although Malaysia has a social insurance pension scheme covering the contin-
gencies of invalidity and survivors' dependency. The financial crisis in Asia in
19 97/8 exposed the weaknesses of the social protection schemes, and in particu-
lar the low level of protection and coverage.

Pension schemes, based on social insurance principles covering public and
private sector workers, have been established in countries such as the Philip-
pines, the Republic of Korea and Viet Nam, and one is envisaged in Thailand,
but among both the pension schemes and the provident funds population cover-
age is low, restricted to formal sector employment and diminished by substan-
tial evasion. It would seem likely that competitive forces have tended to
persuade employers to seek lower labour costs either through direct evasion
of social security liability or through an informal workforce (for example,
with reliance placed on homeworkers or contractors).

Those Asian countries in transition from centrally planned economies
tend to have higher levels of coverage. In China, out of an estimated labour
force of 592 million in 1992, there were 277 million workers in wage and
salaried employment, of whom 3.2 million were employed in the private
sector. Social security coverage is estimated at 100 million or 18 per cent of
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the labour force, but is declining as a result of the privatization of state-owned
enterprises.

Categories of people excluded from coverage
The trends in personal coverage, particularly in developing countries, are incon-
sistent with classical development theory which assumes that, as economies
grow, most workers will eventually be employed in regular wage employment
in the formal sector. In addition development has often not improved the posi-
tion of the most vulnerable groups outside the labour force, such as the disabled
and old people who cannot count on family support, are not covered under
other social policies and have not been able to make provision for their own
support.

Many categories of people are excluded from coverage because their
employment conditions differ from those in the formal sector. Most social insur-
ance schemes have been established to suit the circumstances of people in
regular employment in the formal sector, so that, over a working life, a pattern
of rights will be built up that enables the pension, on termination of employ-
ment, to relate to the length of this period, and to the level of earnings. Further-
more, since such people work for an employer, that justifies a system of
financing which includes an employer's contribution. The structure of such
schemes has also been governed by reference to pre-existing public sector, or
special group, schemes which, whether contributory or not, have tended to
provide a high benchmark in terms of the benefit structure, and set goals for
private sector workers to attain.

Formal sector workers were seen as the priority for social security protec-
tion, first, because their dependence on a regular wage income rendered them
vulnerable when this income was interrupted and, second, because administra-
tion through employers was seen as feasible. In addition they were also the most
organized and the most similar to public servants who had already been covered
for some time. Those employed outside the formal sector were more likely to be,
at least partially, dependent on agriculture which, together with family support,
provided a basis for subsistence in times of adversity.

In addition the workers excluded from coverage are a heterogeneous group.
Professional self-employed people who have an established business might be
prepared to participate in the national social security scheme, but may feel cap-
able of making their own arrangements to finance provision for retirement from
business income. They may be reluctant to participate in the social security
scheme if this involves a contribution equivalent to both the employers' and
the employees' contributions.

Many workers outside the formal sector, such as the lower paid self-
employed, casual workers and agricultural workers, are likely to be obliged,
by the irregularity of their incomes and the uncertainty of their circumstances,
to live on a day-to-day basis and thus tend to give lower priority to saving for
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old age, particularly in a scheme which requires a high contribution rate. For
those with casual and intermittent employment, it is difficult to meCt the condi-
tions of entitlement for a retirement pension, which require the satisfaction of a
long qualifying period of work and thus imply a stability of employment beyond
their reach. In addition they may give priority to more immediate contingencies
such as health care.

Domestic household workers are often a particularly difficult group to
cover. Since their employer is a private individual and they work in his or her
home, compliance is difficult to enforce. Furthermore their wages are generally
low and may be provided substantially in kind, so that it will be difficult to
determine the basis for a meaningful social security contribution. However,
many work for their employers for long periods and their need for income secur-
ity on termination of employment is apparent.

Finally many of those excluded are in fact formal sector employees. These
may be broadly divided into three groups:

those excluded by statute because, for example, of their conditions of
service, or because they work for small employers not within the scope of
the scheme;
those who are insurable under the scheme but for whom contributions
are not being paid by their employers (either through default, through
evasion or through ignorance) - this may even apply to public sector
workers;
those whose conditions of service have been so arranged, or are portrayed as
such, to avoid liability (contract labourers, part-time workers, people sup-
plied through a third party).

REASONS FOR EXCLUSION FROM COVERAGE

Various studies2 have been undertaken to analyse and overcome the reasons for
exclusion from coverage. A common conclusion, particularly in developing
countries, is that many workers outside the formal sector are not able or willing
to contribute a relatively high percentage of their incomes to finance social
security benefits that do not meet their immediate priority needs. In addition
they may not be familiar with, or may distrust, the way the formal social secur-
ity scheme is managed. As a result, some groups of workers outside the formal
sector have set up schemes that better meet their priority needs and contributory
capacity.

Similar considerations even apply to those who work for employers in small
enterprises, or who are employed on a casual, temporary or contractual basis,
except that here the employer is also likely to resist contributing to the social
security scheme. There are also a range of factors, such as legal restrictions
and administrative bottlenecks, which effectively restrict access to formal
social security schemes.
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Social security priorities and contributory capacity
Most developed and some developing countries have set up social assistance
schemes that are aimed at people in financial need who cannot be reached
by policies for employment and who cannot - and/or have not been able to -
contribute to self-financed social insurance schemes (see Chapter 5). Social
assistance schemes provide benefits in cash or in kind, and may either apply
to wide social groups such as children, disabled and retired people, or be
limited to certain occupational groups. The advantage of social assistance
benefits is that they can be directed to those most in need, but they require a
sophisticated administration to determine who is really deserving, and to
make sure that the benefits reach the target population effectively. Therefore
the cost of delivering the benefits is often high: without a tight benefit adminis-
tration there are likely to be leakages or corruption. The feasibility and effective-
ness of these schemes depends on the resources, administrative capacity and
priorities of the country. Where a significant proportion of the population is
poor (as in many developing countries), a general social assistance scheme
may be both inappropriate and impracticable, but it may be possible to aim
assistance at defined vulnerable groups such as the old, the seriously disabled,
widows and orphans

An alternative approach is to provide a universal pension for specific cate-
gories of people subject to satisfying a residence test, but without any contribu-
tion liability or means testing. Such schemes, which have been established in
Botswana, Brunei Darussalam, Canada, Namibia and the Seychelles, are
financed from taxes and are thus more likely to be found in countries where
the number of potential beneficiaries is relatively small and tax revenue collec-
tion is ample and efficient.

Workers outside the formal sector are generally employed in small, often
family-based, enterprises. If they own their business, they are often not, or
only partly, integrated into the fonnal economy. If they are wage workers,
they usually have informal labour relations with their employers, probably
with no written labour contracts. Such informality affects not oniy wage earners
and other groups, such as homeworkers in the informal sector, but also casual
labourers who work - directly or indirectly - for formal sector enterprises. A
considerable proportion of these informal sector workers and their families
live in poverty, and many of them are women.

Most formal sector workers can contribute regularly to social insurance.
Given their regular earnings, they can provide for their retirement. This is not
the case for most informal sector workers, especially in developing countries,
who are 'psychologically engrossed in their problems of immediate survival to
such an extent that any concern or motivation to provide for a distant eventual-
ity gets almost obliterated' (Singh, 1994). They often live from one day to the
next and face risks that can throw them into permanent indebtedness. These
risks could be grouped into the followingfour categories:
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e calamities (flood, fire, civil unrest and famine);
o loss of earning power (disability, ill health, loss of assets);
o life cycle crises (death and marital breakdown);
o sudden and large expenditures (hospital).

It is difficult for institutionalized social security schemes to protect informal
sector workers against all these risks. Most informal sector households already
spend a considerable part of their budget on vital life areas, such as health and
education, and as a priority they feel they need protection against loss of earn-
ings capacity (particularly attributable to disability or death) and to short-term
concerns such as health care. This perception may be inspired by the belief that,
if they reach retirement age at all, they would be looked after by family or
relatives, and by the recognition that their limited resources must be allocated
first to immediate and short-term needs. The concept of retirement cannot be
readily applied, either to the self-employed or to those working on a casual
basis in the informal sector, since the former are likely to be involved in
income-generating activities beyond normal retirement age and the latter to
seek work as long as there is a chance that it will be available to them and
they are capable of doing it. However, many of them will reach an age when
they are unable to work and, if they cannot find family support, will face desti-
tution in the absence of any form of social safety net. The same is true of
orphans and widows who cannot be reached with employment and labour
market policies.

Legal restrictions

Most social insurance schemes in developing countries have adopted a cautious
approach to the extension of coverage beyond the formal sector. Not otily does
this often result in the exclusion of the self-employed, agricultural workers,
family workers, domestic employees and casual workers, but it has also
meant that restrictions have often been imposed on coverage for those in regular
employment. Here the considerations are principally administrative. It has long
been the practice for new social insurance schemes to adopt a policy of gradu-
ally extending coverage, so that account is taken of the limited administrative
capacity of the system and of employrs. The view is taken that it is better
that the scheme operates satisfactorily on a restricted basis before gradually
widening its coverage. Thus coverage may be restricted by the size of the
employer on the understanding that larger employers are more likely to
comply with the obligations of the scheme.

An alternative approach adopted in some developing countries is to restrict
the scheme on a geographical basis (in Mozambique and the least developed
countries in Latin America coverage was initially limited to the capital city)
or with regard to certain occupational groups. In some countries (as in the
case of the Employees' Old-Age Benefit Institution scheme in Pakistan),
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social security was at least initially focused on the lower-paid or manual work-
ers, while higher-paid workers or management were specifically excluded from
coverage in the belief that such people could make their own arrangements, or
were likely to be adequately covered by their employers' arrangements. Similar
provisions apply to the Malaysian social insurance scheme. The Employees'
Provident Fund in India applies a combination of provisions to restrict
membership. First, employment must fall within the scope of 177 prescribed
occupations; second, the establishment must have at least 20 workers; and
third, until 1997, the establishment must have been operating for at least
three years (termed an "infancy period").

Administrative bottlenecks

Only limited progress has been made in the extension of coverage to those
sections of the formal sector labour force which were initially excluded on
administrative grounds. Indonesia introduced its scheme in 1977 and has
progressively extended its coverage from employers with a minimum of
100 employees to those with at least 25 in 1983 and to those with ten or more
in 1990. After 21 years' experience, the Malaysian scheme was finally extended
to employers with one employee in 1992. There are two reasons for this slow
progress. First, amendment of the legislation is a slow process, which often
has to be negotiated (see Chapter 20). Second, many social insurance schemes
continue to have difficulty coping with the administrative obligations relating
to the existing insured population and liable employers.

Those currently excluded would, in general, be even more difficult to
administer and are likely to pose considerable problems of compliance and
records processing. The view might be taken that the contribution income
derived from their coverage may not be worth the administrative cost. This
is short-sighted, however, because these people are more likely to require
social protection, and because it creates disparity of treatment within the
labour force, in relation both to contribution liability and to access to social
protection.

The extension of coverage and administrative capacity are closely con-
nected. In developing countries it has often proved difficult to cope with the
volume of administrative tasks associated with the operation of a social insur-
ance scheme, or a national provident fund, that requires the maintenance of
accurate lifetime records for insured people. These problems are intensified by
the dependence of the administration on the cooperation of employers and
insured people in providing the necessary data accurately and regularly.

Other factors affecting the extension of coverage are a general lack of aware-
ness among the excluded groups, or reluctance where the scheme is perceived to
be either inefficient or not in their best interests. Some people (both employers
and workers) feel overwhelmed by the bureaucratic obligations associated with
registration under the social security scheme or may fear that entry into the
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public system will have other implications, in that it might bring them within the
scope of the tax system or of the obligations of labour legislation.

Non-compliance

Often the number of people who are insurable under the social security scheme
by virtue of the legislation is significantly greater than those who are actually
registered members and active contributors. This may apply to employees
and self-employed people, and to the public and private sector. The gap repre-
sents the level of non-compliance and those to whom it applies can be distin-
guished from those who are excluded by virtue of arranging conditions of
service to avoid liability (see Chapter 10). This can prove to be a major difficulty
for a social insurance scheme. Solidarity and redistributive principles of the pro-
gramme can be undermined by some employers and workers effectively opting
out of a scheme, in spite of the fact that their circumstances and needs may be
similar to those of employers and workers who remain active participants.

Some middle- and lower-income countries (for example, Turkey) and
countries in transition have sought to extend coverage to some of the self-
employed and even to employees such as domestic workers. The Philippines
has accorded high priority to providing the whole working population with
access to membership of the social security scheme, and the legislation obliges
virtually all self-employed people, farmers, fishermen and domestic workers
to be insured. However the Philippines also provides an example of the gap
which exists in many countries between coverage under the law and coverage
in practice. There is a close linkage between the problem of extending coverage
and the problem of compliance or evasion, and this is particularly acute in
developing countries (and some countries in transition). Non-compliance
takes several forms; employers may:

fail to register under the scheme;
fail to register all of their employees;

o treat some of their employees as self-employed contractors or as casual
workers;
understate the earnings on which social security contributions are payable;
register their workers but not pay the contributions;
take advantage of loopholes in the legislation.

All or some of these situations may arise with the collaboration or agree-
ment of the workers, who may prefer to give priority to short-term income
rather than to contributing to a long-term objective, such as a retirement pen-
sion. Most countries are not able to assess the extent of non-compliance.
Such statistics as are available generally relate to outstanding contributions
which have been calculated, but the problem of identifying and enforcing
liability is significant for most social insurance schemes.
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APPROACHES TO THE EXTENSION OF COVERAGE

In principle the most effective way of ensuring general coverage under a social
protection programme for the elderly and the disabled is through a universal
pension scheme which provides entitlement subject to satisfaction of a basic
contingency test, such as attainment of age 65, supplemented, generally, by a resi-
dence test. Under such schemes, individual contribution records do not need to be
maintained and entitlement is easily determined in. countries with good birth
records. But because such schemes are universal and uniform, the level of
social protection provided is generally low and unlikely to provide more than
anti-poverty protection. Furthermore, since such benefits are neither aimed at
need, nor related to contributory employment, they require a considerable com-
mitment of tax resources to finance them. Thus only a few countries have felt able
to provide pensions on this basis. Canada, Denmark, Japan, Mauritius, Namibia,
the Netherlands, the Seychelles and Switzerland are examples. Botswana has
introduced a universal fiat-rate pension scheme for all residents aged 65 and
over. Other countries provide means-tested pensions for the elderly and disabled
(Australia and South Africa) and others - particularly the United States and most
European countries - have a broad-based social assistance system which includes
the elderly and the disabled poor. Approaches to the extension of pension cover-
age to those outside the core labour force are examined in box 8.1.

Beyond universal coverage, in most developing countries efforts to extend
coverage have been patchy, and three approaches have been taken.

Concentrate on coverage for formal sector workers and presume that
economic development will gradually lead to an expansion of coverage as
the formal sector grows.
Gradually extend coverage to include all employed people and devise special
arrangements for some of the self-employed within the limits of administra-
tive capacity.
Provide (almost) universal coverage under the law, but recognize that for the
foreseeable future compliance levels will be low.

An increasing number of countries, particularly in Africa and Asia, have
recognized that full social security coverage cannot be attained through the
extension or adaptation of existing formal systems. China and India have
adopted policies that take into account the specific circumstances of workers
outside the formal sector, and they support schemes adapted to the specific
needs and contributory capacities of such workers. The specific problems of
coverage of the agricultural sector are discussed in greater detail in box 8.2.

Covering the self-employed
In countries outside western Europe and North America, four different
approaches have been applied to cover self-employed workers: inclusion, at
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Box 8.1 Extending pension coverage to groups outside the core labour force:
The experience of OECD countries

Most pension schemes are formally contribution-based or eligibility is tied to
previous activity in the labour market. Certain subgroups in the population,
however, have difficulty acquiring sufficient pension rights in contribution-
based schemes to be eligible for invalidity or retirement benefits. These
groups include the born or young disabled; the long-term unemployed and
workers who have lost their job and left the labour force; part-time, seasonal
and temporary workers; abandoned or divorced homeworkers; refugees and
migrant workers.

Three strategies are available to provide income protection for such indivi-
duals:

social protection systems financed from general revenues;

social security systems which incorporate groups that make few or no con-
tributions or tilt benefit formulas to the benefit of such groups;

laws mandating responsibility of family members to care for their poor and
disabled.

Social protection financed from general revenues
The first public pension schemes of Denmark (1891), New Zealand (1898),
Australia (1908), the United Kingdom (1908), Sweden (1913), Canada (1927)
and Norway (1936) were means-tested minimum protection systems financed
from general revenues. The United Kingdom later shifted to a formally con-
tribution-based minimum approach, while the others still regard tax-financed
minimum pensions as the first tier of their public pension schemes. These
initially meagre and means-tested minimum protection systems have
evolved into basic security schemes which are usually tied to criteria of resi-
dency. New Zealand has no means test, while Denmark only has an earnings
test for its universal flat benefit. Finland, Norway and Sweden provide a
guaranteed minimum pension only, tested against public superannuation.
Australia and Canada use income tests, but they are in effect affluence
tests since a majority of the elderly are at least eligible for a partial
benefit.

Unlike the Scandinavian and most Anglo-American countries, other OECD
countries chose a version of the German (1881) contribution principle when
introducing their first public pension scheme. However, many countries
which initially focused on contribution-based schemes have subsequently set
up a subsidiary system of "social pensions" for individuals with limited con-
tribution periods. This is the case in Belgium, France, Italy, Portugal and
Spain. Germany, which initiated the contribution-based approach to public
pensions, has not set up a separate minimum protection system financed
from general revenues, Instead it maintains a standardized and rights-based
social assistance system to provide protection for the poorest pensioners.

Social security systems which incorporate groups with few or no contributions
Many countries which initially established a contribution-based approach to
public pensions have gradually extended the contribution requirement to
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encompass groups outside the core labour force. This has been achieved also
in some of the public systems set up in countries which initially focused on tax-
financed minimum protection only (such as Sweden and Norway). These exten-
sions come in many forms. Periods of registered unemployment are often
regarded as contribution periods (in countries where unemployment benefits
represent taxable income, the unemployed may also contribute). In Austria,
Germany, Norway and Sweden periods of child rearing count as contribution
periods. Those caring for frail or disabled close relatives earn contributory
pension rights in Norway. Such rules grant homeworkers at least a partial
earnings-related pension in their own right. Some counriës, such as Germany
and Switzerland, split the rights to contribution-based social security in the
event of divorce. This further strengthens the pension entitlement of divorced
homeworkers.

The position of vulnerable groups within contribution-based social security
systems can be further enhanced by minimum guarantees granted to those
with short contribution records. Moreover the pension rights of part-time and
seasonal workers, as well as workers with interrupted careers, can be
enhanced through liberal inclusion criteria, and linking deferred rights either
to a wage index or a capital market index.

To soften, or in effect disregard, the contribution requirement in order to
extend coverage to groups outside the core labour force is possible in defined
contributions as well, but this may require members to cross-subsidize one
another. The new Swedish superannuation system grants pension points to
homeworkers looking after pre-school children, although it is designed
formally as a defined contribution scheme.

Laws mandating responsibility on behalf of other family members to care for
their poor and disabled
Before the advent of social security, the family was the major risk-pooling
institution in society. Some OECD countries still require family members to
provide financial support for each other. Thus, in Spain, spouses, parents
and children must provide "broad support" for each other (help maintain
an accustomed standard of living), while siblings or half-siblings must
provide more "restricted" (minimum) support. Other countries, among them
Austria, Belgium, France, Germany and Luxembourg, have legislation which
gives the state the power to reclaim social assistance benefits from adult
children, but do not extend legal obligations beyond the child-parent relation-
ship.

Relying on one or several strategies
Some countries use these strategies jointly, while others focus primarily on
one. By combining several approaches to cater for groups outside the core
labour force, a country might "spread the risk" of poverty due to disability or
old age among these groups. If one set of institutional devices should for
some reason fail to deliver, other systems will serve as back-up devices to
secure at least minimum protection. However, if one strategy is well-devel-
oped, there may be less need to introduce several strategies jointly to protect
those at risk.
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Box 8.2 Expanding coverage to the agricultural sector
Coverage rates in countries with large, particularly rural, agricultural sectors
are generally low. In Latin America, for example, only 38 per cent of the eco-
nomically active population make contributions, and only 31 per cent of
people over age 60 receive pensions. High rates of social insurance coverage,
particularly in less developed countries, may be difficult for several reasons.

The nature of the agricultural labour market
Many agricultural workers are family members, migratory or employed for
short periods of time by several employers; such workers in general do not
appear in an employment registry. A number of factors complicate the evalua-
tion of the contributory capacity and collection of contributions.

Administrative factors. Traditional tax formulas often rely on shares of cash
income for calculating and collecting contributions. However, much of the
income received by farmers, or agricultural workers in general, is non-cash
or in-kind; that is, received in the form of goods or services. Calculating,
collecting and investing the appropriate contribution from, for example, a
herder whose flock increased by five sheep, or a farm worker who received
housing and a share of the harvest, is more complex than for a salaried worker.

Infrastructure. Many rural areas have no adequate public services, roads, edu-
cation or health care. This makes any social insurance distribution or collection
mechanism costly.

Soclo-economic factors. Rural agricultural populations generally have lower
living standards than urban dwellers. A social insurance scheme designed
for urban workers may not be best for rural workers, as they generally live
shorter lives and have different insurance needs and labour market experience
from urban workers.

Costs of compliance. Owing to the nature of the agricultural labour market, as
noted above, the costs of compliance with pension legislation to either the
workers or the employers may be prohibitively high. Regardless of whether
the worker or employer is liable for the social insurance contribution, the
burden of setting aside funds - as well as understanding and fulfilling the
administrative requirements for coverage - may be prohibitive for individuals
or small employers with low levels of education or minimal resources.

Options to increase coverage through changes in the contribution system
Many of these problems relate to difficulties in collecting appropriate contribu-
tions for agricultural workers. Even if a flat-rate contribution amount was
imposed on all agricultural workers, thereby removing the necessity to calcu-
late an individual worker's income or to keep employment registries, there are
problems of equity and hardship. There are wide variations in income, both
across workers and across time. For example, farmers with small or unproduc-
tive lots may, in many years, receive only subsistence from their land. In
addition all farmers face financial variations due to bad weather, insect pests
or changes in the market price of goods. This variation makes imposing flat
contribution rates burdensome for some and leads to inadequate coverage
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for others. Policies will therefore need to be designed with care to promote both
equity across different types of agricultural workers and efficiency in pro-
gramme administration. As opposed to the traditional mechanism of financing
social security through contributions based on earnings, one may have to think
differently when designing the financing mechanism for the rural agricultural
sector. Contributions could come from shares of agricultural produce, or
through the donation of labour by contributors to government development
projects. Similarly benefits may be provided in the form of food, housing or
other in-kind assistance to the elderly, as opposed to cash benefits.

Because of these difficulties, many countries exclude agricultural workers,
family labour or other casual labour from full social insurance coverage. El
Salvador, Iraq and Yemen all exclude agricultural and casual workers, while
other countries base agricultural coverage on the size of the employer (Hon-
duras and Taiwan, China) or the length of service (Panama and Saudi
Arabia). Other countries, such as Austria, Croatia, Finland, France, Germany,
Greece, Italy, Japan, Poland, Spain and Turkey, have developed special alter-
native systems for coverage of the agricultural sector. Several countries (such
as Ecuador and Tunisia) have a single social security scheme that includes
coverage of the agricultural sector, but have instituted different contribution
formulas for agricultural workers than for non-agricultural workers.

The example of Poland
Poland has attempted to include the agricultural sector in its public pension
scheme. Roughly 12 per cent of the Polish population list farming as the primary
activity of their head of household. Both the benefit and contribution formulas for
farmers are different from those of other workers. The contribution amount for all
farmers is not connected to their earnings level, and is set quarterly at 30 per
cent of the base pension (the minimum monthly pension for employees). Benefits
are a function of the base pension and the individual's number of contributory
years. This system allows farmers not to contribute in years in which harvests
may be low, and to contribute small amounts when farm income is higher. The
formula is highly regressive, however, as those with small farms are more
likely not to be able to contribute in some years, and will therefore have fewer
contributory years than individuals with larger or more successful farms.
Furthermore, as the contributions are set at a flat amount for all farmers,
those with large farms contribute the same as those with small farms.

Several initiatives to reform the Polish social security pension scheme have
been set forth, with the most comprehensive system developed by the Office of
the Government Plenipotentiary for Social Security Reform. This proposal
would base contribution rates on the level of capitalization of the farm, with
workers at smaller farms paying lump-sum amounts and larger farms' contri-
butions based on the farm's average income. The benefit structure would
also change. Farmers with pension rights below a defined minimum could
choose to receive a subsidy to reach the minimum. However the subsidies
would not be a pure transfer. Rather they would be given as loans on the
basis of secured assets (land, buildings, machinery) and function as reverse
mortgages, with the size of the deduction at the time of death dependent on
the total paid in the form of subsidies.3
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least in principle, of all self-employed in the main social insurance scheme; selec-
tive coverage under the general scheme; coverage under a special scheme; and
voluntary coverage.

Inclusion of all self-employed in the main social insurance scheme

Countries following this approach include Argentina, Brazil, Bulgaria, Estonia,
Hungary, the Philippines, the Russian Federation and Slovakia. Experience
suggests that this is difficult to achieve in practice, particularly in a developing
country where there is a high incidence of self-employment and also where the
contribution structure of the scheme obliges the self-employed to contribute a
relatively high percentage of their earnings. The Social Security System
scheme in the Philippines is mandatory for virtually all the self-employed
(although this implies some evidence of status). Contribution liability is based
on a minimum of 1000 pesos per month (about one-third of the minimum
wage) and this provides entitlement to a broad range of benefits, including
loans which are effectively subsidized by the contributions of employees and
their employers. In spite of this, coverage is low among the self-employed (esti-
mated at less than 10 per cent) and the Social Security Scheme does not have the
resources to monitor compliance

Selective coverage under the general scheme

Examples are the Islamic Republic of Iran, the Republic of Korea, Latvia,
Poland and Tunisia. Under this approach an attempt is made to distinguish
certain categories of the self-employed who are earning above a prescribed
amount, are formally registered or licensed, or who are engaged in certain occu-
pations or professions (box 8.3 provides the example of the Republic of Korea).
This recognizes the fact that such people are the most likely both to be able to
contribute on a similar basis as employees and to be within the scope of reason-
able compliance controls.

Coverage under a special scheme

Examples are Poland (farmers), Romania (professional self-employed) and
Turkey. This approach seeks to segregate the self-employed from the principal
scheme for employees, based on the presumption that their circumstances, their
needs and their financial capacity are different. In Turkey the Bag-Kur scheme
applies to all self-employed people who are either taxpayers or registered with a
professional, craft or artisans' association. The contribution rate is 20 per cent
of earnings for pensions, plus 12 per cent for health care. Earnings are determined
by the contributor on the basis of 24 income levels, but if an income level below the
sixth level is chosen then the earnings level increases each year at least to the sixth
level. In 1994, 61 per cent of the active insured people contributed at the sixth level.
Non-compliance is a major problem: only 4 per cent contribute regularly.
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Box 8.3 Progress on extending coverage in the Republic of Korea
In the Republic of Korea, the National Pension Scheme was implemented in
1988, with compulsory coverage for all private sector employees working for
employers with ten or more employees. In January 1992 coverage was
extended to employers with five or more employees. The scheme was also
open to the voluntary participation of the self-employed, farmers, fishermen
and housewives but, with effect from July 1995, participation of the rural self-
employed, farmers and fishermen has been mandatory. All those insured are
covered for the same range of earnings-related benefits under the defined
benefit pension scheme and, in principle, all contribute at the same rate
(9 per cent in 1998). The voluntarily insured contribution is based on the
median income of all those insured on a mandatory basis.

To encourage participation of the rural self-employed, farmers and fisher-
men, the Government, as a transitional measure, is subsidizing their contribu-
tions, with only 3 per cent being paid by the contributors; however there is
provision for a phased increase to 9 per cent with effect from 2006. As of
October 1996 the self-employed covered on a mandatory basis accounted
for 1,900,000 out of 7,470,000 insured people. Extension of coverage to all
self-employed people is envisaged for the first decade of the twenty-first
century.

Voluntary coverage

Countries using this approach include Chile, Costa Rica, the Islamic Republic
of Iran, the Republic of Korea (urban self-employed) and Romania (farmers).
Under this approach the self-employed are allowed to choose whether to insure
themselves under the principal scheme. Difficulties arise where the scheme is
financed on a social insurance basis, because of the need to ensure that the
arrangement is equitable both to the self-employed contributor and to the
other contributors. Voluntary insurance therefore implies a contribution level
equivalent to that paid by employees and employers, and this may be prohibi-
tive to participation. It certainly causes self-employed people to weigh the
potential risks of membership and thus to make decisions based on adverse
selection. It is also necessary to take account of the lengthy qualifying periods
for entitlement to benefit, and to ensure that the level of contributions is main-
tained in real terms. For these reasons, many schemes limit voluntary insurance
to those people who have left insurable employment but who wish, within a
reasonable period of time, to opt to maintain their record for pension purposes.
In these circumstances the contribution can be related to the average earnings
immediately prior to the termination of insurable employment.

In summary, the extension of coverage to the self-employed is easier to achieve for
those people who have a well-established business or profession that is readily
identifiable and produces a level of income that leaves scope for contributing
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to future social protection. Even for this group it may be difficult to be incorpo-
rated within a scheme dominated by the circumstances of employees and in
respect of which contributions are also paid by employers. This tends to result
in a basic design choice in the financing, between employers and employees
(and/or government) subsidizing the self-employed through the payment of a
higher combined contribution, or the self-employed paying a contribution
which equates with the combined contribution paid for employees. Both courses
are prone to dispute and dissatisfaction.

Unless it is attractive to them, either through a cross-subsidy or because it
reflects their circumstances and needs, many of the self-employed will not
join, or will subsequently evade payment or underdeclare their insurable
income. (In some countries, for example in Eastern Europe, Egypt and
Turkey, the self-employed are obliged to pay a contribution rate equal to the
combined employer/employee contribution but are able, to some extent, to
choose their level of participation in the scheme by selecting an earnings
band.) Special schemes may be designed to better suit their circumstances.
Voluntary insurance may help in some cases, but is not a solution to the prob-
lem of extending coverage. Such an arrangement has been established on a
voluntary basis for the self-employed in Chile but neither there nor in other
countries where provident funds are open to the self-employed do many self-
employed people find such arrangements attractive. Attitudes to mandatory
schemes based on defined contribution principles will depend in part on invest-
ment performance and on the presence of incentives, such as tax concessions for
the social security contributions.

The self-employed may prefer to invest in their own business as a form of
future social protection, or may see better opportunities for investing any
spare resources. If the scheme is based on social insurance principles, there is
a risk that, even if it is mandatory, many self-employed will effectively practise
adverse selection and the level of opting out may harm its financing.

SCHEMES FOR INFORMAL SECTOR WORKERS

The limited possibilities for extending statutory social insurance schemes have
contributed to the development of many varied schemes for informal sector
workers, since such workers have different employment conditions which
directly affect their social security priorities and the way they can organize
social security for themselves. The following typology recognizes this hetero-
geneity (van Ginneken, 1996b).

o Urban/rural. Urban informal workers tend to be more heterogeneous than
rural informal workers, so that they have greater difficulty in establishing
associations for social security purposes. Urban workers tend to be more
interested in housing than workers in rural areas, where there is more
space and directly available building material.
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Self-employed/wage earner. Self-employed workers with established busi-
nesses (such as. shopkeepers, farmers or taxi drivers), with special skills
(such as electricians or mechanics), as well as those following professions
(such as doctors and lawyers) are generally richer and better organized
than wage earners, with the result that they are better candidates for success-
fully organizing social protection for themselves in cooperatives or other.
associations.
Resident/transient Where people are working and living in a fixed place, they
are more likely to build up the necessary trust for setting up a social security
scheme among themselves. Therefore people working in the street economy
of the urban areas, or circular migrants in the rural areas, are unlikely to be
covered by social security.
Regular/casual. Most regular workers in the formal sector are covered by
compulsory social insurance schemes but, because of non-compliance, a size-
able proportion of regular workers is not effectively covered by them. Except
in developed countries, casual workers have little chance to be protected by
compulsory or voluntary social insurance schemes.

A broad distinction can be made between schemes that are self-financed and
those that function with government support in financing or management. The
first group of schemes is usually run by the self-employed, whereas the second
group tends to benefit casual wage earners.

Self-financed schemes
The mechanism used for self-financed schemes is generally one of providing
mutual support through pooling of resources, based on the principles of insur-
ance, help being extended to those in need within the overall framework of
certain basic regulatory conditions. In this system the group itself decides on
the size and the source of contributions that members are obliged to make.
The collection and management of contributions as well as the disbursement
of benefits are matters for the group to consider and arrange.

There are two fundamental requirements for the establishment of a self-
financed social insurance schemes (van Ginneken, 1996b): the existence of an
association based on trust, and an administration that is capable of collecting
contributions and administering benefits. Various types of groups organize
informal sector workers. Some associations or organizations could be directly
governed by the informal sector workers themselves (examples include producer
and employer organizations, cooperatives and credit associations) or they could
use some intermediate agencies such as trade unions, non-governmental organi-
zations (NGOs) and private insurance companies.

The activities organized by, and for, informal sector workers are generally
based on a comprehensive concept of development and social security. Organi-
zations such as NGOs and cooperatives have a good understanding of the
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particular needs and priorities of their client groups, and have developed insti-
tutions and policies with them that are quite different from what the government
is used to and/or can cope with. This broader concept of social security includes
not only the nine contingencies traditionally defined by the ILO (see Technical
Brief 2), but also preventive steps both in the social and economic field. In the
social field, NGO action integrates the traditional social security measures with
complementary measures in the fields of (primary) health care, child care, hous-
ing and selective social action. In the economic field, more security can be
achieved through self-help and self-employment, resulting in an enhancement
of income and a creation of productive assets. The schemes usually operate
within the context of a credit scheme which already has experience collecting
and administering benefits.

In some countries (Colombia, Indonesia, the Philippines and the United
Republic of Tanzania) a wide range of self-help schemes have been developed
to provide mutual support within either a district or an occupation. Groups
of workers such as rickshaw drivers, shoemakers, textile workers or fishermen
establish cooperatives with mechanisms to pool resources both to support busi-
ness activities and to provide social protection. Often these arrangements are
preferred to membership of social security schemes and include people who
should be insured under such schemes but who have chosen not to participate.

Thus, while these schemes do provide some assistance for their members, it
usually takes the form of a lump-sum payment. One example of a self-financed
scheme in India is the Cooperative Development Foundation, an institute which
aims at strengthening cooperatives and is mainly working with thrift and credit
groups. Its groups are mostly in Andhra Pradesh, with similar structures
existing in Tamil Nadu, Karnataka and Kerala. For social security a death
relief fund has been constituted by Cooperative Development Foundation
covering about 25,000 members. The scheme covers the risk of death (natural
or accidental injury up to the age of 60), the assured amount being a multiple
of the deposit, ranging between five and 20 times, depending on the age of
the member. Besides life insurance the other benefit under the schemes is
security for the thrift cooperatives loans, which gives total debt relief for the
surviving family and the guarantors. On a person reaching age 60 or withdraw-
ing from the scheme, the deposit amount is returned with a 2 per cent bonus
(Gupta, 1994).

Government-supported schemes

Examples of specific programmes for informal sector workers with government
support are the labour welfare schemes in India, financed from resources
derived from a tax on the produce of about five million workers in the cigarette
and cinema industries as well as in certain mines A similar scheme operates in
the Philippines for sugar workers. In general, however, the level of resources
generated is low, and only limited social protection is provided.
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In many developing countries a majority of workers - although working for
an employer in the strict sense of the law - are employed under circumstances
which are casual, seasonal, part-time or illegal or where, as in the case of
contractors or workers supplied through a third party, the existence of an
employeremployee relationship is not clear or is disputed. Family employment
and employment of a spouse are examples, but similar problems relate to
domestic and casual workers. Some countries have sought to clarify liability
for such workers by special definition in the schemes, which either excludes
them from coverage or specifically includes them within the definition of the
insured worker.

Legislative action does not necessarily solve the problem. In the Philippines
homeworkers have been categorized as employed people for social security pur-
poses, and the person who supplies the homeworker with the raw material and
then makes the payment is specified as the employer. However, although the law
is clear, it is difficult to apply and to enforce in a situation where there is a net-
work of relationships, and where the homeworker often works for different
employers. Similar problems arise in relation to legislative attempts (in the
Philippines and elsewhere) to prescribe liability for people who are supplied
through a third party. Further, although some schemes attempt to combat
evasion of casual workers by providing a legislative definition linked either to
hours worked or earnings paid, compliance and enforcement remain formidable
problems.

Certain trades and industries are particularly difficult to bring within the
effective scope of social security pension legislation. Employment in the con-
struction industry in many countries is notoriously insecure and workers are
employed in a variety of casual, seasonal and contractual relationships which,
regardless of their status, are effectively outside the scope of social security
coverage. Some countries have made special arrangements to provide social
protection for construction workers (for example in Uruguay, where a levy is
imposed on the main contractor to provide resources to ensure the coverage
of construction workers on the site).

Those working in agriculture in developing countries are one of the largest
groups of workers excluded from social security coverage; this includes people
working on their own account and those working as labourers, often in a casual
or seasonal capacity. Some countries have attempted to include such people
within the scope of social security pension schemes. The principal social security
programme in Turkey - the SSK - covers seasonal agricultural workers on a
voluntary basis. The contribution payable by the worker is set at 20 per cent
of the lowest earnings level, and need only be paid for 15 days a month, or
180 days a year. Entitlement to retirement benefit may arise on retirement
after 15 years of insured membership, during which contributions must have
been paid for at least 3,600 days.

Self-employed farmers in Turkey are within the scope of the pension
schemes for self-employed people (Bag-Kur). They are required to contribute
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15 per cent of their chosen income level and earn entitlement to a pension on
retirement of up to 70 per cent of this earnings level, depending on the length
of insured membership In Turkey there is only limited cross-subsidization of
these provisions by other sections of the insured population and compliance!
participation rates in these programmes are low. In Ecuador and the Republic
of Korea, however, the government subsidizes pension provision for agricul-
tural workers (also fishermen in the Republic of Korea).

Social assistance

In most developed countries social assistance has become important, mainly
because higher unemployment as well as changing employment and family
patterns have resulted in some people not having accumulated enough social
insurance entitlement. In Central and Eastern Europe the large-scale provision
of social assistance is a relatively new phenomenon. In addition, the non-
governmental sector is beginning to be recognized as a partner in granting
financial support to the needy (Bagdy, 1996; Topinska, 1996). Both groups of
countries have a system of generalized income-dependent social assistance.

In the developing countries social assistance programmes play a less impor-
tant role because government resources are much lower. They are predomi-
nantly contingency-based as they limit means-tested support in cash or in
kind to specific needy groups, such as widows, orphans and elderly people with-
out income and family support. In many developing countries the role of the
non-governmental sector is important, as it can play a leading part in protecting
and integrating marginalized groups in urban and rural areas. These organiza-
tions are involved in health, education and nutrition, as well as financial and
material help.

With regard to government social assistance programmes, the example of
India is worth mentioning. In mid-1995 the government of India announced
the introduction of a National Social Assistance Programme consisting of
three cash benefits: a flat benefit pension for people older than 65 years with
low incomes and generally without relatives; a lump-sum payment for families
whose prime income earner dies before the age of 60 years; and a lump-sum pay-
ment per pregnancy for the first two live births. This programme was intended
to standardize, on a national basis, measures which had already been operating
in most states.

In Mongolia local Assistance Councils provide free lunches as well as
discount rents and fuel costs for the disabled and elderly who either have no
family support or have not been able to insure themselves during their working
life.

In its transition to a market economy, China, in the late 1990s, modernized
its social relief system. The minimum livelihood protection scheme for urban
residents is a scheme in which poor people in urban households, whose average
per capita income is lower than the minimum livelihood protection line, can

214



Coverage and its shortfalls

receive subsidies from the government. In rural areas the government has
started to experiment with a minimum livelihood protection system that pro-
vides a combination of benefits in cash and in kind.

In the debate on the structure of social security pension schemes, insufficient
attention has been paid, at both the ntional and the international levels, to
the fact that workers in most countries are excluded from social protection in
respect of the loss of income when they are no longer able to work because
they are old or disabled, or when they are deprived of support by the death
of a relative on whom they were dependent. The degree of exclusion from cover-
age is low in developed countries but varies among developing countries; it is
high especially in sub-Saharan Africa and south Asia where it is more than
90 per cent of the labour force. But it is a growing problem almost everywhere
as a consequence of the informalization of employment. Those excluded are
most likely to be the self-employed, casual workers, agricultural workers and
domestic servants but also migrant workers and a significant, but unknown,
number who work in a variety of relationships and circumstances in what has
been termed the informal sector.

There are many reasons for the failure to provide coverage under a social
protection sbheme and these vary between countries. Probably the most
common and fundamental reason for such exclusion is that the public schemes
do not correspond to the perceived social protection needs and the circum-
stances of those not covered. Many workers outside the formal sector are not
able or willing to contribute a relatively high percentage of their incomes
(which are often both low and irregular) to finance social security benefits
which they do not see as relevant to their priority needs. In addition they
may not be familiar with, or may distrust, the way in which the social security
scheme is administered. In general they are likely to give more priority to
immediate needs, such as health care, particularly if the public health care
scheme is ineffective. Within the range of pension benefits, the consequences
of disability or death may be seen as more important than old age which, espe-
cially in developing countries, is seen as the least likely of risks. This negative
reaction to membership of a formal social security scheme may also be com-
pounded by what are seen as bureaucratic obstacles to membership.

The state, acting in the best interests of all its citizens, has an obligation to
provide social protection consistent with needs. Also compulsory insurability is
a fundamental principle of social security schemes and thus membership should
not b a matter for individual choice. But the solidarity base implicit in this
principle must be derived from a broad consensus among the insurable and
this does not exist among the labour force in many developing countries
where there are marked differences as regards social protection needs and capa-
city to contribute. In addition the difficulty in enforcing liability urges the neces-
sity of a different approach. Possible solutions are discussed in Chapter 16.
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Notes

Social security statistics relating to coverage in developing countries are subject to inaccuracy
and difficulties of interpretation. For example, (a) they often reveal the number of registered insured
people without indicating how many of these are active participants, and (b) the number of people
who are economically active or employed in the labour force is often difficult to determine. Latin
American statistics relate to the percentage of economically active covered and are derived from
Mesa Lago (1991a and b).

2Mathew (1973); Wadhawan (1989); Guhan (1994); Bailey (1994); Jenkins (1994); van
Ginneken (l996b); Midgley and Tracy (1996); Gruat (1997) and Thompson (1997) and technical
cooperation projects, ILO (1989b and 1990), ILO-SAAT (l996d).

For a discussion of the larger issue regarding obstacles to the extension of social security in the
agricultural sector, see Jenkins (1992).
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GOVERNANCE AND ADMINISTRATION 9

This chapter deals with many of the issues discussed elsewhere in the book. It
deals with issues regarding the structure of benefits, discussed in Chapters 3, 4
and 5, and with the design and management of financing, discussed in Chapters
6 and 7. The institutions governing social security are the focus of Chapter 17.

Except in the most developed countries, the overall performance of social
security pension schemes in many countries has been disappointing. This is attri-
butable to a broad range of problems, some of which are outside the control of
the social security administration. Some, however, reflect mismanagement or
are due to weaknesses in the design of the scheme. Good governance is the key
to an effective social security scheme. It is essential to be clear as to what this
term means. In this book, the definition is broad and embraces the processes of
consultation and decision making which determine the structure of the scheme,
the institutional arrangements responsible for its administration, and the manage-
rial and administrative functions which relate to the implementation and super-
vision of social security schemes. It is also concemed with the interrelationship
between national policy, national management and scheme management.

OBJECTIVES OF GOOD GOVERNANCE

In the context of this definition, the following objectives for good governance
are put forward, grouped according to whether they relate to strategic or
macro policy issues, institutional arrangements or administrative obligations
at the operational level.

Strategic and macro policy objectives

Determining the social protection structure

Here we are concerned with the choices which determine the overall structure of
the social protection, the respective roles of public and private provision, and
the type of schemes to be introduced.
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Establish a process of policy formulation which balances the full range of
social protection needs against national resources.

Create a balance within national policy between public social security
schemes and individual private provision which ensures widespread coverage
and adequate benefits, and achieves the desired level of income redistribution.

Create a mechanism for the enactment of legislation to give effect to the
policy decisions tnd subsequent changes.

Institutional arrangements

Deciding how the structure is going to be implemented

Establish institutional arrangements which are accountable for the imple-
mentation of social security programmes.

Ensure that contributors and beneficiaries have an opportunity to influ-
ence the decision-making process and to monitor the administration of social
security schemes.

Establish financial control mechanisms to monitor the allocation and
management of resources.

Administrative obligations
Making the structure work

Ensure that contributions are collected and accounted for and that
benefits are paid promptly and accurately and with appropriate explanation.

Minimize the cost of administration within the desired level of service.
Ensure that contributors and beneficiaries are aware of their rights and

their obligations.

Establish a mechanism for monitoring and reviewing administrative
performance.

These ten objectives for good governance provide the framework for the
conception, development and monitoring of a sound and viable social security.
The governance of social security has received increasing attention in recent
years as part of a growing awareness that schemes are only as effective as
their administration. There has been a tendency in the debate on the reform
of social security, however, to fail to distinguish governance issues from concep-
tual ones. This has led to criticism of social insurance principles when, often, the
focus should have been on weaknesses in the way such schemes were designed
and then administered.

When policy makers develop a strategy to provide effective income replace-
ment in respect of the contingencies of old age, invalidity and death, it is essen-
tial to look beyond the structure of the scheme. In the context of the above
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objectives, the policy process should address three fundamental questions.

What is the most appropriate scheme for the country?
What are the most suitable institutional arrangements for the administra-

tion of the scheme?
How can efficiency at the operational level be maximized?

These questions are, however, interrelated. Thus the scheme may have been
carefully designed to provide an effective benefit formula in return for a contrib-
utory structure which is equitable and sustainable, but if the scheme does not
work in the way envisaged by its planners these basic objectives will not be
attained. It is important to be realistic about expectations. The effectiveness
of governance of social security schemes will inevitably reflect the level of
development, with particular regard to the political situation, the quality of
the infrastructure and the level of education. Many developing countries have
administrative and management weaknesses, both in the public and private
sectors. Related to this is the advisability of taking such limitations into
account in designing the structure and administration of the social security
scheme.

As a starting point, it is advisable to look at the respective roles and respon-
sibilities of those involved in the governance of social security: the stakeholders.
The relationship between them is likely to be complex, but it also has an impor-
tant bearing on the achievement of good governance.

THE STAKEHOLDERS

The following groups have an interest in social security and thus should be
involved to some extent in the governance of that system:

the state,
social security institutions (both public and private),
employers and workers as contributors and beneficiaries,

beneficiaries.

The roles and responsibilities of these groups in the development, manage-
ment, supervision and regulation of social security schemes are crucial, and
weaknesses and inconsistencies in their involvement lie at the heart of many
governance problems. The following paragraphs look at the role of each.

The state
The structure of the scheme will reflect decisions which have already been taken,
based on a national consensus as to the respective division of responsibility
for meeting social protection needs and thus the extent to which the state will
determine and ensure the level and scope of protection and the extent to
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which individuals and their employers will themselves be responsible. But the
state, through its government, will, regardless of the structure of the scheme,
also have a key role in the governance of social security. This will either be
directly, through the discharge of its responsibilities, or indirectly, through
creating the environment and the framework to enable employers, employees
and beneficiaries to carry out their roles and responsibilities. The Social Security
(Minimum Standards) Convention, 1952 (No. 102), makes it clear that overall
responsibility for the proper administration of the scheme and its institutions
lies with the state (see Technical Brief 2). Social security is an essential compo-
nent of a government's programme and represents its obligation to provide
adequate living standards for its citizens. This overriding responsibility
cannot be delegated. Furthermore government involvement reflects the fact
that in many countries the resources provided to finance social security account
for a considerable proportion of national GDP.

Within this overall responsibility, the primary roles of the state are in rela-
tion to the development and finalization of policy, the drafting and enactment
of legislation, the creation of a sound financial and monetary framework, the
supervision of public and private institutions, the establishment of transparent
and accountable organizational structures and the establishment of consultative
bodies. But the division between direct and indirect responsibility is significant
and varies considerably between countries. It is also an evolving process, with
some countries adopting policies which seek to limit the role of the state to
fundamental tasks and objectives and then to create a framework supported
by regulation within which individual responsibility and private sector competi-
tion can develop.

The role of the state will also reflect the interaction of the respective roles of
the executive and the legislature. A democratically elected parliament may be
able to influence government policy, determine the legislation and monitor
the financial performance of the scheme, and generally operate as a moderating
influence on government policy and on the authority of the responsible minister.
In a country where democratic principles are well established, with freedom of
the press, a sensitive and educated electorate and active pressure groups, society
will have mechanisms to influence government policy and to expose weaknesses
in policy and administration. In such countries, typically those which are fully
developed economically, social security policy and its implementation will thus
be generally responsive to these democratic signals even where the government
directly administers the scheme.

Responsibility for policy formulation entails a means of reviewing the
operation of the system. It also implies the need for a mechanism for weighing
the merits and priorities of possible reforms, both within the overall social
protection context and in relation to public expenditure commitments. In this
context, actuarial studies will be useful (see box 9.1). Governments are also
responsible for managing the process of reform and the speed and success of
this is largely in their hands.
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Box 9.1 Actuarial valuations and good governance
An actuarial valuation is a tool of financial governance and planning to assist
governments and the management of social security schemes to ensure their
long-term viability. Actuarial valuations are undertaken:

to inform about the present financial status and likely future financial devel-
opment of a scheme;
to assess the financial sustainability of a social security scheme in relation to
the benefit provisions and the financing arrangement of the scheme under
present law; and
to advise and make recommendations on possible amendments to the
scheme's provisions and financial arrangements.

The primary focus of an actuarial valuation is not the short-term financial
management of a scheme but rather its long-term financial viability. The
actuarial projections must therefore be extended over many years to assess
the cost of the scheme once it reaches maturity and beneficiaries are entitled
to full benefits. Long-term projections are also necessary properly to reflect
expected changes in the environment or to test how the system reacts to chan-
ging economic and demographic conditions (population ageing, for instance).
Actuarial projections may be carried out under status quo conditions as well
as for alternative reform options.

On the basis of those projections of contributory earnings and pension
expenditure, it is possible to estimate whether the income compared to benefit
payments and expenses will balance in the future under the financial system
(including the contribution rate) which has been established. It is also possible
to test alternative schedules of contribution rates and their effect on the funding
level of the scheme.

To be an effective tool of financial governance and planning, actuarial valua-
tions must be conducted in proper circumstances. There are five conditions
necessary to make actuarial valuations relevant and useful. These conditions
are normally specified in the legislation.

The legislation must specify that no amendment may become effective
without an actuarial study assessing the financial implications of the proposed
changes. The actuarial study is needed to ensure that no decision is taken with-
out a proper knowledge of the long-term financial implications. It can also be
used to draw the attention of employers, employees and beneficiaries to poten-
tial financial problems and proposed solutions, and to help build a consensus
on needed changes.

Statutory actuarial valuations should be conducted periodically to moni-
tor the development of the financial situation of the scheme. These valuations
allow for an early detection of emerging financial problems and the implemen-
tation at an early stage of measures to maintain financial stability. Although
some schemes are subject to annual valuations, legislation normally requires
a scheme to be evaluated once every three or five years.

The legislation can also specify the conditions under which the scheme
is considered in actuarial equilibrium as well as the authority responsible for
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amending the financial system (either by legislative or by administrative
action) when those conditions are not met. The actuarial equilibrium specifies
the minimum (and sometimes the maximum) funding level to be maintained
over the projection period. The sustainability of the current financial system
can be assessed with reference to this target funding level.

The actuary must be mandated to discuss in the report any matter which
affects the financial status of a social security scheme. These include deficien-
cies in the design and operation of a pension scheme, the adequacy of the
financial system applied, effectiveness and cost of its administration, the
investment policy and performance.

Actuarial valuations of social security schemes need to be conducted by
independent actuaries, or actuaries who are obliged to adhere to strict rules of
professional conduct developed by institutions or professional corporations to
which they belong. The law will normally give indications on the necessary
qualifications of the actuary.

In many countries, the enactment of legislation takes a considerable time
and this negative effect is compounded by the failure to delegate legislative
powers to ministerial authority. A typical example of this relates to changes
in the earnings ceiling for contributions liability or the level of the minimum
pension: these should be reviewed regularly to keep in line with earnings
levels. There is a delicate balance here between the need for democratic control
and efficiency. Thus government ministers may be inexperienced in social secur-
ity issues and there may be a risk that decisions will be taken for short-term poli-
tical considerations which are against the long-term interests of the scheme.
There is also generally a hierarchy among government departments which can
have a significant bearing both on the policy-making process and on the man-
agement of the scheme. Thus the Ministry of Labour might have technical
responsibility for social security matters but, in view of the funding and eco-
nomic implications, it is usual for the Ministry of Finance and the Ministry
of Planning (or the government institution with that function) to occupy a
dominant role and for the central bank also to be very influential.

The role of government in the management of social security is closely linked
to the financial basis of this system. Thus, where a scheme is financed directly
from tax revenues or the government pays a contribution to the fund, or
where there is a continuing public subsidy to the scheme, whether envisaged
or not, government will inevitably be closely involved in the management of
the scheme. Generally tax-based schemes are in fact administered directly by
a government department or agency.

Social security institutions

If the scheme is financed only by the contributions of employers and workers
there is a greater potential for autonomous administration by a public institution.
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In such situations the social security institution, with a board of directors or
trustees, will be responsible for the administration of the scheme, with the govern-
ment occupying a more distant position as guarantor but with direct responsibil-
ity for major policy and legislative aspects. In many countries it has proved
difficult to define and then apply the limits of government involvement in the
governance of social security with financial considerations at the heart of the
problem. No matter what type of scheme exists, however, the political and
fiscal implications of providing effective and affordable social protection benefits,
particularly pensions, are such that governments will inevitably be involved in
monitoring the progress of the scheme and will seek to intervene. Figure 9.1 illus-
trates a typical division of responsibility where a social security institution has
been established to administer the scheme.

There is a wide variety of instiiutions but their status and powers are
generally prescribed in legislation and include the establishment of a governing
body (a management board or a board of trustees or a commission), which
represents the jnterests of those affected by the scheme, such as the government,
employers and workers and sometimes special interest groups. Some boards

Social security board(s)

Governance and administration

Figure 9.1 Governance of social security: Institutional division of responsibility

- Supervises implementation of scheme
- Identifies policy issues
- Formulates proposals for reform and development
- Determines investment policy
- Represents interests of employees, employers and beneficiaries

Social security institution(s)
(under chief executive)
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include representatives of the banking industry or the medical profession, as
well as pensioners.

The intention is not for the board to become directly involved in the daily
administration of the scheme: this is entrusted, again by statute, to a chief execu-
tive. The board is thus charged with the overall supervision of the scheme to
ensure that it complies with the legislative and policy requirements. This task
will inevitably lead to the identification of legislative weaknesses or to the consid-
eration of policy issues. Such aspects lie at the margins of responsibility between
the institution and its parental government department, and there is often some
uncertainty in this area. But the institution has the responsibility to identify the
issues, to consider solutions and to bring to the attention of the responsible min-
ister issues which seem to have a significant policy element, which could impinge
adversely on the performance or perception of the scheme, or which could require
legislative change. It should be given the power to exercise this responsibility.

In general, however, the responsibility of the social security institutions is
related to the basic tasks associated with the identification of insured persons
and employers; the collection, recording and enforcement of contributions;
the processing, award and payment of benefits; and the management of
funds. Their capacity to perform these tasks lies at the heart of perceptions as
to their effectiveness, but the chief executive is responsible for ensuring that
the board is aware of any significant problems with regard to these matters.
Training for the board and chief executive and their staff may be needed to
ensure that they have adequate skills to perform their tasks. (The Social Security
Technical Programme of the International Training Centre of the ILO in Turin,
Italy, provides training for personnel of social security institutions, government
ministries and employers' and workers' organizations.)

Social security benefits may also be provided through private institutions
rather than public bodies. There are two basic examples of this, although
many variants:

o occupational pension schemes provided by employers as part of the condi-
tions of service: such schemes maybe voluntary (as in Canada) or mandatory
(as in Australia or Switzerland) and may be provided directly by employers
or through private pension companies under contract to employers;

o private pension schemes provided directly for individuals on either a volun-
tary basis (as in the United Kingdom) or on a mandatory basis (as in Argen-
tina, Chile, Peru and several other Latin American countries).

Figures 9.2 and 9.3 illustrate the institutional arrangements relating to the
supervision of the mandatory private pension schemes in Argentina and in Peru.

The social partners: Employers' and workers' organizations

Employers have responsibilities under most social security schemes for the pay-
ment of contributions on behalf of their workers, and for the submission of
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Figure 9.2 Institutional division of responsibility (Argentina)

Public/private mix

Responsible government department
Labour and social security
Social security secretariat

Public system

Autonomous institution (ONP)
(No representation of workers

and employers)

Source: ILO compilation.

information relating to their workers to provide an eventual basis for determin-
ing entitlement to benefit. These responsibilities are invariably turned into
statutory obligations. Workers are generally obliged to provide their employers,
and/or the scheme, with information to enable themselves to be identified and
registered, are required to pay contributions and, when in receipt of benefit,
to follow prescribed rules relating to continuing entitlement in order to avoid
abuse.

Private system

Ministry of Finance

Private pensions funds (APTF)

Source: ILO compilation.

Figure 9.3 Institutional division of responsibility (Peru)
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But in addition to, and partly because of, these obligations - and because a
social security scheme is effectively a mechanism to provide social protection on
the basis of mutual support - there is a strong case for the representatives of the
contributors and the beneficiaries to play a role in determining the development
of the scheme and in monitoring its performance. This is typically provided in
two ways: in the case of schemes administered by an institution, through the
employees and employers being represented on the management board or, in
the case of schemes administered by a government department, through a
social security consultative or advisory body. But in some countries, such as
Belgium, the employees and employers acting together also have a dominant
role in the day-to-day administration of the social security scheme.

Participation of the employees and employers in the administration of the
schemes can be justified on several grounds: (a) in recognition of their financial
contribution to the scheme, (b) to support the financial and administrative
autonomy of the scheme, and (c) by virtue of the legitimacy of employers'
and workers' organizations.

Should the state limit its role to legislative and regulatory functions, and
should government representatives restrict themselves to the role of observers,
supervisors or arbitrators of schemes administered on a bipartite basis? To
some extent this may depend on the competence and experience of the institu-
tion and its governing body. Participation by the employees and employers
should ensure a better understanding and acceptance of contribution liability
and this should help make undertakings more accountable and encourage
them to fuffil their obligations.

Direct participation by the social partners in the supervision of the scheme
may not be seen as necessary in certain countries (United Kingdom and United
States are examples). This is attributable to a number of factors. Where the
scheme is very comprehensive and provides a wide range of benefits for the
vast majority of the population, it may be difficult to present employers' orga-
nizations and labour unions as speaking on behalf of the entire insured popula-
tion. Also, as in the United Kingdom, the nature of the scheme, which was a flat
rate for many years, presumed that separate arrangements would be made by
employers in consultation with their workforce. Finally, as has already been
noted, in such countries the operation of the democratic system is highly devel-
oped and effectively results in the application of a supervisory system which
exposes issues and weaknesses for political debate and public scrutiny.

Beneficiaries

Beneficiaries may be identified separately on the basis that, although they have a
direct interest in the structure and management of the scheme, to the extent that
they are retired from employment or are surviving dependants they have no
connection with the labour force and thus with workers' representatives. In
recognition of this and their vulnerability, such persons, in particular pensioners
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- as in Uruguay - have formed themselves into well-organized and influential
groups for the purpose of protecting their interests and are represented on the
management boards.

The excluded

Similarly, in some developing countries associations have been established by
informal sector or self-employed workers who are excluded, whether in law
or in practice, from coverage under the social security scheme, but who seek
access to social protection through the presentation of their needs from the
strength of a group (examples of such groups which have had a measure of
success are the homeworkers in the Philippines and Indonesia and the Self-
Employed Women's Association (SEWA) in India).

THE FUNDAMENTAL GOVERNANCE QUESTIONS

The fundamental governance questions are (a) what is the most appropriate
social security pension scheme for the country, (b) what problems are typically
experienced in strategic planning, and (c) what are the most suitable institu-
tional arrangements for the administration of social security?

What is the most appropriate social security pension scheme
for the country?

Governance at the strategic or macro policy level

The design and implementation of a social security pension scheme is a major
step in the socioeconomic development of any country and the process requires
careful planning. There will inevitably be both short-term and long-term impli-
cations for economic and fiscal performance as well as for the labour market
and, more directly, for the overall level of social protection and living standards.
The related policy studies should therefore be macroeconomic in structure, sup-
ported by quantitative analysis, and should enable policy options to be weighed
from a broad socioeconomic perspective. Even within the social protection
sector careful judgments need to be made about relative priorities in benefits
and their financing and with regard to the extent to which public systems
should seek to meet social protection needs.

What problems are typically experienced in strategic planning?

Fragmented development

In many countries social protection schemes have developed on a piecemeal basis,
often in response to particular issues or problems, rather than as part of a
national long-term strategy. While gradual development was often unavoidable,
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progress being determined by the pace of economic development, the resolution
of political differences and emerging priorities, it has become apparent that there
is now, in many countries, a patchwork quilt of social protection provisions which
address particular needs but which cannot readily be seen as components of a
national strategy. It is not uncommon to find that responsibility for social protec-
tion issues is spread among several government departments so that, for example,
the Ministry of Labour may be responsible for the direct administration of a
workers' compensation scheme and for the supervision of a social security
board which administers a social insurance pension scheme for private sector
employees, the Ministry of Health may supervise a health insurance scheme,
the Ministry of Defence may administer a pension scheme for members of the
armed forces and the Civil Service Department may administer a pension
scheme for public servants. There may be separate schemes for other public
servants and there may be many occupational or private pension arrangements
which may be supervised by the Ministry of Finance or a regulatory body. All
these public bodies will have responsibilities relating to one of these schemes,
but no overall responsibility for social protection in general. Achieving policy
coherence and consistency in this situation will be difficult. Schemes will tend
to be reformed but on an individual and isolated basis and structural
reform across the social protection will be inhibited by the fragmentation of
responsibility.

While it maybe inevitable for responsibility of social protection to be shared
among several government departments and public agencies, given the structure
of government in the country and the way that social protection schemes have
evolved there are several adverse implications:

o there may be an overall lack of policy cohesion resulting in inconsistencies
between the different provisions;

o it may be difficult to determine the respective roles of the employees, employ-
ers and beneficiaries in the financing and provision of social protection;

o there may be overlaps at the operational level between the various sub-
systems.

Lack of coordination

The absence of a national mechanism for monitoring the overall performance of
the social protection and for examining problems and proposals for reform in
the broader context is also common. Once authority has been allocated to a
particular department or agency it is often difficult to overlay that authority
with a structure which seeks to coordinate policy development at the macro
level. The problems of fragmentation and lack of coordination have been
evident from ILO technical cooperation activities in many countries, for
example in India, Indonesia, Malaysia and the Philippines in Asia, and Nigeria,
Tanzania and Zambia in Africa.
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Inadequate planning

Whether or not responsibility for social protection planning is fragmented, it is
common for insufficient time, research and analysis to be given to the design and
reform of a social protection. This may be due in some cases to a desire to give
early effect to political decisions, or to react quickly to a particular problem. But
although the consequences of hasty policy making may not be apparent for
some years, particularly in the case of pension schemes, when they emerge
they are likely to be significant and difficult to correct. An example would be
a decision to lower retirement age in order to reduce the number of public
servants or to increase job opportunities for the unemployed, but the impact
on the financing of the pension scheme could be dramatic.

In the planning process, time and resources need to be allocated to economic
and labour market studies, and to an analysis of the consequence of alternative
policy scenarios. Increased levels of social protection may be desirable, but can
they be sustained, and who will bear the burden? Policy making often takes
place under pressure without adequate consultation or preliminary study and
evaluation. The process of reform is difficult to manage, particularly in develop-
ing countries and countries in transition, where knowledge of the issues tends to
be concentrated among a few specialist officials but where the decision-making
process is often determined by political considerations without adequate regard
to the technical implications. Decision makers are often unaware of the impli-
cations of decisions on issues which directly affect the financial status of the
scheme, such as the level of the minimum wage, the contribution rate, the
level of pensions and pension age. There is a tendency for popular decisions
to be taken and unpopular decisions to be deferred, with serious adverse conse-
quences for the scheme. An example can be found among the defined benefit
pension schemes of Latin America and French-speaking Africa. Although
most of these schemes were established with a financial system based on partial
funding, with provision for periodic reviews and increases in contributions, sub-
sequent governments were either reluctant to apply the system or did not fully
understand it, and many of these schemes became underfinanced and effectively
reverted to a pay-as-you-go scheme with no reserves.

Many countries do not have the data or the technical capacity to assess the
effect of alternative courses of action, either on overall social expenditure or on
household incomes and living standards, and consequently decisions are taken
without it being possible to forecast the consequences.

Rigidity in the legislative process

The social security legislation often represents a major obstacle to efforts to
ensure that social security provisions remain valid in changing circumstances.
If the principal legislation specifies such aspects as coverage, contribution
rates, contribution and benefit ceilings and the minimum benefit, it may
prove difficult to ensure that these remain valid if the process for legislative
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change is cumbersome and the system is overburdened. The effectiveness of the
protection provided by many schemes and their financial viability have suffered
from this rigidity in their legislation. Similarly the process for adjusting benefits
is often slow and ineffective, resulting in a reduction in benefits in real terms.
Examples are to be found in India where the process for the extension of cover-
age is cumbersome in that each additional sector of the labour force to be
covered has to be specifically mentioned in the legislation, in Zambia where
the provident fund contribution was effectively reduced to a flat-rate contribu-
tion in the early 1 990s by the failure to increase the ceiling for contribution
liability, and in Kenya where the contribution ceiling under the provident
fund has never been increased.

Conceptual rigidity

The development of most social security schemes is influenced by experience
elsewhere. This may be based on the emergence of new concepts or reactions
to new problems, or it may reflect political or economic influence. Most of
the countries which were formerly part of colonial empires either have schemes
which represented a standard model considered appropriate for such countries
(as in the case of former British colonies) or adopted as far as was possible social
security schemes which were similar to those of the colonial power (as in the case
of France). The countries which were formerly part of the Soviet Union, or
under its control, also have similar schemes. Many of these countries have
found that, as they have developed, the social security they inherited does not
correspond to their social and economic circumstances. Experience thus illus-
trates the need for each country to develop a social protection which reflects
its particular national circumstances and to take advantage of foreign experi-
ence and expertise with caution.

What are the most suitable institutional arrangements for the
administration of social security?
International review of institutional arrangements

A wide variety of institutional arrangements has been introduced throughout
the world to provide a framework for the governance of social security. These
often have a direct bearing on the effectiveness of that governance, but what
works in one country does. not necessarily do so in another. Just as the
scheme must be designed to suit the circumstances of the people, the institu-
tional arrangements will reflect the level of development and, in particular,
the political situation in the country. In many countries these institutional
arrangements were devised to administer a scheme for a particular occupational
group, such as civil servants, the armed forces, teachers and lawyers. The sub-
sequent development of social security and the extension of coverage has some-
times been built around these initial schemes (Argentina and Uruguay), others
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have remained outside the system (Zambia) and in some cases they have set a
precedent for the development of other schemes (Germany).

In Central and Eastern Europe and countries of the former Soviet Union the
collapse of the political system linked with the centrally planned economy and
the adoption of market-based economies resulted in the need for a complemen-
tary restructuring of the social security schemes, but it also created a climate of
reform which extended not oniy to the design of the schemes but also the way
they were administered. This led, in many countries, to a new division of respon-
sibility under which authority shifted from a central government department to
social security institutions with varying degrees of autonomy and to the intro-
duction of tripartite consultation and supervision. It has been found, however,
that while the enactment of legislation creates, in principle, the basis for the
development of schemes which are more democratic, both in their outlook
and in their system of governance, it takes time for these new roles and respon-
sibilities to be taken up. Furthermore the scale of the inherited obligations to
pensioners and future pensioners, and the resultant dependence on central
government funds, restrict the opportunity for the new range of social security
managers to take advantage of their new authority.

There is one other aspect of relevance to Central and Eastern Europe.
Participation in governance is linked to entitlement: the acquired rights to
benefits arising from the contributions paid. In most countries in the region,
contribution rates paid by workers remain low with the bulk of the contribution
being paid by employers. This affects responsibility for the administration of the
scheme, inhibits the workers' participation in its management and tends to hold
back the development of tripartite authority.'

In western Europe, there are essentially three different models for the gov-
ernance of social security. In Ireland and the United Kingdom responsibility
lies, in general, with a single government department and there is little opportu-
nity for the employees and employers to influence policy or control the manage-
ment of the system. In Ireland, however, social security reform has been
included in various Social Partnership accords and the latest accord refers to
a National Pensions Policy Initiative which, following broad consultation,
will produce recommendations on the future development of a national
pensions policy. In the United Kingdom, a Social Security Advisory Committee
exists to advise the Secretary of State on social security matters but, of its
between eight and 11 members, only one is appointed after consultation with
employers' organizations and one after consultation with the Trades Union
Congress.

In the Scandinavian countries there are also unitary systems, but the admin-
istration is more decentralized and the employees and employers have a greater
involvement in governance. Thus in Finland the pension reform in 1995 was
negotiated directly by the employees and employers. In Sweden, however,
neither the trade unions nor the employers' associations have a significant
role in the administration of pension benefits and they have only limited
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participation in policy making, this being achieved by consensus among the
political parties.

Elsewhere in western Europe the tendency is for the administration of social
security to be fragmented among several autonomous institutions (as in
Germany and the Netherlands) although the structure and scope of these
vary considerably and the employees and employers generally have a significant
role. In Germany and Austria major decisions on pension reform are considered
to require consensus not merely among the political parties but also among
social groups including unions and employer organizations.

Within this general classification, and as a reaction against what is seen as
the increasing burden of social security obligations, two separate trends in the
development of the institutional arrangements can be discerned. First, in the
United Kingdom, a social security scheme administered by a monolithic govern-
ment department has been broken into different units, partly through privatiza-
tion and the establishment of semi-autonomous executive agencies, each
charged with the responsibility for the administration of one aspect of the
scheme. This is underpinned by steps to reduce the scope of the public system
in favour of employer-based and personal arrangements and a series of mea-
sures to introduce more cost controls into the system. The executive agencies
were introduced in the late 1980s as part of a large-scale restructuring of the
civil service which opened the door to the adoption of private sector manage-
ment practices. This broke, to some extent, the traditional reliance on a
centralized and unified bureaucracy. Six agencies were established to
perform prescribed functions and meet targets under the supervision of the
Department of Social Security. They are answerable to a Cabinet minister
and not to a tripartite board, and they represent an attempt to provide more
effective performance within the constraints imposed by public expenditure
limits. The establishment of these agencies has, however, institutionalized the
separation between operational and policy-making functions and they have
not been accompanied by increased participation of the employees and
employers. The governance of social security in the United States is discussed
in box 9.2.

In other countries the trend has been towards a greater degree of centraliza-
tion. In Belgium and France, the employees and employers have traditionally,
through social insurance institutions, had considerable responsibility for the
administration of social security schemes, with the parliament only being able
to discuss the programme and its costs and not control it. Recent concerns in
France over the cost of social security led to changes in the division of respon-
sibility, with parliament now able to determine on an annual basis the general
financial parameters and to set expenditure limits. The government will also
conclude multi-year agreements with the social security funds to cover expendi-
ture objectives and standards of service, with such agreements to be supervised
by an independent supervisory committee. In the Netherlands provision has
been made for the establishment of a new organizational structure for the
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Box 9.2 The institutional framework for the governance of social security
pensions in the United States

Public pensions in the United States are provided almost exclusively through
the Old Age, Survivor and Disability Insurance programme which is operated
directly by federal government agencies. Contributions are collected by the
Internal Revenue Service as a fully integrated part of its procedures to collect
federal income tax, and benefit payments are made by the Treasury Depart-
ment. Most of the other functions of the pension programme are the responsi-
bility of the Social Security Administration, an independent agency whose head
reports directly to the President.

Under the Constitution, laws must be passed by majority vote of each of the
two houses of Congress and approved by the President. Legislation affecting
the Old Age, Survivor and Disability Insurance programme must first be consid-
ered and recommended by the Committee of Ways and Means in the House of
Representatives. The Senate is an equal partner in the legislative process and
here matters concerning the programme are considered by the Committee on
Finance.

Two different kinds of institutions share responsibility for monitoring devel-
opments in the plan: the boards of trustees of the programme's trust funds and
periodic social security advisory councils and commissions. Financial over-
sight of the programme rests primarily with the boards of trustees of the
various social security trust funds. The programme has six trustees. Four are
the heads of executive agencies in the government: the Secretaries of the
Treasury, Labor and Health and Human Services, and the Commissioner of
Social Security. Each is a presidential appointee. The other two are private
citizens appointed to a four-year term by the President: one must come from
the opposition party. The trustees' work is assisted by the periodic advisory
social security councils and by the establishment of a committee of economists
and actuaries.

Virtually every major policy change in the programme is finalized only after
consideration and recommendation by some form of broad-based, officially
established advisory group or committee. Until 1995 the Secretary of Health
and Human Services was required to appoint a new advisory council every
four years to review all aspects of the programme and report through the
Secretary to the Congress. These councils consisted of 13 members with
equal representation of employers' and workers' organizations and at least
one representative of the self-employed. However the law requiring the regular
appointment of advisory councils was repealed when the Social Security
Administration was established as an independent agency in 1996. Instead
provision was made for the establishment of a new permanent advisory
board consisting of members appointed by the President, and by minority
and majority leaders in both houses of Congress.

Source: Adapted from Lawrence H. Thompson, "The public pension system of
the United States", in E. Reynaud (ed.). Social dialogue and pension reform
(Geneva, ILO 2000).
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employers' schemes with a central board composed of employers' and workers'
representatives which will seek to provide a greater degree of coordination
between the various schemes. Box 9.3 discusses how the governance of social
security pensions may affect their design.

Turkey provides an example of a country where, although the legislation
established social security institutions as autonomous organizations, this does
not apply in practice. There are three social security institutions: the SSK cover-
ing mostly private sector employees, Emekli Sandigi covering public servants
and the Bag-Kur covering the self-employed. All three have an autonomous
status under their respective statutes. In practice there is considerable control
and supervision by central government over many aspects relating to the admin-
istration of the schemes. The schemes are all in deficit, principally because of
policy decisions by previous governments which have undermined their viability
and, as a result of their consequential reliance on government subsidies, their
status.

Africa is probably the continent which can provide the most striking exam-
ples of the failure to meet social security objectives. This is partly attributable to
a range of economic and political factors - some external - which have seriously
inhibited the development of many countries, but is also due to weaknesses in
almost every aspect from the design of the schemes to their day-to-day admin-
istration. The African experience illustrates the linkage between the efficient
governance of social security, a sound infrastructure and a favourable economic
and political environment. If there is hyperinflation, political unrest, poor
human resource development, insufficient resources to meet basic needs and
ineffective communications, it is not surprising that the social security does
not work as it should. But even given these significant factors, there is much
which could have been done to provide more effective governance, and recogni-
tion of this as a basis for sustainable reform is now noticeable in many countries
throughout the continent.

In most of the African countries where there are social insurance schemes,
responsibility for their administration is entrusted by statute to a social security
institution, generally with a board constituted on a tripartite basis and under the
supervision of a central government department. The objective was to separate
the financing of social security from the government budget, but the practice has
not always corresponded with the intention of the legislation. It has often hap-
pened that government, as the political authority, controls the appointment of
the board and its chief executive, and also determines a whole range of admin-
istrative issues including the flow of funds, which one would ordinarily expect to
be delegated to the board or its administrators. This continuing direct involve-
ment is fostered in some countries by the legislation, which fails to create a truly
tripartite structure for the board, neglects to define roles and responsibilities and
limits the power of appointment to the minister. It is also relevant to note the
relative weakness both of the trade unions in many African countries and of
tripartite structures.
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Box 9.3 The effect of different governance traditions on the design and finan-
cing of pension systems

The governance of pension schemes varies considerably between different
countries, even where the underlying structure of provision might be similar.
For example, funded defined contribution schemes are offered by commercial
organizations in the United Kingdom, by joint employer and employee organi-
zations in Australia and by the state in Singapore. The question that arises,
therefore, regards how far this variation in the form of governance affects the
design and financing of the respective schemes.

There are typically four potential participants in the governance of a pension
scheme: the state, employers, employees and commercial organizations. Each
of these could operate a scheme on its own, or two or more can combine to run
a scheme together. Further variation arises from the possibility that a particular
scheme might cover a single employer or a group of employers, and the
possibility that employees might be involved directly or through their collective
organizations, for example trade unions.

The number of possible combinations of participants in the task of pension
scheme governance is therefore substantial. In practice, however, within this
range of possibilities, the main structures that are typically adopted in OECD
countries can usefully be characterized as follows:

direct state control,
control by a commercial provider (for example, an insurance company),
control by a single employer, as a scheme sponsor,
joint control by a single employer and its employees, as co-sponsors of a
scheme, and
joint control by a group of employers and their employees.

In most countries two or more of these structures exist alongside each other,
with some countries, such as the United States, where all five perform a signif-
icant role.

The path that has led each country to adopt its particular combination of
structures has depended on a variety of factors, including its legal framework,
industrial relations structure, historic attitude to supplementary pension provi-
sion (including the level and form of compulsion), political climate, and cultural
and political values.

The result in some countries is a greater stress on achieving a consensus
between the social partners, for example in Denmark and France, leading to
the greater use of jointly run pension schemes, both in the public and private
sectors, At the other end of the spectrum there are countries where there is
little employee involvement, for example the United Kingdom, where provision
is governed largely by the government, as with the National Insurance Scheme,
or by individual employers, even following recent legislation that required
some employee involvement in employer-sponsored schemes.

Distinguishing the effect of these different traditions' of governance on the
structure and outcome of the respective pension schemes is clouded by the
effect of other variables in pension provision. It is also difficult to decide
what constitutes cause and effect. However it is possible to identify some
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general tendencies, in particular the following:

Collective arrangements, with or without the involvement of members, lead
to a lowest common denominator result in terms of benefits, unless there is
some form of state-backed compulsion setting standards of provision.

Collective arrangements are in most cases established on a defined con-
tribution basis as this is thought to minimize cross-subsidies between
members and, hence, employers.

Single employer-sponsored schemes can lead to some groups getting a
relatively high level of total benefits, but only in those sections of the
labour market that generally enjoy good employment conditions.
Public schemes operating on a tripartite basis, for example with state,
employer and employee all involved, are associated with a relatively high
level of benefits and greater autonomy from the government's general
finances.

Collective schemes in the private sector, for example those covering more
than one employer, are associated with a high level of member involvement,
either directly or through their trade unions, with the members often in
practice having more influence than the employers.

The form that has been adopted for the governance of pension schemes
varies significantly from country to country. It appears to be determined by a
number of factors which are quite specific to individual countries. It is certainly
not the case, therefore, that the adoption of a particular governance structure in
one country will, of itself, automatically lead to similar results in another
country, in terms of the level or form of pension provision.

There have been significant improvements in the last decade, however, with
a trend towards greater real autonomy for social security institutions supported
by the general adoption in some countries of democratic principles of govern-
ment. The Côte d'Ivoire, Gabon, Ghana, Nigeria, Senegal, Tanzania,
Uganda and Zimbabwe all provide examples where autonomy is well devel-
oped, while in other countries, such as Benin, the Central African Republic,
Ethiopia, Togo and Zambia, it is developing. Direct responsibility for the
administration of the scheme still lies with the responsible government depart-
ment where the scheme is universal or means tested, as in Mauritius and South
Africa, where it is based on employer liability principles as in Malawi and Sierra
Leone and where it relates only to public servants, as in Kenya, the United
Republic of Tanzania and Uganda. Autonomy is not the sole requirement for
good governance, and in Africa it is often associated with high administrative
costs and excessive staffing levels, but it helps to create an environment where
accountability, participation and motivation can be developed and different
interests can be balanced.

South Africa provides an example of a country where responsibility for
social security is fragmented and thus where, in the new political framework,
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it is difficult to plan comprehensive reform. Social protection for old age, for
example, is provided on a means-tested basis through a scheme administered
by the Department of Social, Welfare, while the development of occupational
pension schemes is regulated by the Ministry of Finance. The Department of
Labour is responsible for a Workers' Compensation FundS and an Unemploy-
ment Insurance Fund.

There are a wide range of institutional arrangements in Asia which include
several countries where the government is directly responsible for the adminis-
tration of the social security scheme (for example, Australia and New Zealand).
The countries in transition - China, the Central Asian republics, Laos and Viet
Nam - generally have systems still administered by central or provincial govern-
ments. In China the size of the country and wide variation in economic devel-
opment, together with an established reliance on state-owned enterprises for
the provision of social protection, have combined to present considerable diffi-
culties to the central government in instituting even a partially uniform system.
However the problem is being vigorously addressed and a new national Minis-
try of Labour and Social Security has been formed. In Viet Nam, responsibility
for the administration of the system is gradually shifting away from central gov-
ernment in the case of long-term benefits and from the trade unions in the case
of short-term benefits to an autonomous social security organization, Viet Nam
Social Insurance (VSI), but this is a gradual process which depends on the capa-
city of the VSI to take on new responsibilities and, in particular, to cover private
sector workers effectively.

Although schemes have been established with their own identity in many
Asian countries, their status and degree of autonomy vary considerably. Exam-
ination of the variety of arrangements indicates that this is not necessarily based
on definitions of status or responsibility in the law but on the practice and work-
ing relationships in the country and this in turn sometimes depends on the
personality and experience of the key officials and perhaps on the general
administrative approach taken by the government. In sme countries autonomy
and decentralization are fostered and have developed; in other countries there is
a greater tendency for central control of all public sector activities.

In some countries, notably in East and South-East Asia, tripartite structures
are not yet fully established and in 1997 the ILO World Labour Reportconcluded
that, in Asia, the mechanisms which facilitate social dialogue are, on the whole,
still undeveloped. It was further noted in the same report that the proportion
of employees covered by collective agreement rarely exceeds 4 per cent in most
countries of the region. Membership of trade unions is still at a low level (2.6
per cent of the non-agricultural labour force in Indonesia, 3.1 per cent in Thai-
land, 11.7 per cent in Malaysia, 22.8 per cent in the Philippines). A tendency to
authoritarian leadership, and to limitations in democratic activity and restrictions
in some countries on trade union activities, has resulted in the limited develop-
ment of social security and an absence of opportunities for workers' representa-
tives to participate in social protection planning and administration.

237



Social security pensions: Development and reform

Responsibility for financial resources and, in particular, control of the
investment of reserve funds and the determination of recruitment and con-
ditions of service of personnel are also key considerations. At one end of
the spectrum are to be found the Employees' Provident Fund and the
Employees' Trust Fund in Sri Lanka, and the Social Security Organization
in Thailand, which are administered by divisions of the Ministry of Labour.
The Employees' Provident Fund Organization in India is semi-autonomous,
with a Central Board of Trustees established as a body corporate, but it is
subject, in practice, to considerable control by the government. A similar
situation applies to the Employees' State Insurance Corporation which is
responsible for the administration of the health care and short-term cash
benefits scheme. In Pakistan, where there are similar divisions of responsibility
between central government and the states, both the federal Employees' Old
Age Benefit Institution and the provincial social security schemes enjoy a
greater degree of autonomy within their relationship with the Ministry of
Labour.

In South-East Asia, however, some of the social security institutions have
established considerable autonomy, both in law and in practice: in particular
the Central Provident Fund in Singapore, the Employees' Provident Fund,
the Employees' Social Security Organization in Malaysia and ASTEK in
Indonesia. In the Philippines there are several autonomous social security
institutions responsible either for certain sections of the population or for
different benefits. Each has its own supervisory board which is responsible
for policy issues which, in other countries, are dealt with in government
departments. Thus the Secretary of Labour and Employment is only a
member of the Social Security Commission which is responsible for the
policy of the social security system. The chief executives who are appointed
by the President are also influential. Although enjoying considerable auton-
omy, these institutions are subject to public sector budgetary constraints
and are unable to determine their own conditions of service or recruitment
policy.

In Indonesia, although the principal social security organization JAMSOS-
TEK has autonomous status and is established in statute as a profit-making
public enterprise, it has become apparent that there was considerable political
interference by the government in its administration and, in particular, in the
management of its investment programme. Allegations of corruption and mis-
management have resulted in calls for the removal of the monopoly accorded to
JAMSOSTEK, and for employers and workers to be permitted to choose from a
range of public and private social protection providers.

The provident fund system is still strong in Asia and the Pacific and the
schemes here have generally not suffered the adverse effects of inflation to the
same extent as in Africa (except recently in Indonesia). This has beneficial
implications for compliance and record-keeping, although both aspects
represent major problems for provident funds in India, Indonesia and Sri
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Lanka, and for social insurance schemes in the Philippines, Pakistan and
Viet Nam.

In South America are to be found some of the oldest social security schemes
in the world: in particular in what are regarded as the pioneer countries of
Argentina, Brazil, Chile and Uruguay. Initially these schemes were adminis-
tered directly by government and, even when subsequently autonomous social
security institutions were established, government involvement was evident.
The model of a social insurance scheme administered by an autonomous insti-
tution with a tripartite board was also widely adopted in Central America and
the Andean countries. Although they are still prevalent in many countries, dis-
satisfaction with the performance of these well-established social insurance
schemes has led to radical reforms. The structural reforms can be categorized
as those where:

the public scheme has been closed and replaced by a privately administered
scheme based on fully funded defined contribution principles (Chile, Bolivia
and Mexico are examples);

a defined contribution element has been integrated with a restructured
defined benefit scheme as part of a mixed system and where public and
private institutions have prescribed roles (Argentina and Uruguay);
separate defined contribution schemes operated by private approved pension
funds have been established as an alternative to the public scheme (Colombia
and Peru).

Although the reform was largely driven by the inability of the schemes to
provide adequate levels of protection, there was also considerable dissatisfac-
tion with what were seen as inefficient and corrupt institutions which were
subject to considerable political influence. Many of the bad practices had a
direct effect on the financing of the scheme and thus on the benefit structure.
Typical examples of malpractice by governments were:

not fulfilling their obligations as employers: delaying or not paying contribu-
tions in respect of their own employees or in accordance with their commit-
ment to contribute to the fund;
obliging the social security scheme to invest in public securities which yielded
little or no return;
requiring reserve funds to be deposited with a government bank with no
interest or with a negative real rate of return.

PROBLEMS AT THE INSTITUTIONAL LEVEL

Most countries have chosen to adopt a system in which a public autonomous
institution has been established to take responsibility for administering the
scheme. What problems arise from this arrangement?
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Determining and implementing roles and responsibilities

The basic model of the autonomous public institution seeks to take account of
the interests of all the principal actors: government, employers, workers and
beneficiaries. It recognizes that the scheme is financed by employers and work-
ers and thus that their representatives should be involved with the administra-
tion of the scheme. It also recognizes, however, that the state has an overall
responsibility, both as regards the level of social protection and the economic
implications, and as guarantor for the social security fund. The difficulty arises
in the translation of these considerations into legislation and then into prac-
tice. First, it may be very difficult to identify organizations and/or individuals
who can satisfactorily represent the contributors and beneficiaries of the
scheme. The scheme may be broad-based in scope and coverage, and there
may be several organizations representing employers and workers, while
some insured people may not have any identifiable point of representation.
Then there is a risk that the issues considered are those which are the concern
of only those groups who are represented and who then effectively seek to
capture the consensus in their own relatively narrow interests. The level of
unionization of those covered by the scheme may be low, and both workers
and their representatives may not fully understand the concept and practice
of social security administrations. Second, the conceptual basis for the sharing
of responsibility implies the need for a delicate balance of power, first between
central government and the board, then within the board between the different
representatives, and finally between the board and the chief executive. In this
context it would be surprising if the desired objective was not distorted by poli-
tical considerations, or by the effect of the human relationships which lie
behind the structure. In some countries problems start with the legislation,
in that the board may be dominated by representatives of the government
with the position of chair perhaps reserved for the most senior official of the
responsible ministry (or even of the Ministry of Finance). Several countries
also require that all appointments are made by the responsible minister,
even those representing the employees and employers. Often the chief execu-
tive and other senior administrators are also appointed by the minister
rather than by the board. This type of arrangement ensures that government
retains a close control over the administration of the scheme, with the board
being accorded limited autonomy yet in a position where it can be held
accountable for the scheme's performance.

Establishing autonomous institutions

The status and powers of the institution should determine the parameters of its
autonomy. If it is to be truly autonomous it should have a legal status of its own
and be fully accountable for its own actions. Two types of situation seem to
have limited the powers in practice. First, a newly established institution will
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often commence its responsibilities with a close relationship with the parent
department which retains substantial control during what might be seen as a
probationary period; but a pattern of working develops and the probationary
period never ends, particularly when there are frequent changes of key person-
nel. Second, the scheme may run into financial difficulties resulting in reference
to government subsidies and then to a position of dependence.

Limitations on autonomy

In many cases limitations are imposed on the degree of autonomy of the insti-
tution. This may be a reflection of anxiety on the part of government which
realizes that it will be held responsible in the eyes of the public if the
scheme fails to meet expectations in benefit provision, or it may stem from
government's desire to control the resources of the fund. But it seems that it
is also difficult to draw a distinction in some countries between government
departments and public agencies. All are within the scope of the government
auditor, accountable before the parliament and part of the public sector.
This is reflected in problems relating to the financial responsibility of the insti-
tution. It can be argued that a social security institution has the capacity to be
self-supporting financially and therefore to determine its own budget, includ-
ing expenditure on accommodation, equipment and staff. The nature of the
task of administering a social security scheme is such that specialist skills
are needed in occupations such as computerization, accountancy and invest-
ment management which command high salaries in the private sector. In devel-
oping countries there is often concern, however, about establishing precedents
which can be exploited by other public agencies, and many public social secur-
ity institutions are obliged to follow public sector conditions of service as
regards the recruitment and payment of staff - in fact in some countries
staff are recruited by the central government. This leads to difficulty in recruit-
ing and retaining staff consistent with the expectations of the autonomous
status. The placement of staff is also often associated with political patronage
and this, together with similar obstacles in the application of personnel poli-
cies, has had grave consequences both for administrative expenditure and
for quality of performance.

Representation of the social partners

It has already been noted that the effect of representation of the employees and
employers may be diluted by their appointment by government. In developing
countries it may also be judged that the employers' and workers' representatives
do not have the experience and capacity to take important decisions on the
administration of the social security scheme. Furthermore, if there were genu-
inely equal representation from each of the three groups the government
could always be outvoted. So a lack of faith in the application of the concept
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may result in an imbalance of the governmental representation or the introduc-
tion of experts, for example on banking or investment. In some countries the
number of representatives on supervisory boards or commissions is large, per-
haps owing to a desire to ensure participation of all interested organizations.
Thus the Central Board of Trustees of the Employees' Provident Fund of
India has 43 members with representatives of employers, workers and both
central and state government. A similar approach is adopted by the EOBI in
Pakistan, which has 19 members, and by the Employees' Provident Fund in
Malaysia with 20 members. In the case of the Employees' Provident Fund
organization in India, there is provision for the establishment of an executive
committee of 12 members, but it is questionable whether boards with large
numbers of members can reasonably be expected to carry out the functions
with which they are charged and whether many of the individual members
will have the experience or the knowledge to play a meaningful part in the
process.

Relationship between the board and the chief executive

The relationship between the board and the chief executive can also lead to dif-
ficulties. In theory the board should supervise the operation of the scheme and
leave the day-to-day administration to the chief executive. This arrangement
may, however, be distorted by political relationships and patronage and by
the relative inexperience of the individuals. The chief executive is generally a
member of the board or attends the meetings and may, by virtue of his greater
knowledge and experience, be obliged to direct the board on policy initiatives.
Where the chief executive is appointed by the government, as is often the case,
there is a risk that not only is the appointment of a political nature but the
person appointed will not be familiar with social security administration.
While this may be overcome when the appointee is capable and committed, in
some countries the chief executives of public institutions are rotated or replaced
regularly. This, together with the frequent change of board members, tends to
inhibit the management of the scheme and in particular the development of
initiatives for reform.

The division of responsibility between the board and the chief executive may
also be unclear in some situations and difficulties may arise. Much will depend
on the personalities and experience of the individuals. An experienced and
dominant chief executive may heavily influence the decisions of a board
whose members may only meet infrequently and who may have little knowledge
of social security issues. This is more likely to occur where the chief executive is
appointed by the minister or President rather than by the board or with the
board's approval. There are situations, however, where the reverse has occurred
and the board has wielded executive power over the administration of the
scheme. Figure 9.4 illustrates the effect of the interaction between the govern-
ment, the board and the chief executive.
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Figure 9.4 The operation of social security boards

A. Tripartism

Government

Governance and administration

All three partners have broader interests and responsibilities which they represent but within the
board and subject to the legislative division of responsibility, they are all equal.

B. The role of chief executive

Employers

Chief
executive

The chief executive may be appointed by the board and thus responsible to the board, but may
also be appointed by government and by virtue of this and his technical knowledge and

experience may be very influential within the board.

C. Government influence

Government

Employers

Workers

Government may dominate the board either by controlling the appointment of its members or
by loading its representation.

Source: ILO compilation.
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Direct administration by government

Where the scheme is administered directly by a government department, there is
a need to ensure that mechanisms exist for public scrutiny and consultation.
These controls are more likely to be found in developed countries since they
invariably depend on the pdlitical situation and on the opportunities for demo-
cratic process such as freedom of the press and the establishment of pressure
groups. Problems may also arise with regard to the financial basis for the
scheme. First, it may prove difficult in practice to separate the financing of
the scheme, even if based on contributions from employers and workers,
from central government revenue and public expenditure. This may have
adverse implications for real benefit levels and for investment. It may also
inhibit the administrative performance of the scheme. Thus, in spite of the
fact that the scheme has its own source of income, the integration of this with
government revenue and expenditure may result in the staffing and operation
of the scheme being subject to national budgetary constraints.

PROBLEMS WITH ADMINISTRATION AT THE OPERATIONAL
LEVEL

It has already been noted that in many countries the degree of autonomy
accorded to the social security institution in the legislation does not exist in
practice and that this reflects a lack of confidence in the management of the
institution in a situation where the government has overall responsibility.
This lack of confidence has proved to be well founded in some countries,
although it is sometimes hard to tell where the adverse effects of inappropriate
interference by central government end and unsatisfactory management by the
institution begins

Given the basic objectives of a social security scheme, it is at this level that its
success or failure is perceived by those it is seeking to serve. A system which is
compulsory, obliges the payment of contributions (taxes), provides for redistri-
bution and determines needs and priorities on a global basis and then applies
them uniformly to individuals is not going to be popular with all its contributors
and beneficiaries. But both the structure and the performance of the scheme
should reflect a broad consensus in favour of its objectives and in support of
the way that it is administered. In this context, where do problems arise?

Lack of transparency

There is often a lack of transparency in the administration of social security pro-
visions. This weakness applies to the failure to explain adequately the broad
concepts and objectives of the scheme, and to the failure to advise the insured
persons how their pension records are progressing or what is happening to
the contributions that they have paid. Many schemes do not issue regular
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pension or contribution statements. Often the legislation is complex and difficult
to understand for insured persons, employers and even administrators. The
problem applies across the whole spectrum of social security provisions, but is
particularly acute in the case of pensions since, first, the contribution rates are
the highest and, second, benefit may not be payable for 30 years - on retirement.
People inevitably wonder what is happening to their contributions.

Schemes may not be accessible

Many schemes are also too inaccessible to their contributors and beneficiaries.
This may be because the organization is highly centralized or because it has
not yet been possible to establish a network of branch offices. This feeling
may be compounded both by the attitude of the staff to the public and by the
lack of facilities for public reception. Whatever the reason, the effect is the
same: a gap is created between the institution and its clients which is eventually
reflected in a poor public perception and in reduced levels of cooperation and
compliance.

Limited coverage

Limited coverage, which is discussed in Chapter 8, is an important problem
which all social security schemes need to address. The coverage of many
schemes is very limited, with often only a minority of the labour force being
insured. Even when the legislation prescribes coverage, problems arise in achiev-
ing this. Many schemes experience difficulty in identifying and registering both
employers and insured persons. To an extent, this is an aspect of evasion, which
may in turn be attributable to a poor public image of the scheme, but many
schemes experience great difficulty in processing the registration of insured
persons, in allocating a social security number and in ensuring that this
number is applied to that individual regardless of change of employment.
This is a fundamental prerequisite if an accurate lifetime record of insurable
employment is to be obtained.

Maintaining accurate records

Most social insurance schemes require employers to regularly submit details as
to the employment and earnings of insured persons in order to provide the basis
for eventually determining entitlement to a pension: this is linked to the registra-
tion process. This requirement depends on the continuous cooperation of
employers and workers and on efficiency within the social security administra-
tion. Delays, omissions and mistakes in the information create bottlenecks,
often compounded by administrative problems such as the shortage or break-
down of computer processing. In some countries there are backlogs of data
processing covering several years.
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Delays in processing benefit claims

Difficulties over registration and data processing lead inevitably to delays in
dealing with benefit claims which are compounded by irritating enquiries to
both employers and insured persons seeking information which has already
been provided but which has not been recorded or cannot be found.

Evasion2

One of the biggest problems experienced by social security schemes seeking to
administer a mandatory scheme is evasion. This takes many forms but it gener-
ally focuses on employers who, sometimes with the collusion of their workers,
either do not register with the scheme or register but do not pay regularly or
underdeclare insurable earnings. The problem is particularly severe among
smaller employers in developing countries but is to be found throughout the
labour market in every country, with many employers seeking to informalize
their workforce in order to reduce costs and with some workers prepared to
cooperate in order to find work or to maximize their take-home pay. Levels
of non-compliance are difficult to measure and depend on where the lines are
drawn in the legislation between the covered and the non-covered, but typically
in developing countries between 30 and 40 per cent of those who should be
covered are not, in one form or another.

Many schemes do not have effective measures either for identifying evasion
or for taking enforcement action. There are a wide range of weaknesses:

the legislation may prescribe a level of coverage which it is unrealistic to
enforce, it may contain loopholes which facilitate evasion, the enforcement
penalties may be weak and there may be inadequate powers granted to the
institution to take enforcement action or to its inspectors to investigate
non-compliance;
there may be a lack of political support for strong enforcement action where
economic circumstances are not favourable or where unemployment rates
are high;
there may be a poorly defined compliance policy and thus no integrated
programme for ensuring regular compliance checks on new and established
businesses;

inspection teams may be poorly staffed and organized, or may lack training
and support services such as transport.

Bureaucratic procedures

Some of the administrative mechanisms may represent an obstacle to the
attainment of the overall objectives because they involve the double handling
of papers, excessive checking and limited delegation. A study in 1966 of the

246



Governance and administration

procedures of the Employees' Provident Fund Organization in India revealed
that the processing of,a benefit claim took 37 handling stages during an average
processing period of one month. There is a tendency in some schemes to develop
procedures which are designed to reduce all risk of error, abuse or internal fraud

to the point where the overall level of service suffers and even the introduction of
computerization may only serve to provide another layer of bureaucracy in
which records and procedures are duplicated.

Inefficiency in the use of resources

The quality, training and personnel management of social security staff are
often a weakness, with poor conditions of service and an unsatisfactory working
enviromnent. In addition many public social security institutions are over-
staffed, often as a consequence of political interference, and this is reflected in
the high levels of administrative expenditure which still exist in some countries,
particularly Africa. The following list illustrates the administrative expenditure
of the social security pension scheme or provident fund of selected developing
countries as a percentage of contribution income:

It should be noted that the level of the contribution rate and the scale of
evasion will have a significant bearing on these figures. Thus in Zambia the
contribution ceiling had not been increased for several years in spite of high
levels of inflation, although even in 1991 administrative costs represented 72
per cent of contribution income. In Uganda in 1985/6, the National Social
Security Fund (a provident fund) had, during its first year of reconstruction,
administrative expenditure of 4 9 million shillings, compared with an income
of only 1 7 million from contributions: administrative expenditure was 284
per cent of contribution income.

Autonomy may sometimes lead to excessive administrative expenditure if
the board of directors is unable or unwilling to exercise control. In some
cases excessive expenditure may even be encouraged by a parent ministry
with limited resources since it may be able to benefit from its connection with
an institution which has its own source of funding and which has some freedom
from central government budgetary restrictions. (Table 9.1 below illustrates
administrative expenditure for pensions and provident funds for a range
of countries compared with both benefit expenditure and contribution
income.)
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Indonesia 1992 18%
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Tanzania 1994/5 25%
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Inappropriate investment policies3

Many social security schemes have failed to meet their objectives to managethe
social security pensions fund in the best interests of the contributors and bene-

ficiaries. The schemes based on social insurance principles have either adopted a
pure pay-as-you-go approach or a partially funded system which implies the
establishment of reserves and the adoption of an investment policy. Provident
funds are fully funded and the real value of the benefit depends entirely on
the effectiveness of the investment of the contributions. It is generally consid-
ered that social security pension funds not required for immediate expenditure
on benefits and administration should be invested to achieve a balance between
considerations of safety, yield and liquidity. It is sometimes argued that they
should also be invested with regard to social considerations, or to assist eco-
nomic development on the basis that this will also benefit the standard of
living of those insured under the scheme, but this has dangers and, in many
countries, the funds have been invested in accordance with the instructions of
the government: sometimes in bonds, sometimes in property, sometimes to
support ailing public enterprises or prestige projects, sometimes for political
motives, but not often with regard to the best interests of the contributors
and beneficiaries of the scheme.

The adverse effect of inappropriate investment policies has been com-
pounded by unfavourable economic circumstances, particularly during the
1980s and especially in the case of sub-Saharan Africa and Latin America,
where the rates of inflation were such as to make it impossible to protect the
value of social security pension funds. There is an obvious linkage between
this fundamental problem and the relationship between the scheme and central
government.

The social security administrations in countries in transition are facing someof
these administrative and operational problems for the first time. The changes both
in attitude and in obligations for employers, workers and administrators alike are
just as significant as those relating to the reformed structure of the schemes.
Formerly contributions were collected directly from public enterprises in which
workers tended to be employed for most of their working lives. Political and eco-
nomic changes have resulted in a rapid growth in the private sector and an increase
in labour mobility. This in turn has resulted in the introduction of new obligations
for employers and workers relating to registration and the payment of contribu-
tions and, for the administration, with regard to the recording of contributions,
the maintenance of financial accounts and ensuring compliance. Devising and
implementing these procedures have proved to be formidable tasks for the restruc-
tured schemes in Central and Eastern Europe and the countries of the former
Soviet Union; China and Viet Nam are also experiencing similar problems.
Furthermore changes in the political system inevitably result in an increase both
in public expectations as to the quality of service provided by the social security
scheme and in a tendency to "opt out" if those expectations are not met.
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Choosing the design of a social security scheme to suit the national circum-
stances, establishing the institutional arrangements for its administration and
making the scheme work so that its objectives are met, are fundamental
issues which all fall within the scope of good governance. Many schemes have
fallen short of the desired level of effectiveness and this has encouraged calls
for radical reform, such as the privatization of the social security scheme in
some countries. Elsewhere the focus of reform has been placed not on the struc-
ture of the system, but on making it work better. (Policy options for improving
governance will be reviewed in Chapter 17.)

Notes

A similar situation is found in Pakistan where workers do not contribute to the Employees'
Old Age Benefit Scheme but in this case workers are represented on the same basis as employers
on the tripartite board.

2 also Chapter 10.
See also Chapter 7.
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This chapter discusses the evasion of contributions and its consequence for the
management and administration of pension schemes, as well as for their finan-
cing. Related issues in other parts of the book include issues of coverage (Chap-
ter 8), governance (Chapter 9), and policies to improve both (Chapter 17).

Non-compliance, or contribution evasion, is a critical issue in the design and
operation of contributory social security pension schemes. It influences the ade-
quacy of benefit payments to participants as well as both the financial status and
the political legitimacy of the entire programme. Contribution evasion occurs
when employers, employees and the self-employed do not pay required social
security contributions. It is a critical problem in much of Central and Eastern
Europe, Latin America, Africa and Asia. It has seriously undermined the
social security system in some countries, with revenue falling far short of that
needed to pay benefits. This shortfall has resulted in social security schemes
failing to pay benefits, paying low benefits and in their receiving subsidies
from general revenue. Even in OECD countries, many schemes lose consider-
able revenue as a result of this phenomenon.

Contribution evasion is a consequence of social security schemes having
been made mandatory: some workers will not voluntarily save enough on
their own to fund their retirement. The problem is compounded because
employers generally act as a collection agent, and they may have even less

interest in collecting contributions than some workers have in making them.
Contribution evasion is thus a problem in all types of retirement income

schemes.

THE PROBLEM OF EVASION
In most countries social security law imposes a liability on employers to contri-

bute for themselves and their employees. Thus evasion results from employers:

failing to register themselves and some or all of their employees;
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o portraying their workers as contractors, as family members or belonging to
other categories for which the employer is not required to contribute;

o failing to contribute, or paying late, for registered employees;
o underdeclaring earnings in order to reduce contribution liability.

Similar situations occur where the self-employed are liable to contribute under
the scheme. Governments and other public sector employers may also fail to
pay or may underpay contributions for their employees. In some transition
countries in Central and Eastern Europe, as well as many countries in Africa,
public enterprises are the worst offenders.

Contribution avoidance is a closely related phenomenon and occurs when:
o workers take jobs not covered by social security by becoming self-employed

(or working in the informal sector) to avoid making social security contribu-
tions (see box 10.1 on contribution evasion in Japan);

o employers organize work conditions and payment so that the people who
work for them will not be classified as employees;

o employers are not required by national legislation to cover their workers if
they employ less than a fixed number; consequently small enterprises may
hire fewer employees for more hours to avoid being required to make
social security contributions;

o employers organize wages so as to reduce that part covered by social security
(for example, by paying compensation in the form of contributions to
occupational pensions).

Contribution evasion has several undesirable effects.

o It may undermine the solidarity consensus on which the scheme is based.
Widespread evasion undermines the credibility and legitimacy of the entire
system.

o It causes inequities in effective contribution rates between contributors and
non-contributors, with resulting effects on income distribution.
In defined benefit schemes where there is not a tight link between contribu-
tions and benefits, it may result in underfinancing of benefits, eventually
causing contribution rates to be higher than they would need to be, although
the increase in the mandatory contribution rate may occur with a long time
lag and an intervening period of revenue shortfall.

o Contribution avoidance and contribution evasion may distort labour market
activity, affecting where workers work, which has attendant welfare costs.
The informal sector has grown considerably in Africa, Asia and South
America, and is reaching significant proportions in some of the countries
in transition in Central and Eastern Europe and Central Asia. This may be
seen in part as an attempt to avoid paying taxes and mandatory contribu-
tions.
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Box 10.1 Contribution evasion in Japan
The Japanese social security scheme is divided into two programmes. The
Employees' Pension Insurance Programme is compulsory for all employers
with one or more regular employees. Each employer has the duty to collect
taxes and social security contributions from employees from their monthly
earnings. The employer must pay the employees' contributions along with
his or her own contributions on behalf of the employees to the Social Insurance
Agency. In 1996, 98.6 per cent of all employers who were required to pay
contributions to the Agency did so.

Participation in the Employees' Pension Insurance Programme is not compul-
sory for part-time employees, temporary employees and daily employees. When
these employees work more than three-quarters of the working hours of regular
employees, however, they are required to contribute to this programme. There
are no statistics on evasion by this group of workers, but there is the possibility
that many employees and employers who were required to contribute did not.

The second social security programme in Japan is the National Pension
Insurance Programme. Participants are composed of three groups: employees,
spouses of workers who themselves had no earnings and the self-employed
and unemployed. The non-working spouses of workers are not required to con-
tribute. Among the self-employed and unemployed, in 1997, 7.5 per cent who
were required to contribute had failed to register for the programme and
were not contributing, and an additional 8.2 per cent had registered but had
made no contributions in the past two years. Of all those required to contribute,
these two groups together accounted for 4.6 per cent.

These statistics thus suggest that most contribution evaders in Japan are
either self-employed or unemployed. The government can collect contributions
for employees with the help of employers, but it must collect the contributions
of the self-employed and unemployed itself. While the Tax Agency of the govern-
ment has attached the assets of tax evaders, the Social Insurance Agency, which
also has that power with respect to contribution evaders, has never done so.

Contribution evaders are more likely to be in large cities than small ones and
are more likely to be in younger age groups (particularly thoseaged 20-29) than
middle age groups. The income levels of non-participants were almost the same
as those of participants. In 1996, 91.7 per cent of non-participants and 80.4 per
cent of non-contributors were participants in the compulsory state medical
insurance programmes, and 56.7 per cent of non-participants and 66.3 per cent
of non-contributors purchased contracts of life insurance or annuities from finan-
cial institutions. In a survey, 53.8 per cent of non-participants and 76.2 per cent of
non-contributors indicated that they did not want to be participants or make con-
tributions because they considered social security to be unreliable or because of
its high required contributions.

When evasion occurs as a result of underreporting of earnings, it causes the
replacement rate relative to actual earnings to be reduced and tends to flatten
the benefit structure (for example, in Egypt, Pakistan and Turkey, where the
majority of workers contribute at the lowest level in schemes designed to
provide relatively high replacement rates).
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Since liability is almost always imposed on the employer, many schemes
recognize that the benefit rights of an employee who was unaware of the non-
payment of contributions should not suffer. Provision may therefore exist for
the social security scheme to pay benefits as if the contributions due had been
paid, with obvious adverse implications for the fund.

THE PREVALENCE OF EVASION

Because evasion is illegal by definition, it is often concealed, and thus accurate
data concerning it are difficult to obtain. Nonetheless crude estimates can be
made using data on the size of the labour force and average wages, bycompar-
ing the estimated aggregate contribution liability with the payment actually
made. In some Latin American countries, estimates suggest that as much as
50 to 60 per cent of the liability for social security contributions to social secur-
ity is unpaid (table 10.1). For example, contribution evasion was an estimated
60 per cent in the defined benefit social security scheme in Brazil in the 1 980s
(Mesa-Lago, 1991a). Late payment of contributions by employers has been esti-
mated to occur for 44 per cent of contributions in Barbados and Jamaica (ILO,
1992). ILO technical assistance teams estimated that in Central and Eastern
Europe during the mid-i 990s the non-collection of contributions due amounted
to between 20 and 30 per cent of total contribution income.

Even in OECD countries evasion may be a significant problem. The United
States Internal Revenue Service estimated that, in 1987, non-payment of indivi-
dual and corporate income tax was about 20 per cent of the total tax liability
(Slemrod, 1992). This figure provides a rough estimate of the non-payment of
social security contributions.

Employees being misclassified as contractors represent an important aspect
of contribution evasion in OECD countries. The United States Internal
Revenue Service moved 500,000 workers from contractor status to employee
status between 1988 and 1995, and assessed about $1 billion in taxes, penalties
and interest (de Jong and Jakabin, 1997).

Some analysts have considered contribution evasion to be primarily a prob-
lem of defined benefit schemes, with their replacement by defined contribution

Table 10.1 Estimated contribution evasion in selected countries

Country Evasion rate (%) Time period Source

Argentina 49 early 1990s Cottani and Demarco (1996)
Brazil 60 1980s Mesa-Lago (l99la)
Peru 33 early 1990s Nitsch and Schwarzer (1996)

Note: Because contribution evasion is illegal, all estimates are imprecise.
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schemes solving the problem since contributions and benefits would be clearly
linked (World Bank, 1994). In Chile's defined contribution scheme, however,
funds that catered to lower-paid employees had contribution evasion of 45 to
55 per cent in 1990 (Gillion and Bonilla Garcia, 1992). Experience in Colombia
and Uruguay also indicates that switching from a defined benefit to a defined
contribution scheme does not solve the problem of contribution evasion. In
all these countries only around half of the labour force participates in the
mandatory defined contribution scheme.

CONTRIBUTION EVASION COMPARED TO TAX EVASION

Mandatory payments by employers and workers to finance social security
benefits are called "taxes" by some American social security analysts but other-
wise are generally referred to as "contributions". Throughout this book the
term "contributions" is used to refer to a specific payment which directly pro-
vides some basis for entitlement to benefits. Thus contributions imply a right
to a future benefit. A tax, by contrast, finances the general functioning of
government, but the government-provided benefits the individual receives do
not depend on the amount of taxes the individual pays.1

The analysis of tax evasion compares the expected gains workers or employ-
ers receive from evasion with compliance. This involves an assessment of the
probability of being caught, the expected financial loss if caught, and the risk
aversion of the employer or worker. It involves the financial loss due to
paying the tax. The analysis of contribution evasion is more complex because
it also involves the worker's assessment of the gain in expected future benefit
payments from contributing to the social security scheme.

Understanding the causes of evasion is important for structuring social
security reform. A partial understanding could lead to an overstatement of
the reduction in evasion due to reform and thus an overstatement in the
increased revenues caused by a change in social security schemes. Most reasons
for evasion occurring apply equally to defined contribution and defined benefit
schemes. One system does not have a clear advantage over the other in mana-
ging evasion.

REASONS FOR CONTRIBUTION EVASION

Contribution evasion involves employers, employees and the government. Its pre-
valence depends on the attitudes of each and on the cost and reward structure
they face. While both employers and emplpyees have incentives to contribute
or evade - the incentives for each group are examined separately - the actual pre-
valence of contribution evasion depends on interactions between incentives of
employers and those of employees, and the interaction of both with government
enforcement.
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Because, in most social security schemes, the legal burden of contributions is
placed on employers, opportunities for workers to evade are limited and depend
on collusion with employers. Alternatively workers may change their employ-
ment to become self-employed, casual or contract workers, where contributions
may not be required, or where required contributions are more easily evaded.

When an employer has deducted the contributions from an employee's pay
but not paid these to the social security scheme, the employee will often be
unaware of the non-payment. If payment is made later, he may never know
and will only become aware if he receives a statement of account or claims
benefit. If deductions for contribution are not made, however, the worker will
probably be aware of the situation as these deductions will not be made from
his wages. This may reflect voluntary collusior because of the desire of the
worker to avoid paying contributions to the scheme or it may be that he is
given little choice by the employer. Where the supply of labour to the formal
sector exceeds the demand at current wage rates, the worker may be forced to
accept terms of service which exclude social protection rights and may be
obliged to collude with the employer.

The reasons for contribution evasion can be divided into those affecting
employees' willingness to pay or reluctance to report non-payment to authori-
ties and those affecting employers' motivations. A further factor is the govern-
ment's attitude towards this practice.

Contribution evasion can only occur if three conditions coincide:

o employers wish to evade, or place a low priority on making, social security
contributions relative to other expenses;

o employees prefer non-payment of contributions, are reluctant to report non-
payment to authorities or are unaware of the non-payment;

o government enforcement tolerates evasion or is inadequate to prevent it.

Issues relating to the effect of a worker's contributions on his or her future
benefits were analysed by Burkhauser and Turner (1985), among others. The
relationship between contributions and benefits, however, is only one aspect
of e'asion. This relationship depends on the structure of the defined benefit
scheme, but the following aspects are relevant:

o Under many defined benefit schemes, the benefit depends on the period of
insurable employment, which is based on the number of contributions
paid, and on the earnings used as the basis for contributions liability.

o Both under long-established national provident funds and more recently
under mandatory retirement savings schemes, experience suggests that
evasion is still a significant problem.

The amount of evasion may be related to the level of mandatory contribu-
tion rates. As noted in box 10.2, however, effective contribution rates are
generally lower than legislated ones.
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Box 10.2 Effective contribution rates are lower than legislated ones
Mandatory social security contribution rates are relatively high in some
countries. For three reasons, however, effective contribution rates are gener-
ally lower than legislated rates. Because the strength of these effects varies
across countries, a comparison of legislated rates can be misleading.

First, when the employer pays part of the contribution rate, the effective rate
is lower than the legislated rate because the base of the effective rate includes
the value of the employer contribution. In most countries the employer contri-
butes a portion of the mandatory social security contribution. To take the
case of a high mandatory contribution rate to clarify the magnitude of the
effect, if the employer contributes an amount equal to 20 per cent of pay and
the employee contributes an equal amount, the traditional measure of the
contribution rate is 40 per cent (= 20 + 20). However the effective rate is 33
per cent (= (20 + 20)7(100 + 20)). As another example, when the employer
contributes the full amount, as was basically the case in some Central and East-
ern European countries, and the contribution rate is 25 per cent, the effective
contribution rate is 20 per cent (= 25/125).

Second, in most cases the effective contribution rate is also lower than the
legislated rate because not all aspects of compensation are taxed. For
example, pension contributions made by the employer, contributions for
health insurance, housing and transport allowances and other benefits are
often not treated as insurable earnings and some countries exclude overtime
payments, bonuses and commission payments. If only 80 per cent of com-
pensation is subject to mandatory social security contributions, the effective
contribution rate in the first instance where 20 per cent is paid by both employer
and employee falls from the 40 per cent legislated rate to 27 per cent
(= 40/(100 + 25 + 25)). (Related to this, and of particular relevance to evasion,
is the practice common in some countries of underdeclaring insurable earn-
ings. This may be done by manipulation of the earnings so as to exclude
some from the scope of liability or merely by providing false information as
to actual earnings.)

Third, it is common in defined benefit schemes to impose a contributions ceil-
ing which limits liability and which is often intended to provide scope for employ-
ers and workers to make their own supplementary pension arrangements.

Evasion by, or instigated by, workers
For self-employed workers, the workers' motivations for evasion are most
important. For employees, the workers' demand for evasion is a factor that
employers must consider in deciding whether to evade. The temptation to
evade is present in all social security pension schemes. There are a number of
reasons why that is so.

Myopia

Social security contributions around the world are mandatory because some
workers would not adequately save for retirement on their own. Some workers

257



Social security pensions: Development and reform

have difficulty planning for distant needs such as for retirement. They place a low
value on future consumption, sometimes because of current needs. For this
reason the value of future benefits to workers is low so they attempt to evade
contributions. A tendency for workers to evade is a natural consequence of the
basic premise for state intervention in providing mandatory social security.

High income tax rates and contribution rates for other social programmes

When social security contributions are collected with income taxes, contribu-
tion evasion may be an aspect of tax evasion. When the overall tax rate is
high, contribution evasion may occur even if the contribution rate for social
security is moderate. Even if income taxes are collected separately from social
security contributions, the payment of social security contributions may provide
public information concerning a worker's income tax liability. It is often diffi-
cult for a worker to evade high income taxes and other mandatory contributions
and at the same time contribute to social security. In some countries, such as
Jordan, however, income tax payments are confidential information and the
social security agency cannot gain access to tax records to compare declared
earnings for tax purposes with declared earnings for social security purposes
(or vice versa).

Poverty or temporary financial hardship

Poor workers may feel that they cannot save because their immediate needs are
so pressing. Because the contributions are mandatory savings, they may seek to
avoid contributing.

Low expectation of benefit receipt

Young workers may wish to evade because benefits would not be received for
many years and their discounted value is low or their probability of receipt is
low. Some workers may not expect to live until retirement.

Low rate of return compared to alternative uses of funds

When workers receive a lower rate of return on their defined contribution
account than on other investments, they are motivated to evade because of the
better rate of return elsewhere. A low rate of return on a defined contribution
scheme in comparison to what the worker could have earned acts as a hidden
tax that workers seek to evade. Defined contribution schemes may have
unattractive rates of return for a number of reasons. This could occur for a
low-wage worker because of the fixed expenses charged against individual
accounts, or for workers generally because high expenses of the scheme manager
cause the rate of return to be low. It could occur because tight regulation of
the allowable investments keeps the rate of return low. Self-employed workers
may prefer to invest in their own businesses rather than make social security
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contributions. Evasion may also occur if the mandatory contribution rate is high
and the worker does not want to save that much for retirement. Workers may
lack confidence that their defined contribution scheme will provide adequate
benefits.

Defined benefit schemes do not have an account earning an explicit rate of
return, but when benefits are linked to contributions the worker's contributions
earn an implicit rate of return in terms of accrued future benefits. The future
benefits can be considered to equal the accumulated contributions plus the
implicit rate of return. If the social security scheme provides a low implicit
rate of return, evasion may occur. Defined benefit social security schemes typi-
cally provide a high rate of return at the start of the scheme, but the rate of
return declines over time.

In many defined benefit social security schemes, benefits are based on the
highest few years of earnings and, for workers with a long period of insurable
employment, earnings in a substantial number of years have no effect on bene-
fits. When that type of benefit formula is combined with high contribution rates,
workers have a substantial incentive to evade contributing in years not counted
in computing benefits.

Schemes which impose an earnings-related contribution in return for a fiat-
rate benefit, or which apply a ceiling to benefits but not to contribution liability,
risk evasion by workers who realize that there is no benefit entitlement flowing
from part of their contribution liability. Where social assistance benefits or a
guaranteed minimum pension are available under the scheme, this may also
act as a disincentive to contribute for low-wage workers.

Inflation

High inflation makes it financially advantageous to postpone contributions
because their real value quickly falls. For workers disinclined to contribute,
high inflation increases the value of postponing contributions. In some
countries high inflation is probably the major cause of contribution evasion.

Exploiting

Exploiting the system refers to workers rationally calculating the pattern of con-
tributions that maximizes their gain. Some pension schemes are structured so
that workers can avoid contributing in some years with little or no effect on
their future pension benefits. Some workers will determine how much in benefits
is lost by not contributing and decide whether to contribute. Exploiting occurs
for low-income workers when they become eligible for alternative benefits by
reducing their contributions to social security.

Compliance cost

All workers and employers bear a compliance cost in time, expense, inconveni-
ence and frustration in obtaining necessary forms, completing them and
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otherwise complying with contribution requirements. These costs may be parti-
cularly high for self-employed workers and workers in the informal sector.
Workers in rural areas may need to travel long distances to reach a government
office that can assist them with compliance. The compliance cost increases with
the complexity of the contribution and tax laws and the frequency with which
they are changed (US General Accounting Office, 1996b). It is less costly for
employed workers to comply than for the self-employed because the administra-
tive burden of compliance is borne by the employer, who generally can bear it
more efficiently.

Lax administration of benefit qualification regulations

Evasion may occur when workers realize they need not make required contribu-
tions to receive benefits.

Legitimacy and fairness

Workers are more likely to evade contributions when they feel that the system is
unfair or that it lacks legitimacy. In some countries, workers view the social
security scheme as a way for the government to raise revenue for other purposes,
thus viewing the mandatory contributions as a tax. Evasion may be a form of
economic protest. Workers may rightly mistrust government to handle their
money properly.

Attitude towards evasion

In some countries evasion is viewed as an acceptable practice. Workers' atti-
tudes towards evasion are affected by their perception of how common it is.
When workers believe that evasion is common, they tend to feel that it is accep-
table Similarly, if they believe or know that the government as an employer,
high government officials, wealthy people, professionals, sophisticated people
or other influential or powerful people evade, other workers will tend to view
it as acceptable.

Illegal activities

Workers engaged in illegal occupations genefally attempt to conceal the income
derived from them and do not pay social security contributions.

Factors causing workers to be reluctant to report evading
employers
Workers may wish to participate in the social security scheme but be reluctant
to report their employer who is not making required contributions on their
behalf.
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Anonymity and negative repercussions

The willingness to report their employer depends in part on the worker being
able to remain anonymous. Employees may fear that if they report their
employer, they will lose their jobs and become unemployed. Employees may
not report evasion because they feel powerless or intimidated in dealing with
employers.

Unreliability of the government

Employees may feel that the government will take no action. They may believe
that the judicial institutions are slow and unpredictable.

Factors affecting the scope for evasion by workers

Inadequate penalties or enforcement

Evasion could occur'because the penalties are low or because of the small prob-
ability of their being imposed. Contributions may be routinely paid in arrears
when the interest penalty for late payment is low. Whatever the reasons for
evasion, ineffective enforcement makes it more likely.

Easy access to the informal sector

Evasion is greater when a large informal sector makes it easy for workers to find
employment comparable to that in the formal sector. The US Internal Revenue
Service has estimated that self-employed individuals (such as street vendors)
who informally supply goods and services report less than 20 per cent of their
business income. Other self-employed individuals who operate more formally,
such as gas station owners, reported less than 70 per cent (US General Account-
ing Office, 1996a).

Self-employment

In some social security schemes, self-employed workers are not required to con-
tribute but may do so voluntarily. For part-time or temporary workers it maybe
difficult to determine whether they are self-employed and this provides an
opportunity for evasion. In schemes where self-employed workers are required
to contribute, they frequently have high evasion rates because of the difficulties
in enforcing contributions. It is generally difficult to determine the insurable
earnings of self-employed workers because they are often paid on a cash
basis, they have legitimate costs that reduce their income and their record-
keeping is generally less developed than for large enterprises. The US Internal
Revenue Service has found that independent contractors have much lower
income tax compliance than employees (US General Accounting Office,
1996a). In some countries self-employed workers form self-help associations
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that develop social protection mechanisms more attuned to their needs than the
national social security scheme.

No income tax

While high income tax rates may encourage evasion, lack of an income tax
makes it more difficult for the government to obtain information about the
earnings of workers in order to enforce contributions. Thus lack of an
income tax, as in the Bahamas, facilitates social security contribution evasion.

Minimum employers' size requirement

In countries where employers with fewer than a minimum number of employees
are not required to provide social security coverage it may be easy for small
employers exceeding that level to evade coverage. It may be difficult for social
security and labour inspectors to determine the number of employees working
in a small enterprise. Labour inspectors, for example in Jordan, have reported
cases where people who appear to be employees leave the establishment when
they arrive, or where employers claim that people who appear to be employees
are actually customers or friends visiting for the day.

Payment in cash

When payment is made in cash, it is more difficult for social security inspectors
to determine the full amount of the payment. In this regard, underreporting of
income is much more difficult to detect than complete evasion.

Evasion by employers
Employers presumably have less motivation than the workers to contribute
towards the workers' future social security benefits. When workers wish to
evade social security contributions, there may be collusion with employers
and thus the employment offer that requires no social security contributions
may be more attractive to workers than an offer at a higher wage that also
requires contributions. The factors of lax enforcement and low penalties, com-
pliance costs, inflation and financial distress discussed for workers also apply as
motivations for evasion by employers and will not be repeated here. Employers
may evade, however, even if their workers value the future benefits gained by
contributions. In this situation evasion by employers makes their offer of
employment less attractive to workers.

Factors leading employers to evade

Cost savings

Financially weak employers may evade contributions because they place a low
priority on those expenditures. Paying salaries would be a higher priority than
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paying social security contributions. Among benefits, providing health benefits
is often a higher priority expenditure than providing retirement benefits.

Financially healthy employers may evade contributing to reduce their
expenses. Doing so may give an employer a cost advantage over his competitors.
Cost savings arise from the non-payment of contributions and the avoidance of
administration costs. Compliance may require additional record keeping and
calculations Imprecise and ambiguous language in laws can add to compliance
cost by creating uncertainty as to what is required. Costs may be incurred by
employers in bribing social security inspectors or in other efforts to evade
enforcement.

Employers are more likely to postpone contributions in periods of high
inflation, when interest and penalties for late payments are lower than the
interest on bank loans that would otherwise be needed for operating capital,
or when it is more profitable to invest the funds in financial markets than to
make payments on time.

Fraud

Evasion may occur as a result of employers collecting social security contribu-
tions from their employees but keeping the contributions. This is the worst
form of evasion since it involves defrauding workers of their own contributions.
Fraud occurs in a more subtle form when employers delay transmitting employee
contributions to the appropriate authorities. Such a practice benefits employers
because of the interest gained while holding the employees' contributions.

Corruption

Employers may not comply because it is cheaper to bribe the labour inspector.

Low reputational cost

Evasion may occur because the cost in terms of the employer's reputation may
be low. If evasion is widespread, tolerated by the government, considered an
acceptable business practice, widely accepted because the government is unpop-
ular, or if govermnent agencies and enterprises do it, then individual employers
are more likely to do it too.

Alternative arrangements

Employers may have developed their own retirement arrangements for their
workers and see no advantage in participating in the social security scheme.

Small-scale production

Evasion is more easily accomplished by small enterprises or by employers with
no fixed place of business. It is easier for the government to control evasion
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where large employers are concerned. The larger the workforce of an employer
the greater the number of employees that the employer must induce or force to
collude with evasion. Thus, in many circumstances, it is more difficult for a
large employer to evade contributions. Evasion is more difficult when a
business is publicly traded and must disclose its labour costs. However, if
evasion is due to macroeconomic causes such as high inflation and declining
national output, large employers as well as small ones may be contribution
evaders. Also large employers may be able to evade because of their political
power.

Poor records

Some employers in the informal sector may have difficulty making social secur-
ity contributions because they have poor records and do not know the amount
of insurable earnings they have paid to different workers. It is more difficult for
the government to enforce compliance when employers have poor records. It is
difficult for employers to evade when they are required to have good records and
certification of their record-keeping by outside accountants, as is generally the
case for large publicly owned companies in OECD countries.

Non-compliance with other government regulations

Employers that do not comply with minimum wage laws are unlikely to
report their wage payments and make social security contributions on those
payments.

Weak legal system

Contribution evasion by employers may be a manifestation of a weak legal
system. Laws may exist only on paper and may not be known or respected by
the public and enforced by the state.

In summary, a number of factors cause workers and employers to evade contri-
butions, or make it easier for them to do so. In both defined contribution and
defined benefit schemes, non-contributors tend to be self-employed, young,
domestic employees, short-term, low-paid or part-time workers; or tend to
work in the informal sector or underground economy, for small enterprises,
or for employers in financial distress. Evasion tends to be higher in poor
countries that attempt to provide broad coverage and by doing so include work-
ers in categories where evasion tends to be high. In some countries evasion
occurs in large enterprises, government enterprises and within the government.
Evasion is also associated with macroeconomic distress, such as high inflation,
high unemployment and declining gross national product.
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REASONS WHY GOVERNMENTS TOLERATE EVASION OR
ARE UNABLE TO PREVENT IT

The government also has a role in contribution evasion. Some countries do not
enforce compliance, levying no penalties but relying instead on persuasive tech-
niques. The reasons why governments do not fully enforce compliance can be
divided into attitudes, resources and costs.

Attitudes towards compliance policy

Mandatory contributions are effectively voluntary

Some social security administrations do not take evasion seriously. They per-
ceive their objective as helping people who are their clients rather than being
law enforcers. They prefer to act through education, persuasion and incentives,
rather than through enforcement, inspectors and penalties. The government has
the attitude that contributions are for the benefit of the workers and their
families, and if the workers feel that they cannot or do not want to contribute
it should not force them to do so. The government treats contributions as
being voluntary. Similarly it may be reluctant to take strong action against
employers in case this has adverse implications for the economy or for employ-
ment. In some countries, such as Guatemala and Nicaragua, failure to pay
social security contributions is not illegal.

Reluctance to levy penalties

Because in some countries workers and employers who evade tend to have
lower income, some social security administrations are reluctant to levy
penalties against these groups that are already in a poor financial situation.
Levying penalties or forcing compliance might force a poor enterprise into
bankruptcy. Government officials often believe that it is better for an
employer to provide employment without social security contributions than
not to provide employment. The extent to which this trade-off is valid is
an empirical issue that should be addressed rather than taken on faith. Reluc-
tance to levy penalties may also arise when evasion is widespread because it is
felt that it is unfair to penalize a few while most evaders are not punished. If
the minimum penalties are viewed as excessive, they may not be levied
because the enforcement office believes that the offence does not warrant
the penalty.

Political considerations

The administration, either nationally or regionally, may be reluctant for politi-
cal reasons to act against employers, particularly if they are influential or in an
adverse economic situation.
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Bribery

In some countries bribery and corruption are widespread. In this situation, the
social security institution may tolerate bribery of enforcement agents and
corruption of employers.

Division of responsibility

In individual account defined contribution schemes, enforcement of contribu-
tion evasion may be more difficult because of the division of responsibility
between the government regulatory agency and the administrators of pension
funds. It is the responsibility of the pension fund management companies in
some countries, such as Chile, to collect contributions, but responsibility for
ensuring compliance rests with the regulatory agency, which needs to collabo-
rate with the pension funds to determine if contribution evasion has occurred.
Enforcement of compliance is not normally a function of pension funds and
thus they may be poorly designed to carry out this costly function. In addition
they have little or no incentive to encourage compliance among low-income
workers because the expense of managing small accounts may exceed their
fees from such accounts.

Adequate resources are collected

In a pay-as-you-go system when there are few retirees, the level of contributions
needed to pay benefits will be relatively small. In this situation the government
may only make an effort to collect revenues sufficient to pay benefits and not
pursue non-compliance beyond that point. In Kazakhstan, where contributions
and benefits are collected regionally, less effort is made to collect contributions
in the regions with few retirees (see box 10.3).

Resources and costs

Collection costs play an important role in the level of compliance enforced by a
social security institution. The higher the collection costs, the less will be the
revenue collected relative to the total revenue that workers and employers are
legally required to pay the government.2 Collection costs tend to be higher in
developing countries because the informal sector is larger and record-keeping
by businesses is not as well developed. Well-designed enforcement programmes
first attempt to collect revenue from sources where collection costs are low.
Attempts to further reduce contribution evasion will involve extending enforce-
ment to areas where collection costs are higher.

The government may have inadequate resources to enforce a high level of
compliance. It may have too few enforcement officers or inspectors. They
may be inadequately trained and paid or may lack support services such as
transport or funds to reimburse travel costs. Because it is not possible to enforce
complete compliance, the level of compliance will be affected by the amount of
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Box 10.3 Contribution evasion in Kazakhstan: The whole and its parts
A difficult problem in managing national retirement schemes in transition
economiesand in many developing countries as well - is achieving adequate
revenue performance. Many observers assume that employers do not pay
because they do not have the money or because enforcement is lax. These fac-
tors are undoubtedly important, but a recent study of the pension system in
Kazakhstan suggests that contribution evasion may also reflect problems in
governance.3

Background
Kazakhstan has had problems with pension payment arrears for sometime, but
the scope of the problem varies by oblast (region). Some obiasts have high
arrears; others have never missed a pension payment. All oblasts have similar
pension obligations relative to the size of their populations, but widely differing
financing capacities. In 1995, for example, average household income in the
highest-income oblast was 2.7 times higher than that of the lowest-income
oblast.

Who pays, who does not
Conventional wisdom would indicate that collection efficiency (the ratio of
actual collections to accrued obligations) should be lowest where incomes
are low. But collection efficiency is consistently lower in the higher-income
oblasts. In 1995, for example, the seven highest-income oblasts collected
69.8 per cent of the amount they should have, while the seven lowest-income
oblasts collected 83.1 per cent. For the first half of 1996 collection efficiency
in the high-income oblasts was 84.8 per cent, compared with 99.3 per cent in
the low-income oblasts.

These collection patterns have predictable effects on pension payments.
High-income oblasts collect more than enough revenues to pay benefits to
their own pensioners, while low-income oblasts cannot. In short, an oblast's
own benefit obligations, not accrued contribution liability, appear to be the
collection target in the high-income ob/asts. But collecting even one-quarter
of the revenue arrears pending as of the middle of 1996 would have allowed
the pension fund as a whole to eliminate all pension payment arrears.

Options for reform
Several options for increasing revenue compliance are available. Some are
inherently regional in scope, while others are national.

Regional strategies, Revenue enhancement initiatives that are regionally dif-
ferentiated could be especially productive. The same percentage compliance
increase will yield more revenue in a high-income oblast than in a low-
income one. Regional strategies could focus on pilot projects promoting
improved record-keeping, personnel training and other strategies.

National strategies. Strategies that are national in scope can strengthen the
pension fund system by creating the shared belief that everyone must pay to
receive benefits. This concept is not necessarily taken for granted in many
transition economies, as many retirement pension recipients have had few
contributions withheld on their behalf.
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Pension fund collection rates are especially low among the self-employed,
in agriculture and in the retail sector. Strategies could be designed for the
specific characteristics of these sectors. Kazakhstan - and probably many
countries in the same situation - could also profit from improved coordination
among the various social insurance funds that collect payroll tax contributions.
Amnesties for interest penalties on contribution arrears have also been effec-
tive in the past, though recurrent amnesties could create the belief that contri-
butions can be delayed with impunity.

But improving revenue enforcement may not be enough. The regional and
local departments of social protection are not fully under the direct control of
the central government (Ministry of Social Protection). Unless the subnational
departments are willing to cooperate with the central government it might not
be possible to achieve much improvement in collection efficiency. A promising
long-term policy option might thus be restructuring the ministry to achieve a
truly integrated national programme.

resources the government devotes to enforcement. The government needs to
weigh the use of resources for compliance against the use of resources for
other purposes.

Furthermore the courts may be ineffective. Thus enforcement action is time
consuming, subject to considerable delays and weak in collecting outstanding
contributions or in imposing penalties.

In some countries the government provides matching contributions to the
social security scheme. If the government is having financial problems, it may
not pursue contribution evasion because reducing contribution evasion would
increase the matching contributions it needed to pay.

Contribution evasion occurs when the three following conditions coincide.

Employees either prefer non-payment of contributions or are reluctant to
report non-payment to authorities.

Employers wish to evade or place a low priority on making social security
contributions relative to other expenses.

Government enforcement tolerates, or is inadequate to prevent, evasion.
Evasion of social security contributions is a common problem in both defined
benefit and defined contribution social schemes. A number of different factors
may cause it, with some factors being the primary cause in some countries
but having little effect in others.

Notes
1 The extension has been analysed by Cowell (1990), Slemrod (1992), Tanzi and Shome (1993)

and others, and the literature has been surveyed by Aim (1996). Manchester (1997) discusses
economic effects of social security contribution.
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2 role of collection costs in determining the rate of mandatory contributions and taxes is
discussed in Kenny and Toma (1997).

3This analysis is based on Vroman (1996)., but not all conclusions reached here should be
attributed to that study.
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PENSION TRANSFERS AND THE
REDISTRIBUTION OF INCOME 11

This chapter examines redistribution under different types of pension schemes
and discusses how their design and financing can be adapted to achieve the
desired allocation of incomes. Related issues elsewhere in the book include
the redistributional effects of contribution evasion (Chapter 10), progressivity
as an issue in the design of retirement benefits (Chapter 3), other economic
effects of pension schemes (Chapter 13) and policies to avoid the regressive
effects of fixed costs of mandatory defined contribution schemes (Chapter 19).

All pension schemes have redistributive elements: they receive contributions
from the active members of the workforce during the earning part of their lives,
pay benefits to pensioners when they are retired and no longer working and, as a
consequence, the distribution of income between the young and the old is differ-
ent from what it would otherwise have been. These transfers between genera-
tions make up by far the greatest part of the redistributive functions of
pension schemes.

But governments design pension systems to be redistributive for a number of
other reasons. Income is redistributed towards those who die later than other
people and away from those who die early. Transfers are greater to those
who retire early because of disabilities. In many cases there are ceilings and
floors to pension contributions and benefits which alter both the revenue
collected from some individuals and the benefits received by others. Govern-
ments may design the pension scheme in order to guarantee adequate retirement
incomes for retirees who were in low-paid employment while working, or whose
accrual of pension benefits was reduced because they were temporarily out of
work for reasons such as sickness, unemployment or family responsibilities.'

Redistribution between generations may also be desired to share the benefits
of economic growth, or to provide decent pensions for people who had low life-
time incomes due to an economic depression or war. And in some circumstances
the redistribution may be fortuitous, arising from unforeseen changes in earn-
ings, interest rates, the longevity of retirees, the old-age dependency ratio, or
the gender balance of workers and those entitled to a pension. Redistribution
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from upper-income to lower-income workers is generally seen as an essential
feature of a pension system, but opinions differ as to how much is appropriate
and the desire of governments to shift income distribution also raises questions
about how this can be done equitably, both for those who contribute and for
those entitled to benefits. On occasions the schemes may act in an adverse direc-
tion, either because of the way they are designed or because of political pressure
which favours the benefits received by powerful groups, such as the military or
public servants. Such redistribution may occur either through the social security
scheme itself, through exclusion from the social security scheme (for example,
for the self-employed or those in the informal sector) or through membership
in special system for a particular occupation or employer.

All the effects mentioned above clearly result in a distribution of income
which is different from what it might otherwise have been, as between the retired
and the active, high-income earners and low-income earners, and various other
categories of workers, such as the disabled, those who retire early and those who
die prematurely. But it is extremely difficult to assess what would happen if such
redistribution did not occur. In the absence of the pension scheme individuals
will have made alternative arrangements (through their own savings or by
relying on their families, for example) and there may also have existed other
public programmes, especially social assistance and anti-poverty allowances,
which would have influenced the distribution of income in the absence of an
articulated pension scheme. Thus there is no clear-cut benchmark against
which to measure the redistributive effects of a pension scheme. Although the
general direction of the redistribution seems relatively clear, it is not possible
to put an estimate on its magnitude.

Distinguishing between the distribution of wealth and the distribution of
income is vital. In some pension schemes, such as defined contribution schemes
operated on an individual basis, individuals accumulate wealth during their
working lifetimes and this wealth is held by the scheme as their individual
property. In other schemes, notably public social security defined benefit
schemes, individuals do not accumulate wealth but instead accumulate promises
of future income, and no specific value is placed on the capital value of the
promise.2 Thus the distribution of wealth may differ from one type of
scheme to another, although the distribution of actual income may remain
unchanged.

Distinctions also need to be made between insurable and non-insurable risks
and current income and lifetime income. For an individual, if part of his or her
contribution is set aside to cover unforeseeable and insurable contingencies,
such as invalidity, he or she will have received some value from this insurance,
even if the need to claim its benefits never arises. In this case the redistribution of
income has only a limited meaning. Equally, if the present value of the pension
which he or she receives up to the time of death exactly matches the present
value of the contributions made during his or her working life, there is no trans-
fer from the individual to anyone else in society over the course of his or her
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lifetime, although clearly the pension scheme has enabled him or her to transfer
income from work to retirement.

These issues leave the topic of this chapter on rather murky ground, and
what follows can provide only a broad review of some of the main issues. In par-
ticular, it does not address the broader (and more difficult) question of whether
redistribution would have occurred in the absence of a social security scheme.

INTERGENERATIONAL REDISTRIBUTION

There are two main sources of intergenerational redistribution commonly asso-
ciated with pay-as-you-go schemes: the maturation of the scheme and popula-
tion ageing. There are also intergenerational effects of funded schemes.

Maturation of the scheme

Intergenerational redistribution occurs when a defined benefit scheme is created
and the first generations of participants receive benefits that exceed the value of
their contributions. This occurs especially when the scheme is financed on a pay-
as-you-go basis.3 Similar redistribution may also take place, but to a lesser
extent, when a scheme is modified, either to improve or to curtail the benefit
structure. Governments may wish to make new provisions fully effective
quickly, considering the needs of the beneficiary population. Early generations
of participants in defined benefit schemes normally become entitled to a fraction
of the regular benefit or to a minimum pension once they have accumulated a
few years of credit. The state earnings-related pension scheme (SERPS), estab-
lished in the United Kingdom in 1978, started to pay full pensions in 1998 and
will become fully mature in 2027 (Davies, 1996). The determination of benefits
paid to early generations of retirees is highly flexible. Those benefits are financed
from current contributions (on a pay-as-you-go or partial funding basis).

Notional defined contribution schemes are well adapted to situations of con-
version, where credits accumulated in a previous scheme entitle the first genera-
tion of pensioners to a high pension. This explains, at least partly, the interest in
those schemes for countries like Latvia, Poland and Sweden, which are reform-
ing their pension systems.

With fully funded schemes the first generations of contributors do not gain
from intergenerational redistribution if the amount of benefit is based strictly
on the contributions they had paid. Early generations of retirees could be
entitled to anti-poverty benefits that would take the form of an income-tested
benefit or a minimum benefit. In the context of a conversion from a pay-as-
you-go system to a funded system, the benefits paid to workers retiring in the
years following the introduction of the new scheme are based on the entitle-
ments in the old one.

With fully funded schemes, if full benefits are paid to the early generations of
retirees, they must be financed from extra revenues such as state revenues or
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state borrowing, or special contributions used as a solidarity tax. The question
of the double burden borne by the working generation during the transition
from an unfunded to a funded scheme is discussed in box 11.1.

Population ageing

A key factor which drives pension costs is the old-age dependency ratio, defined
as the ratio of the population over a certain age (commonly age 60 or 65) to the
population of working age (often set as age groups 15-59 or 20-64). These ratios
have been rising in most countries for a half-century or more. Further increases
are projected in the next few decades. Unless people retire later or become
entitled to a lower benefit, a growth in the old-age dependency ratio leads to
an increase in the total level of pension expenditure, and hence contribution
or savings rates, since pensions are paid out of current GDP. Nevertheless
the redistribution implications of this increase in the level of transfers for differ-
ent individuals, or successive generations of participants, may vary, depending
on the type of pension scheme and the way it is financed.

Both a reduction in birth rates and an increase in life expectancy, especially
post-retirement life expectancy, increase the old-age dependency ratio. The
redistribution implications of those changes differ, however, and they are dis-
cussed below. At this stage it is assumed that the demographic changes are
fully anticipated.

Regardless of the type of pension scheme, an increase in the length of time
that workers expect to live in retirement raises the lifetime cost of providing
them a given monthly income. When this occurs, the choices facing workers
are the same under all types of pension schemes. They must make higher con-
tributions during their working years, extend their working lives or accept
lower retirement incomes. Successive generations of participants will pay
higher contributions if life expectancy at retirement increases, but the age of
entitlement and the benefit level remain unchanged. Figure 11.1 shows the
necessary progression of the contribution rate to provide a fixed replacement
rate for successive generations of participants in the context of a rapid increase
in life expectancy. It corresponds roughly to the development of life expectancy
in Japan over the last four decades. Life expectancy at age 60 has increased by
about one-third in Japan since 1950. In 1994 it was 20.4 years for males and 25.3
years for females, compared with 15 years for males and 17 years for females in
1950.

The effect of an increase in life expectancy on contribution rates is shown for
a traditional defined benefit pay-as-you-go (PAYG) scheme and for a defined
contribution (DC) scheme.4 The contribution rate of a funded scheme has to
be raised at an earlier stage to achieve the target replacement rate, and to
avoid transferring part of the contribution burden to the following gener-
ations.5 With pay-as-you-go defined benefit schemes, the contribution rate is
only increased when the increase in the duration of retirement becomes effective.
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Box 11.1 Funding pensions: The individual and the economy
It is frequently thought that pensions can be funded in advance by saving and
building up financial assets from which pensions can later be paid upon. In
addition it is thought that the process of saving will enable higher levels of
investment to be achieved, which in turn will increase future GDP arid permit
higher pensions to be paid. If this view is correct, it clearly opens possibilities
for coping with the consequences of ageing populations. Pension funds can be
accumulated when the population structure is relatively young. When the popu-
lation structure becomes older, the funds can be reduced to pay for the growing
numbers of pensioners without increasing the burden of support required from
younger workers. This scenario is one of the arguments put forward by propo-
nents of funded pension schemes.

For individuals the way this works is the following. People who wish to save
for their own retirement may do so, either as individuals or as part of some
group arrangement, often in a funded occupational scheme to which their
employer also contributes. The mechanism is a simple one. During the indivi-
dual's working life, contributions are paid into an account which accumulates
interest and builds up capital. On retirement, when there are no more earnings,
this account is run down to provide for current consumption: either directly or
through the purchase of an annuity which will provide a regular stream of
income until the individual dies. Obviously the higher the rate of interest, the
larger the contributions; or the longer the working life, the larger will be the
capital on retirement and the higher the ultimate pension. There are risks.
The rate of return is not known in advance, and the individual may end up
saving more or less than he or she needs. The individual may die earlier or
later than expected, but on average, and over a lifetime, the individual accounts
can be expected to be in balance, with withdrawals in retirement matching
savings during active life.

Collectively, however, and at the level of the whole economy, things do not
work this way. Even if funds of financial assets have been established in
advance, it is not possible - except on a limited scale - to carry over consump-
tion goods from one year to another, or to ensure that they are directed
uniquely at pensioners. The point is illustrated in table 11.1, which shows
how the annual national accounts might look for a hypothetical population of
100 (25 retired, 75 active) and a total gross domestic product of 10,000. In this
highly simplified example, the economy is pictured as running a small balance
of payments deficit which is funded by an equal volume of transfers from
abroad. The income of active persons is set at 91 per cent of national income
and includes both earnings and profits. The income of retired persons is there-
fore 9 per cent of national income, includes no earnings and on a per capita
basis is only one-quarter of that received by active persons. However the per
capita consumption of retirees is nearly three-quarters of the per capita con-
sumption of active persons. It must be financed by dissavings on the part of
retirees, something they are able to do by selling their stock of financial
assets to active persons. Active persons must save 24 per cent of GDP,
which is sufficient to provide not only for investment in fixed assets and
stocks (here pictured as 15 per cent of GDP) but also to purchase the financial
assets sold by retired persons (an additional 9 per cent of GDP).
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The balance is clearly a fragile one. If the proportion of retirees in the popu-
lation increases (from, say, 25 to 30 per cent), or if their consumption relative to
that of active persons increases (because interest rates increase), something
has to give. The number of options is limited:

stock building might be reduced, but this option provides very limited
resources;
gross fixed investment might be reduced, butthis will reduce future GDP and
economic growth;
government consumption might be reduced, but this may result in reduced
services such as education, health or defence;
the current external balance may be widened, but this is not a long-term
option;
the per capita consumption of retirees - and the implied replacement rate -
might be reduced, but this would break the implicit contract between retirees
and active workers.

None of these options appears particularly palatable, optimal in terms of
economic development or feasible in terms of the economic and political instru-
ments which might be brought to bear.

Three features of this framework are important. First, the level of GDP is fixed.
It is a consequence of the total productive capacity of the economy, which in turn
will have been influenced by past levels of investment. But it is not influenced by

Table 11.1 Annual expenditure on GDP and annual national income (hypothetical
example)
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Expenditure on GDP Incomes generated by GOP

Personal consumption expenditure by
retirees

1600 Wages and salaries of active
persons

7800

Personal consumption expenditure by
actives

6700 Profits received by active persons 1 300

Total personal consumption
expenditure

8300 Total income of active persons 9100

Government consumption expenditure 400 Wages and salaries received by
retired persons

0

Gross fixed Investment 1 400 Profits received by retired persons 700
Increase in stocks 100 Total income of retired persons 700

Exports minus imports 200 Transfers from abroad 200
Gross domestic product 10000 Gross national income 10000

Population of retirees 25 Savings by ectives 2 400
Population of actives 75 Dissaving by retirees 900
Total population 100 Total net savings 1 500

Per capita consumption of retirees 64 Per capita Income of retirees 28

Per capita consumption of actives 89 Per capita income of actives 121

Ratio of per capita consumption 0.72 Ratio of per capita incomes 0.23
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what happens in the current year. Second, the ability of retirees to dissave will be
made easier if they have previously built up financial assets, which they can later
sell to active persons. But this sale of financial assets does not in itself result in
additional new resources in the current year. Third, it is not possible to make
room for more retirees without either reducing other components of GDP or redu-
cing the implied per capita replacement rate.

Thus for all practical purposes, and at an aggregate level, funded pension
schemes operate as pay-as-you-go schemes under which the consumption of
today's pensioners is drawn from the consumption of today's workers. There
is a conflict between the perception of individuals and the macroeconomic
constraint just described. How are the two to be reconciled, and what happens
to the money which individuals save for their retirement? There are at least two
possibilities, depending on whether or not the additional savings result in
increased gross fixed investment.

If the retirement savings of individuals do not result in higher fixed invest-
ment, an inflation of asset prices will occur. The volume of money seeking a
financial investment will increase relative to the (unchanged) level of real
fixed assets, with the result that asset prices will increase. There will be no
increase in GDP resulting from an increase in real fixed capital, but instead
the real rate of return on financial investments will decline. Pensioners and
active persons will end up sharing the same total level of consumption, and
if one group is to increase its level of consumption that will mean a reduction
in the level of consumption of the other.

If the retirement savings of individuals result in higher real investment, it
can be expected that the capital stock, and hence future GDP, will be increased.
Both profits and wages will rise. If they grow in the same proportion, there will
be no change in the capacity of the economy to provide for a higher replace-
ment rate for the same number of pensioners or to provide for more pensioners
at the same replacement rate. If the profits received by pensioners increase
proportionately more than the profits plus earnings received by active workers,
pensioners may be able to increase their share of total consumption, but only
by reducing the share received by active workers. What matters here is not the
size of GDP and total consumption, but the share of GDP and consumption flow-
ing respectively to pensioners and active workers (that is, the overall replace-
ment rate). To increase the share flowing to pensioners means that the share
flowing to active persons must be reduced.

Of course the pension funds might invest abroad, with the implication that
the country would operate a deficit on capital account and a surplus on current
account. These flows would be reversed when the funds were drawn down and
the country began to import more than it exported. This transfers the problem
from a national to a global scale and would clearly be most advantageous if the
pension funds from ageing populations were invested in countries whose popu-
lations were younger. But the problem does not go away simply by being
globalized.

Another possibility is that the process of increasing asset prices would lead
to financial speculation about their further increases, and hence fuel additional
increases in asset prices. This might alter the share of profits - especially in the
form of capital gains - flowing to pensioners, but ultimately the bubble would
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burst, especially when pensioners wished to cash in their assets in return for
pensions, and the consequent reversal of asset prices would be
correspondingly more abrupt.

Much also depends on the circumstances in which funded defined contribu-
tion schemes are being introduced. If the funded scheme is being introduced in
a situation where no previous pension scheme exists, the scenario will follow
the one described above. There will be a period during which the financial
assets of funded pension schemes grow rapidly. This corresponds to times
when there are few individuals with entitlements to a pension but there are
many contributors. Eventually the number of pensioners will increase and,
provided the demographics are stable, equilibrium will be reached in which
withdrawals for pensions will equal savings by contributors and net savings
will be zero. However if the demographics are not stable, that is, if the popula-
tion structure is ageing, the number of pensioners will increase relative to the
number of contributors, the number of people in the dissaving part of their lives
will increase relative to the number in the saving part, and the scheme as a
whole will result in a net reduction of savings.

In many cases, however, funded schemes are likely to be introduced as a
replacement for a public, pay-as-you-go social insurance scheme which will
continue to be responsible for providing pensions for those who have contrib-
uted to it, at the same time that contributors will also be setting aside savings as
part of their funded scheme. There will be a transition period under which some
pensions, or part of them, will continue to be paid by the old pay-as-you-go
scheme, while the new funded scheme and its pension payments are
expanded. How is the transition to be financed?

One popular impression is that, in such circumstances, the transitional gen-
eration will be required to contribute twice: once in the form of savings for its
own pensions, and again in the form of contributions to the pay-as-you-go
scheme for the pensions of the current generation of retirees. However this
impression is also incorrect. There are many ways in which the transition
can be financed without calling for double contributions.

If a country decides to change its pension regime from a pay-as-you-go to an
individual-funded system, there are a number of courses it can adopt to ensure
that entitlements built up under the existing pay-as-you-go scheme are
honoured, while at the same time ensuring that individual contributions are
collected under the funded scheme. First, it may require the active population
to contribute, both to the existing pay-as-you-go scheme and to the new funded
scheme. Alternatively the government may borrow from the financial markets
amounts sufficient to pay its obligations under pay-as-you-go, leaving workers
to make their full contributions under the new individual-funded scheme,
but not the old pay-as-you-go one. Or it may allow individuals to borrow in
order to meet their double contributions. Finally the government may simply
pay its obligations from general finances, raising taxes to do so. For some
time after the reform date, workers will be retiring with mixed pensions,
partly acquired under the old pay-as-you-go scheme, partly saved under the
new funded one, but as time passes, payments for pay-as-you-go entitlements
and the need for pay-as-you-go revenue will diminish until the pay-as-you-go
component eventually disappears.
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If the two schemes are intended to be equivalent, in the sense that the
income of retirees does not change, the question arises of what happens to
the financial flows which ensure this income. The answer depends on how
the transition is financed. If the government covers the pay-as-you-go compo-
nent by borrowing, it will simply be borrowing part of the savings under the
funded scheme being placed on the financial market which are not yet
needed for pensions. If contributors are asked to contribute twice, once to
pay-as-you-go and once to the individual-funded scheme, they may either
borrow back the unused money themselves or the government will borrow it
and make a corresponding reduction in taxes. If governments increase taxes
to pay the pay-as-you-go component, contributors may borrow back their sav-
ings to pay their additional taxes. Or they may make countervailing reductions
in other savings. Clearly any method or mixture of methods of financing the
transition is likely to cause considerable turbulence in financial markets,
together with increased transaction costs, and may result in a national econ-
omy which in aggregate saves more or less than it did previously. What it
will not do - by definition - is to alter either the flow of money to retirees or
the net contributions and savings set aside by active workers.

Whatever way is chosen, it is clear that, in aggregate terms, no generation is
required to pay twice. Indeed, if the active generation were required to pay
simultaneously its old pay-as-you-go contributions in addition to its savings
under a new funded scheme, what would happen to the money? As indicated
earlier, it would either result in a very large macroeconomic imbalance
between savings and investment, or very large and self-defeating increases
in asset prices - either way would prevent funded schemes behaving at an
aggregate level in the same way as pay-as-you-go schemes.

Differences in the timing of the increase in the contribution rate resulting
from anticipated changes in post-retirement mortality should have limited redis-
tributive implications. The illustration above refers to rapid increases in life
expectancy that were fully anticipated. In most countries, life expectancy does
not increase so rapidly, and a significant increase in the expected duration of
retirement could well lead to a mixture of increased contributions and reduced
benefits that would limit the degree of redistribution. Moreover episodes of high
growth of life expectancy generally follow rapid economic development that
makes providing a given level of pensions more affordable, while limiting the
adverse consequences on pension costs of those demographic changes.

Following a reduction in birth rates, the number of people entering the
labour market will eventually grow at a reduced rate or even decline. This
means that the number of workers available to support each retired person
will decline. With a defined benefit pay-as-you-go scheme, successive genera-
tions of contributors will therefore have to a pay a higher contribution rate if
the benefit provisions are unchanged and successive generations of beneficiaries
become entitled to the same benefit value at retirement. This has clear redistri-
butive implications. The impact of changes in birth rates may be illustrated by
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Figure 11.1 Contribution rates and duration of retirement
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looking at a hypothetical scheme that covers a constant percentage of the work-
ing-age population of a country and pays benefits to the same percentage of
older persons. Figure 11.2 shows the development of such a scheme for the
Japanese population. It is assumed that people start to contribute at age 20
and become entitled to a benefit equal to 40 per cent of final earnings (and
indexed in line with wages) at retirement. People are first assumed to retire at
60 (constant retirement age) and in a second scenario retirement age is assumed
to increase along with changes in life expectancy,.in order to maintain constant
the proportion of adult life spent in retirement. From an initial level of 60 in
1950, retirement age increases to 67 by 2020.

Assuming a constant retirement age, the pay-as-you-go contribution rate
increases from 7 per cent of wages to reach a maximum of 33 per cent
around 2050. It increases partly because of the greater number of people reach-
ing retirement age (population structure) and partly because of the greater
number of retirement years. Under the scenario of a gradual increase of retire-
ment age, successive generations are entitled to the same benefit value at retire-
ment and the increase in the contribution rate is then due entirely to changes in
the population structure. Under these conditions the contribution rate is stable
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Figure 11.2 PAYG contribution rates with constant and variable retirement age
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to the year 2000, but it increases thereafter when the number of people reaching
retirement age exceeds the number of people joining the labour market. The
generations contributing in those years will have to pay a higher contribution
rate to become entitled to the same benefit value.

Pre-funding pensions is commonly regarded as a way to limit the redistribu-
tive implications of a change in birth rates. A defined benefit scheme can be pre-
funded (either partially or totally) by increasing the contribution rate to build a
trust fund. The investment income earned on those assets - and ultimately the
sale of assets - can be used to finance the pension expenditure at a later date.
The same logic applies to funded defined contribution schemes where partici-
pants save during their working years and use the money accumulated to
finance their individual pension once they have retired.

Figure 11.3 shows simulations of the development of the contribution rate
for the hypothetical scheme discussed above, and for different financing
options, as well as the effect of having the scheme either partially funded or
fully funded.6 It shows that increasing the funding level of the scheme reduces
the sensitivity of the contribution rate to changes in birth rates, assuming that
the rate of return is immune to those demographic changes. The annual rate
of return credited on accumulated contributions was assumed to exceed the
rate of wage growth by a constant 2 per cent throughout the projection period.7

Along with changes of population structure, the relative number of people
wishing either to buy or to sell financial assets will change. A large number of
people willing to buy financial assets to fund their pension could inflate asset

Constant retirement age

Variable retirement age

Retirement age

Retirement age

70

65

60

55

50

45



35

20-

15-

10

5

Pension transfers and income redistribution

Figure 11.3 Contribution rates for PAYG, partial and full funding: Constant retire-
ment age
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prices, and asset prices could fall when a large number of retirees try to sell their
assets to the younger generation of workers. Such changes in asset prices affect
the rate of return earned by successive generations of participants.

An increase in the proportion of the population in the older age groups
should also increase the level of capital stock available per worker. This
could reduce the rate of return and contribute to the devaluation of the capital
owned in pension funds. The effect of population ageing on the relative size of
the labour force and stock of capital is discussed in box 11.2.

Thus funded schemes are not necessarily immune from demographic
changes. This important point is often overlooked. In a country where capital
markets are highly sensitive to demographic changes, population ageing
could have redistributive implications for funded schemes similar to those of
pay-as-you-go schemes. Transactions taking place within the retirement
system, however, are only a subset of all capital market transactions. Asset
prices are determined not just by what is happening within the retirement
income system, but by the aggregate of all sales and purchases in the capital
markets. The effect of demographic changes would then be spread across the
whole capital market, and would not be borne entirely by pension contributors
and beneficiaries. Other factors could also affect the total level of savings and
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Box 11.2 Simulation of the impact of population ageing on the labour and
capital markets

Neither the labour market nor the capital market is totally immune from
changes in the population structure associated with population ageing. The
proportion of the population of working age groups varies over time, along
with the changes in the population structure. This should also affect the total
stock of savings, or at least retirement savings, considering that people save
during their wbrking years and dissave during their old age.

This box illustrates potential effects of population ageing. It provides a
simple example where both men and women are assumed to enter the
labour market at age 20 and to retire at age 65. It is further assumed that
active people save a fixed percentage of their earnings throughout their
career and deplete those savings uniformly over their retirement years. The
savings rate, which may be viewed as a contribution rate of a pension
scheme, is assumed constant over time; it does not vary by age and it is
fixed throughout the projection period.

The Japanese population is used as the reference population. Fertility rates
are currently low in Japan (1.5 children per woman on average) and life expec-
tancy has increased considerably over the last 50 years. Consequently the
Japanese population will age rapidly over the next decades. On the basis of
these assumptions, the total population would grow until approximately 2010,
when it would reach close to 130 million people; it would then decrease gradu-
ally to 110 million in 2050.8 According to the assumptions used for the period
2050-2100, the size of the total population is relatively stable then. Details
are shown in figure 11.4.

Figure 11.4 Japan: Population by age groups
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investments. Foreign transactions can provide another source of offsetting
flows.

Pension specialists are just beginning to analyse the effects on the economy
of a major liquidation of pension assets.9 It cannot be predicted at this time
what effect a change in the old-age dependency ratio - produced by a decline
in the birth rate - would have on the ability of an advance-funded system to
pay promised retirement benefits.

Intergenerational effects of funded schemes

Population ageing will cause future generations of participants in defined
benefit pay-as-you-go schemes to receive a lower rate of return on their contri-
butions. Contribution rates shown in figures 11.2 and 11.3 clearly highlighted
the fact that the pay-as-you-go rate has to be increased substantially over
time in order to maintain the scheme in actuarial balance and, as a result, the
implicit rate of return earned decreases.

Successive generations of participants in a fully funded scheme cannot
expect to earn a constant rate of return on their contributions either. They
will have to pay a different contribution rate or accept a different benefit level
because of the variations in the average rate of return earned over their
period of participation in the scheme (both as a contributor and a beneficiary).
Individual fully funded defined contribution schemes do not redistribute
between generations because the value of the benefits paid to an individual
has to equal the value of accumulated contributions. Nonetheless the outcome
is similar in some respects to defined benefit pay-as-you-go schemes: the rates of
return earned on contributions vary from one generation to the next and, there-
fore, successive generations either have to pay a different contribution rate or
receive a different benefit level.

This can be demonstrated by looking at the economic experience of major
industrial countries over the last 40 years. Table 11.2 shows average figures of
wage growth and interest rates for the period 1953-95 in Germany, Japan,
the United Kingdom and the United States.1° Figures are shown in real
terms. Over the first two decades of the period, wages grew relatively rapidly
everywhere except in the United States, and real interest rates were fairly low.
In all these countries the rate of wage growth exceeded the interest rate over
the period 1953-72. In the last two decades, wage growth was slower and real
interest rates rose in all four countries. Since 1973 the real interest rate has
been consistently higher than the rate of growth of real wages in three of the
four countries, while in Japan it was higher at least until 1993.

Table 11.2 also shows the contribution rate required to produce a target pen-
sion of 50 per cent of the average wage, using the average rate of wage growth
and of investment returns for each period." These data make it clear that the
contribution rates required to produce the target pension replacement rate
are extraordinarily sensitive to the economic environment. Actual experience
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at several points in the history of these countries saw wage growth so high rela-
tive to real interest rates that the contribution rate required to produce the
target replacement rate under the simple model exceeded 50 per cent (for
example, the 1950s in Japan, Germany and the United Kingdom and the
1960s in Japan). At other times, wage growth was so slow relative to the level
of interest rates that the target pension could have been produced with a contri-
bution rate of less than 10 per cent (for example, the 1970s and 1980s in the
United States and the 1 980s in Germany and Japan).'2

Variations in the level of contributions and benefits across generations could
be reduced, not by substituting a defined contribution for a defined benefit
scheme, but rather by designing pension schemes that include both defined
benefit and defined contribution components. The questions of diversification
and mixed systems are particularly important because of risks and uncertainties
about future changes (discussed in depth in Chapter 12). Nevertheless greater
stability in the contribution rate and the benefit level of successive generations
of participants could be achieved by a proper mix of different pension compo-
nents, even in a hypothetical context of total certainty where all changes are
properly anticipated.

A mixed system (either a partially funded system or the combination of a
pay-as-you-go scheme and a fully funded defined contribution scheme) limits
the variability of the contribution rate compared to what is achieved with a
pure pay-as-you-go system or a fully funded system. It is possible to limit the
sensitivity of a pension system to economic and demographic changes by a com-
bination of components that react differently to different types of changes.

Intergenerational transfers as a whole

Transfers taking place via the pension system are a subset of all the transfers
being made between the economically active population and the retirees. More-
over there are also transfers to children and inactive or unemployed persons of
working age. These consist of transfers in cash or in kind, and they can be
achieved through different formal and informal transfer mechanisms. Assessing
the redistributive implications of pension systems without looking at other
forms of transfers gives a partial and biased view.

Important transfers between workers and pensioners occur outside the pen-
sion system. Each generation passes on to the next the stock of public wealth,
net of public debt. Private wealth transfers follow or anticipate death. Informal
transfers take place in the family or the community. Most transfers in the infor-
mal sector are in kind or informal cash transfers, such as providing shelter and
food for children, older persons, disabled or unemployed members of the
family, the clan or the village. In the formal sector many of these transfers
have largely been commissioned by societies to the formal social protection
schemes. This is the case in most OECD and Central and Eastern European
countries.
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Table 11.3 Estimated percentage of total income transferred to i nactives worldwide,
by region, 1950-2050

Regions Transfers to retirees oniy Transfers to all inactives

1950 1995 2050 1950 1995 2050

I Constant replacement rates, retirement age and labour force participation rates
OECD: Europe 20.7 26.7 40.6 45.2 42.3 49.3
OECD: others 15.4 19.8 32.3 41.3 36.3 42.9
ECEU 13.3 22.7 34.7 35.1 39.6 43.4
Central Asia 15.5 12.9 25.0 39.5 34.1 36.9
Asia 9.0 10.1 24.6 34.5 31.8 37.8
Arab states 13.3 9.5 20,0 51.3 47.2 44.3
Africa 7.6 8.1 13.0 37.8 39.5 31.1
Latin America + Caribbean 11.8 12.1 28.4 47.9 39.9 44.1
All regions 11.7 13.0 23.9 37.4 34.4 38.0
II Increasing labour force participation rates for women
OECD: Europe 20.7 26.7 37.6 45.2 42.3 45.0
OECD: others 15.4 19.8 30.1 41.3 36.3 39.3
ECEU 13.3 22.7 33.5 35.1 39.6 41.8
Central Asia 15.5 12.9 23.1 39.5 34.1 33.5
Asia 9.0 10.1 20.9 34.5 31.8 30.7
Arab states 13.3 9.5 13.2 51.3 47.2 26.7
Africa 7.6 8.1 11.0 37.8 39.5 24.8
Latin America + Caribbean 11.8 12.1 22.3 47.9 39.9 32.8
All regions 11.7 13.0 20.4 37.4 34.4 31.0
Ill Gradual increase of retirement age
OECD: Europe 20.7 26.7 32.6 45.2 42.3 43.0
OECD: others 15.4 19.8 29.9 41.3 36.3 40.5
ECEU 13.3 22.7 31.3 35.1 39.6 40.4
Central Asia 15.5 12.9 22.1 39.5 34.1 34.0
Asia 9.0 10.1 22.3 34.5 31.8 35.7
Arab states 13.3 9.5 18.4 51.3 47.2 43.2
Africa 7.6 8.1 12.0 37.8 39.5 30.0
Latin America + Caribbean 11.8 12.1 26.2 47.9 39.9 42.3
All regions 11.7 13.0 21.9 37.4 34.4 36.1

IV Reduced benefits (from 75% in 2000 to 60% in 2050)
OECD: Europe 20.7 26.7 35.3 45.2 42.3 45.5
OECD: others 15.4 19.8 27.7 41.3 36.3 39.6
ECEU 13.3 22.7 29.8 35.1 39.6 39.8
Central Asia 15.5 12.9 21.0 39.5 34.1 34.2
Asia 9.0 10.1 20.7 34.5 31.8 35.2
Arab states 13.3 9.5 16.7 51.3 47.2 42.7
Africa 7.6 8.1 10.7 37.8 39.5 29.6
Latin America + Caribbean 11.8 12.1 24.1 47.9 39.9 41.5
All regions 11.7 13.0 20.1 37.4 34.4 35.5
V All of the above (11, III, IV)
OECD: Europe 20.7 26.7 26.2 45.2 42.3 36.8
OECD: others 15.4 19.8 25.2 41.3 36.3 37.6
ECEU 13.3 22.7 25.8 35.1 39.6 35.3
Central Asia 15.5 12.9 17.2 39.5 34.1 28.3
Asia 9.0 10.1 15.9 34.5 31.8 26.2
Arab states 13.3 9.5 10.0 51.3 47.2 23.8
Africa 7.6 8.1 8.4 37.8 39.5 22.5
Latin America + Caribbean 11.8 12.1 17.2 47.9 39.9 28.4
All regions 11.7 13.0 15.7 37.4 34.4 27.0

Source: ILO calculations.
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The transfers taking place vi the retirement pension scheme may make
more sense when analysed in this more global context. In particular the payment
of generous benefits to the first generation of pensioners of a pension scheme
takes the place of family responsibilities of workers towards their old parents.
In this context the capacity to adapt the pension scheme to reflect social and
economic changes can be seen as a positive feature of pay-as-you-go schemes.

On the basis of normal consumption levels, policy analysts can establish a
level of total social transfers society must make if it wants to provide a socially
agreed-upon level of consumption for all individuals. Table 11.3 shows the
results of estimates of the normal levels of transfers in the regions used as geo-
graphical aggregates throughout this book. The estimates refer to the period
1950 to 2050. They are based on a simple model which assumes that employed
persons earn all the income in society (wages plus profits). The employed popu-
lation shares its income with children, non-employed persons in the working-
age group and retired older persons. The ratio of consumption of a child to
an employed person is 0.25 to one, of a non-employed working age person to
an employed person is 0.50 to one, and of a retired person to an employed
person is 0.75 to one. The model produces the ratios of the three types of trans-
fers to total earned annual income in the country and their sum, which describes
the total amount of social transfers.'3

The results permit three main observations.

The level of transfers to retirees will increase in all regions over the
coming decades. The increase will be particularly large in Asia and Latin
America, which are undergoing rapid demographic transformations. Between
1995 and 2050 the transfers to retirees will more than double relative to
earned income. By then, under status quo conditions, those regions will have
transfer to retirees ratios comparable to the current European ratio.

In no region (except perhaps Africa) will the total transfer rate change
dramatically during the next five decades (figure 11.5). Within the umbrella of
total transfers there will be a marked shift away from child and non-employed
working-age transfers to old-age transfers.

For an unchanged level of income for the inactive old, the increase in
transfers from the active to the inactive section of the population would be
greatly reduced by either an increased retirement age or an increased female
labour force participation rate.

The increased transfers benefiting retirees will be offset by reduced transfers
to other groups. This result indicates the necessity of substantial shifts of
resources between transfers benefitin the different clientele. It may also alter
the balance between the portion of those transfers occurring through public
programmes versus individual or informal arrangements (see figure 11.6).

As the population is ageing, a higher proportion of total transfers takes
place through public mechanisms, since pensions and health care are often
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Figure 11.5 Transfers to retirees
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publicly financed while expenditures benefiting children occur primarily
through private transfers. The effect of future demographic changes on the
public-private mix should vary significantly from country to country. It
should be less important or even have the opposite effect in countries of
French-speaking Africa, which currently have a high proportion of total popu-
lation at a young age and where family benefits are an important component of
the social protection scheme. In most OECD countries, where the coverage of
the social security scheme is more extensive, a change of population structure
should have a more limited effect on the balance between transfers occurring
between public and private schemes (Cichon et al., 1999).

INTRAGENERATIONAL REDISTRIBUTION

Social security retirement pension schemes redistribute within generations of con-
tributors and beneficiaries. Redistribution is needed to prevent poverty among
retirees and to guarantee an adequate replacement rate among people with differ-
ent characteristics or experiences. Social security may redistribute between high-
and low-income people, males and females, and single and married people.
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Figure 11.6 Transfers to all inactives
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While some redistribution may be intended and explicitly pursued when
implementing social security, some may be unintended and regressive.14 A
pension scheme can be either progressive or regressive depending on its provi-
sions and how it is financed, including how administration costs are shared
among participants. Characteristics differentiating groups of participants,
such as mortality profiles and earnings and employment profiles, may also
cause redistribution.

Design issues

Since defined benefit schemes are financed collectively, the equilibrium between
inflows (contribution and investment income) and outflows (benefits and
administrative costs) must be maintained for the scheme, but not necessarily
for each individual. There is therefore flexibility in the design to allow for intra-
generational redistribution.

With defined contribution schemes (either funded or notional), the amount
of benefit paid to each contributor is established on the basis of the individual
account balance. Progressive features can be added through subsidization of the
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accounts of low-income workers. For example, they can be structured to pro-
vide guaranteed minimum benefits, as is done in Chile. Part of the contribution
paid by high-income people could also be used as a "solidarity tax" and trans-
ferred to low-income people, as in Colombia. The government can make a
periodic flat-rate contribution to the accounts of all contributors, as in
Mexico. They can be structured so that the government pays matching contri-
butions that are phased out at higher income levels, or ceilings can be set on the
maximum amount of matching contributions.

Defined benefit schemes in some OECD countries allow workers to exclude
years of low earnings to calculate the pension. This limits the reduction in the
level of pension payments to people who have suffered periods of sickness,
unemployment or temporary low earnings. Defined contribution schemes
may allow governments to pay special contributions under such circumstances,
but in practice virtually none does. Temporary periods of low earnings are
generally not covered by specific provisions in defined contribution schemes,
but general provisions designed to support low-income earners, such as a mini-
mum pension, provide some form of a guarantee.

The way benefits are calculated under defined benefit schemes may per-
versely redistribute in favour of high-income earners. This occurs when only
the earnings in the years preceding retirement (or the best earnings of the
career) are taken into account to calculate the pension.'5 This is the case in
many countries in Africa and in Central and Eastern Europe (see the statistical
annex for more details). High-income earners generally have a steeper age-
earnings profile and, therefore, limiting the reference period for calculating
benefits to only a few years to calculate the pension will be more advantageous
for them than for people with a more modest growth of earnings over time.

The way redistribution operates will also vary according to whether a unified
scheme covers the whole population or special schemes apply to special groups.
Social security law often explicitly excludes the civil service or the military.
Special schemes exist in many countries, mainly because of the development
at an early stage of schemes covering specific groups. Contracting out may be
allowed for employers or individuals covered by at least equivalent pension
provisions, although it is unusual; however it is a prominent feature of the
British and Japanese systems. Redistribution is more easily achieved (although
it is not necessarily more progressive) in a unified scheme covering different
participants. Special schemes normally cover people earning higher salaries
and enjoying greater employment security, as they are less likely to benefit
from the redistributive provisions of the social security scheme.'6 Participants
in the special schemes may still be covered by a basic tier that covers larger
segments of the population and is designed to be highly redistributive, as in
Australia or the United Kingdom. The development of special schemes could
help to maintain a low benefit level of the base scheme. In such systems, the
base scheme is more likely to rely on general revenue financing as a way to
ensure redistribution between different groups.
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The problem of partial coverage is fundamental when considering redistri-
bution. If a scheme does not offer universal coverage, there is a real danger
that schemes with a low level of coverage may be internally redistributive, but
have a regressive effect overall through being supported by budgetary subsidies
that are partly funded by consumption taxes paid by non-participants. In
designing retirement benefit schemes, countries need to address this issue. If
the slow extension of formal social security means an indefinite period of regres-
sive net impact, the public policy justification for such extension may be weak.

Finally, qualifying conditions may redistribute under both defined benefit
and defined contribution schemes. For instance, the minimum number of
years required to qualify for a pension, or a minimum pension, limits the
possibilities of redistribution in favour of people with limited entitlements.
Provisions of defined benefit schemes that allow people who have accumulated
many years of credit to retire early with an unreduced pension may have a
redistributive effect if not compensated by the lower life expectancy of the
people who started to contribute early.

Financing issues
Both defined benefit and defined contribution schemes may be subsidized by the
state in a period of financial difficulty. Typically this would happen with defined
benefit schemes in periods of high expenditure where an increase in the contri-
bution rate is not considered acceptable. With defined contribution schemes,
state subsidies would be needed if low rates of return on investments lead to
pensions that are considered insufficient.

Pension schemes financed by payroll contributions are usually subsidized by
governments through the tax system. Pension contributions and investment
income of pension funds normally have preferential tax treatment. This is
regressive since it primarily benefits middle- and upper-income workers.

Mortality and morbidity differentials
Defined benefit schemes may be regressive because wealthier people live longer
and therefore receive benefits for longer periods (World Bank, 1994). The same
argument applies for defined contribution schemes that provide annuities
benefits. For people of the same sex, in most countries wealthier people tend
to have higher life expectancy. However, when considering both men and
women, women have longer life expectancy than males and tend to have
lower incomes. In many countries poverty in old age is more prevalent
among women than among men. Thus the effect of life expectancy on regressiv-
ity is more complex when considering both men and women.

Furthermore, while retirement benefits may be regressively distributed, the
pension system may be progressive, when taking into account other types of
benefits. Higher morbidity rates among low-income people may increase the
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cost of providing disability benefits to them, and higher mortality might
increase the cost of providing survivors' benefits.

Finally, practical ways to deal with this question of different mortality rates
at each earnings level also raise concerns. Providing people with lump-sum ben-
efits as a way of avoiding redistribution to higher-income workers does not
ensure retirement income security. Opting for phased withdrawal will not
allow people with shorter life expectancy to raise their pension level; it will
simpy modify the amount of savings left as a bequest. In other words, people
who die early will have accumulated too much and those who live longer
than was originally forecast might have to adjust their standard of living gradu-
ally downwards.

Insurance companies might offer better rates for annuities to men (because
of their lower life expectancy on average) than to women and to people in a sig-
nificantly worse health condition at the time of retirement, but it is not common
practice to reduce the price of an annuity for people with limited savings. This is
justified by the fixed cost incurred by insurance companies in issuing contracts
and by the variations in mortality within each income group being greater than
variations between income groups. Moreover the cost of providing disability
and survivors' insurance could be made more expensive for low-income
people because of the higher incidence of claims.

Individual management of retirement savings accounts and
administrative costs

In comparison to traditional social security defined benefit schemes, defined
contribution schemes may penalize low-income workers because of the lower
rate of return those workers may receive and because of charges levied to
cover administrative and transaction costs.

The individual management of retirement savings accounts can cause
defined contribution schemes to be regressive, as lower-income workers tend
to be less sophisticated in managing their financial accounts and are apt to
receive a lower rate of return. In plans where the individual is responsible for
managing the investment of the funds, low-income workers tend to invest in
low-risk, low-expected return portfolios. In most mandatory defined contribu-
tion schemes the government bears part of the risk by providing different types
of guarantees, but individuals still bear considerable financial market risk. Indi-
viduals differ in both their capacity and their preferences for bearing risk. It is
sometimes argued that a benefit of the individualistic approach is that indivi-
duals can choose the amount of risk that matches their preference for risk. How-
ever individual preferences are to some extent dictated by earnings capacity,
wealth level and financial knowledge and information, Lower-income workers
tend to have less financial knowledge (Hinz et al., 1997). In comparison to
traditional defined benefit plans, defined contribution plans have a regressive
effect because of the preference of low-income workers for low-risk assets.
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Table 11.4 Rates of return in individual account plans with
portfolio choice, United States, 1990

Annual salary (US$) Rate of return (per cent)

Data from the Thrift Savings Plan for federal government workers in the
United States, shown in table 11.4, indicate that lower-income workers tend
to pick more conservative portfolios. These workers had a choice between a
stock index fund, a mixed corporate bond and government bond fund, or a gov-
ernment b&nd fund. Chapter 6 indicates that even apparently small differences
in the rate of return, as indicated in table 11.4, cause important differences in
retirement income. This problem can be partially overcome by having pension
savings managed by professional fund managers, and ultimately by having each
fund manager offering one fund only. This is the case in Chile. Nonetheless con-
tributors still have to choose between different fund managers, and one fund
may not be appropriate for all contributors.

Transaction costs of investment trading and annuitization of benefits are
largely fixed costs. The administrative costs of receiving contributions, paying
benefits and maintaining a pension account are also primarily fixed costs, not
varying by the amount in the account or the size of the transaction. This
tends to make defined contribution schemes regressive, for three reasons.
First, the charges levied by service providers for an account tend to follow
the pattern of costs. Some defined contribution plans, as in Australia and the
United Kingdom, charge a fixed entrance fee for opening an account. Defined
contribution plans frequently charge both fixed and variable costs for maintain-
ing individual accounts. In some accounts charges are waived for large account
balances, or the fee diminishes as a percentage of the account balance as it
grows. Because the primary costs to financial institutions of maintaining an
individual account are fixed costs, low-income workers with small accounts
generally bear the higher charges relative to their account balances than high-
income workers. This causes a tendency for the net rate of return on individual
accounts to be higher for large accounts, even when the gross rate of return
does not vary by account size. While it could be argued that each worker
should bear the cost of maintaining his or her account, this feature of
defined contribution plans causes them to provide a lower rate of return to
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low-income workers who have small accounts, and thus causes these accounts
to be regressive.

The importance of the effect of administrative charges depends on the level
of the charges. If the charges are low, the effect is unimportant. Evidence from
some countries, however, indicates that the charges as a percentage of contri-
butions have been sizeable for workers with average contribution levels. In
the United Kingdom women have lost up to a third of their savings in personal
pensions in flat-rate administrative charges, while men have lost up to a quarter.
The disadvantages women face are due to fixed charges, as few women earn
throughout their working life and they generally earn less than men when
they do work.

This source of regressiveness can be superficially eliminated by prohibiting
pension management companies from charging fixed fees. If this is done,
however, pension management companies may refuse to accept small
accounts, or might seek subtler ways to avoid having low-income workers as
clients, such as by locating offices where they would not be convenient for
such workers.

Second, low-income workers tend to contribute intermittently to defined
contribution plans, while expenses are often charged in each period, an addi-
tional factor which is causing defined contribution plans to be regressive.
Low-income workers tend to contribute sporadically because they try to
evade contributing while in the labour force, are apt to be in the labour force
intermittently and are more likely to be unemployed.

Third, annuity prices vary across insurance companies. If low-income
workers are less sophisticated in purchasing annuities than higher-income work-
ers, they will receive a less favourable price. In the United Kingdom financial
advisers are available to help workers choose annuities. The fixed-cost element
in the pricing of financial advisers' services may also add to the regressiveness of
defined contribution plans.

Available data support the argument that low-income workers receive lower
net rates of return than higher-income workers in. defined contributions plans.
In the United Kingdom a study has found that, in contracted-out plans, smaller
defined contribution plans that were subject to flat-rate charges either dimin-
ished in value or failed to grow, but this was not the case for plans with
larger account balances (Legal & General Insurance plc, 1997; see also table
11.4).

Over the period 1981-90, the average net rate of return for a worker parti-
cipating in one of the funds in the Chilean pension system with the maximum
eligible earnings was 10.4 per cent, and for a worker with minimum eligible
earnings the rate was 9.2 per cent (Habitat, 1991). Vittas and Iglesias (1991)
showed that, over that period, low-income workers on average only received
7.5 per cent, in comparison with 10 per cent for a high-income worker. This
is a substantial difference when compounded over the career of a worker, as
it would cut the amount accumulated at retirement by about 40 per cent.
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THE STRUCTURE OF PENSION SCHEMES

A pension scheme may be structured in different ways to achieve redistribution.
A highly redistributive basic benefit, such as a fiat-rate or an income-tested
pension, could be introduced to guarantee a minimum level of benefit to all
contributors or ultimately, to all older people in a country. A second scheme
would then be primarily designed to achieve an objective of income replace-
ment, but it could allow for some redistribution. Redistribution would be
intended to achieve a higher degree of equity between people at comparable
levels of income but with different characteristics (males v. females, single v.
married) or facing different situations (unemployment or child rearing).

Pension schemes can also be designed to achieve the two objectives of pov-
erty alleviation and income replacement in one single scheme. They can take the
form of a defined benefit scheme that guarantees a higher replacement rate for
low-income people. Alternatively they can be a defined contribution scheme
that incorporates minimum guarantees or redistribution provisions such as
those discussed in the section on design issues.

The decision to opt for a combined, or split, approach may be motivated by
several factors. First, it could be decided to opt for a split approach because the
anti-poverty component and the income-replacement component would cover
different segments of the population. Canada, Denmark and Norway have a
universal non-contributory benefit payable to all citizens on the basis of age
and residence, while their employment-related pension schemes cover only the
active part of the population.'7 Other developed countries have income-tested
pensions that guarantee a minimum pension to all senior citizens. Participation
in an earnings-related scheme (either public or private) may then be made com-
pulsory or voluntary. Australia and New Zealand introduced a guaranteed
minimum income in old age many years ago. More recently Australia made par-
ticipation in private-funded schemes compulsory.

The coverage level of the anti-poverty and income-replacement component
may also differ in developing countries. There could be a basic contributory
pension that would reach a larger segment of the activç population than the
traditional earnings-related component. Earmarked anti-poverty programmes
could also be introduced. (These. questions are discussed in more detail in
Chapter 19.)

A distinct anti-poverty scheme could also be introduced in countries where
different groups of the active population are covered by distinct schemes. For
instance, in the United Kingdom it is possible to contract out from the state
earnings-related pension scheme, but all employees are covered by the basic
state retirement pension (a fiat-rate pension). In France, where there are special
schemes covering different occupational groups, the anti-poverty provisions are
organized-differently. All schemes must guarantee the same level of minimum
pension, but the state provides variable levels of subsidies for the different
schemes.
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Although designed to redistribute in favour of low-income workers, distinct
anti-poverty mechanisms could prove to be regressive (or of limited progressiv-
ity) if they are financed from state revenues and if oniy a limited portion of the
workforce is covered and eligible for minimum benefits. For instance, in Argen-
tina a minimum pension is guaranteed to people with limited accumulated
contributions and at least 30 years' coverage. In that country a significant
proportion of the workforce (especially among low-income workers) does not
contribute to a pension scheme on a regular basis and therefore will not be
eligible for the minimum benefit financed by the state. Combining the compo-
nents in one single scheme could make it easier to ensure that the scheme was
self-financing and avoid the negative consequences of state financing in a
context of limited coverage.

Conversely, in countries with extensive coverage, social security pensions
can be made more progressive by financing at least part of pension expenditure
with state revenues, and by providing higher benefits relative to income to low-
income people. This can be achieved either in a single scheme or with two
distinct components.

A redistributive mechanism should also be structured to make participation
in a mandatory income replacement component more attractive and to encou-
rage the development of complementary occupational pension schemes or
voluntary retirement savings. Stand-alone income and asset-tested programmes
may have the opposite effect (World Bank, 1994).

To have a distinct scheme designed to be highly redistributive makes the role
of the different schemes more transparent and easier to understand by the popu-
lation. In some countries a distinct anti-poverty component designed explicitly
to redistribute might gain little political support. This argument has been made
in the United States. In others, such as in Scandinavian countries, it could make
the use of public money to finance pensions more acceptable because it is
efficiently aimed at a needy population.

Having the anti-poverty and the income-replacement components combined
in one scheme may ensure a greater stability of the redistribution provisions
over time if they are considered as part of the pension entitlement. This
would require pensions to be financed at least partially from contributions
(rather than from state revenues), since people often feel that they have a
stronger entitlement to a pension if they have paid pension contributions. In
other countries, however, there may be a strong feeling of the poor being
entitled to anti-poverty benefits simply because they are fellow citizens who
are in need. This appears to be the case in Norway.

The way redistributive provisions are structured may also affect the level of
administrative costs. Means-tested benefits are more expensive to administer
than other benefits, although a statutory guaranteed minimum income
scheme based strictly on the income level is less expensive to administer than
a social assistance scheme taking into account other factors such as wealth or
the family situation to determine the amount of benefits Finally social security
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retirement benefits are but one aspect of benefits provided, or subsidized, by the
government. A full analysis of the progressivity of government policy towards
the aged would also need to consider disability benefits, survivors' benefits, the
subsidization of occupational pensions through preferential tax treatment, and
other government benefits directed towards the aged.

Redistribution takes place in all social security pension schemes properly
designed to provide income security in retirement. Redistribution within
generations is necessary to ensure a decent level of income to people who
earned low levels of income during their working years (vertical equity). Redis-
tribution may also take place between people at comparable levels of income
but with different characteristics (men v. women, single v. married), and redis-
tributive measures designed to grant pension credits during periods of tempor-
ary withdrawal from the labour force (for reasons such as child rearing, sickness
or unemployment) may be considered desirable in some countries as well
(horizontal equity).

Redistribution makes it necessary to have some form of collective financing
that is more easily achieved with defined benefit schemes. Nevertheless, it can
also be achieved with defined contribution schemes, using state guarantees,
state subsidies or part of the individual contribution to finance redistribution
provisions. This helps to make redistribution more transparent. The pension
system may also be structured to have a distinct scheme that is highly redistri-
butive, in a context where the income-replacement function can be fulfilled by
either a defined benefit or a defined contribution scheme. In practice, pension
systems with defined contribution schemes are most often designed to ensure
a degree of vertical equity, whereas pension systems with defined benefit
schemes are also meant to guarantee a measure of horizontal equity.

Unintended forms of redistribution or effects on income distribution also
take place with all types of pension schemes. This may sometimes be corrected
by amending the specific provisions that generate the perverse redistribution
effects. For instance, extending the length of the period used to calculate
reference earnings could eliminate the redistribution from poor to rich that
results from differences in age-earnings profiles. More generally a scheme
may be made progressive without eliminating all elements of unintended
redistribution. For instance, subsidizing individual accounts of low-income
workers could compensate for the lower rates of return or the higher adminis-
trative costs they face. With defined benefit schemes, the contribution formula,
or the benefit formula - or both - may be adjusted to achieve the desired level of
redistribution.

Redistribution also takes place between generations, especially when changes
affect societies as a whole (rather than only individuals). Social transformations
leading to the disruption of traditional/informal systems of old-age support
and the introduction of formal pension schemes make redistribution necessary
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in favour of the first generations of pensioners. This can be more easily achieved
with pay-as-you-go schemes, since benefits are financed from current contri-
butions.

Demographic changes may also be a source of intergenerational redistri-
bution. In a context of population ageing, the increased level of pension expen-
diture will have to be paid out of current GDP, no matter how the pension is
financed. Nevertheless redistributive implications for the contributors to a
pension scheme are more transparent and important in the context of pay-as-
you-go schemes since the increased level of transfers has a direct effect on the
contribution rate. With funded schemes, transfers and redistribution occur
through profits and the capital market, and the implications of an increase in
old-age dependency are unclear, unpredictable and possibly less important
for the participants in a pension scheme, because retirement savings are only
a subset of the capital markets (both nationally and internationally).

On the other hand, the contribution rate, or the benefit level, of funded
pensions is more sensitive to economic changes. Even in a theoretical context
where economic developments are fully anticipated and there is no risk, succes-
sive generations of participants in funded schemes either have to pay a different
contribution rate or accept a different benefit level because of variations in the
rate of return over time. Individually funded schemes do not redistribute
between generations, but the effect of changes in the net rate of return for
funded pensions is similar to the redistribution caused by demographic changes
for pay-as-you-go pensions.

Finally one cannot look at transfers or redistribution taking place within pen-
sion systems without questioning their political acceptability. Redistribution,
occurring both within and between generations, may express a deliberate social
policy designed to ensure an appropriate level of income to retirees. However
societies have limits to the politically acceptable level of resources that can be
transferred through public programmes. With respect to their political acceptabil-
ity, it may make a big difference whether pension transfers occur through public
mechanisms, or whether the same amount of resources is moved on the basis of
individualized entitlements. The redistributive implications of pension systems
must also be assessed, looking at the interactions between the pension system
and the other components of the national social protection scheme. Pensions
are a major component of those systems, but redistribution benefiting retirees
or other groups also occurs through different programmes.

Notes

'Although not necessarily intended, redistribution might also take place in a pension system for
the following reasons:

redistribution so as to accommodate changing needs or to ease changes in pension provisions,
most commonly to accelerate the payment of full benefits by a new system;
redistribution that is accepted as a trade-off against provisions that achieve other desirable
objectives, such as smoothing of lifetime income, low cost, comprehensibility and acceptabil-
ity to members, a typical example being rules that base benefits on a member's final earnings;
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redistribution arising from chance or from eventualities outside the control of the pension
system that might or might not be foreseen, for example cyclical movements in the return
on investments (Davies, 1996).

2 promises are in fact not tradable, and consequently have no market value which can be
used to determine their price.

See Chapter 6 for a description of the cost increases for pay-as-you-go defined benefit schemes.
'I The assumptions were defined to make the two schemes differ only in the way they react to

changes in the duration of retirement: the pension of the defined benefit scheme is calculated on
the basis of the indexed average earnings earned over the full career; the rate of return on the account
balances of the defined contribution scheme is assumed to be equal to the rate of growth of average
earnings per worker; the number of contributors is assumed to be stable.

Those figures also show that a scheme is less sensitive to an increase in the duration of retire-
ment (either the contribution rate or the replacement rate) if it is funded and the rate of return on the
account balance exceeds the rate of earnings growth. The discounted value of payments made in the
last years of life then represents a lower proportion of the total value of the pension.

partial funding, the funding objective is set initially at a level equivalent to two years of
expenditure. The funding level is gradually increased to five years of expenditure in 2030 (and main-
tained constant at that level thereafter) to avoid a more substantial increase in the contribution rate
during the demographic transition, when large generations of baby-boomers are in retirement. The
funding level ranges between 20 per cent and 50 per cent. It varies over the years and according to the
economic assumptions used.

The relevance of using 2 per cent is debatable; Davis found that, on average, in ten developed
countries between 1967 and 1990, the excess in the rate of return over the rate of earnings growth has
been only 0.75 per cent, excluding administration costs (Davis, l995c). On the other hand, rates
earned on pension funds since 1990 have exceeded 2 per cent in most countries.

The assumptions used up to 2050 are consistent with those used by the United Nations
(medium-variant projections) to project the population up to 2050 (United Nations, 1996): fertility
rates below the replacement rate of 2.1 up to 2050; increase of life expectancy at birth from 76.4 years
in 1990-5 to 80,7 in 2045-50. The parameters are assumed to remain constant over the ultimate
period 2050-2100.

One of the first papers to look explicitly at this issue is Schieber and Shoven (1997).
10 Wage data tending to reflect increases in manufacturing wages and interest rates are for ten-

year government bonds.
111t was assumed that contributors entered the labour force at age 22 and were employed con-

sistently at the economy-wide average wage for the following 43 years. All workers then retired at
age 65, and they all died on their 82nd birthday. The target pension for eachworker was equal to
one-half of the average wage, indexed after retirement to reflect changes in prevailing wage levels.

12 One could expect that fluctuations over periods of ten or 20 years will level off over time and
that variations in the rates of interest and the rate of wage growth will be smaller when looking at
longer periods such as the full career of an individual. This would help to limit the variability in the
contribution rate or the pension replacement rate, but it would not eliminate it. This point is
discussed in more detail in Chapter 16.

Since the consumption differentials between the payers and recipients of transfers are kept
constant throughout the projection period, the estimates of the normal rates of transfer basically
reflect changes in the demographic environment. In industrial countries they also reflect the progres-
sion of unemployment rates. Reduced rates of growth of total employment are assumed for those
countries for future years compared to what was observed between 1950 and 1995. For the other
regions, where benefits paid to unemployed people are limited, it was assumed that all active
people pursue some form of gainful employment (either in the formal or the informal sector).
Future activity rates were kept constant for each age group in the base scenario, and alternative
scenarios with a gradual increase of the retirement age and a gradual increase of female labour
force participation to the labour market were also tested: (a) an increase in the retirement age by
five years between 2000 and 2010 (increase of one year every two years) and (b) female participation
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rates at least equal to 80 per cent of male participation rates in 2050 and for each age group. The
income share of GDP is assumed to remain constant throughout the projection period, and incomes
increase in line with real GDP growth. As long as the differential between GDP growth and
productivity does not change, and the assumption of a constant profit and wage share at GDP is
maintained, variations of the real rate of growth do not affect the relative transfer ratios. The
projections are thus relatively robust with respect to the economic assumptions.

14 A pension scheme is regressive when the rate of return received by contributors increases as
incomes rise. In those circumstances, there is redistribution from poor to rich. A scheme is progres-
sive when the rate of return decreases as income increases. Progressivity is determined by comparing
the contributions paid and the benefits received over a lifetime by people at different income levels.

'5Different reasons explain why pension schemes calculate the pension based on the salary in
the years preceding retirement. First, the pension is more in line with the standard of living of the
participant at the time of retirement, and therefore it ensures a more adequate level of income repla-
cement. Final salary plans were also introduced to simplify the provisions and the administration of
the scheme. Using a reference period of a few years limits the necessary record-keeping and avoids
the necessity of indexing the salary earned in the early years of a career to calculate the pension. The
calculation of a wage index is a problem in countries where there are limited official statistics on
wages. The problem of regressive redistribution may be avoided by extending the reference period
used to calculate the pension. Amendments that gradually extend the reference period have been
introduced in recent years, for example in France.

161n a context of segmented defined benefit schemes, redistribution may also take place because
of limited transferability of pension entitlements. People changing jobs and being covered by differ-
ent schemes during their career will end up with a lower pension in cases of limited transferability of
pension entitlements. Pension entitlements are more easily transferable with defined contribution
schemes and it is easier to achieve more uniformity of pension provisions because of the simplicity
of that type of scheme. Nevertheless participants in those schemes could end up with a low residual
pension if they are allowed a withdrawal benefit (such as the refund of their contributions) every time
they leave a scheme.

Denmark the contributory pension is a fiat-rate pension and the self-employed are not
covered.
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This chapter examines how the main sources of risk interact with the three
major types of pension arrangements: defined contribution, notional defined
contribution and defined benefit. It considers the three major types of financing
mechanism: pay as you go, partial funding and full funding. It also reviews the
different institutional arrangements, centrally managed or privately managed.
Related issues discussed elsewhere in the book include managing the invest-
ments of funded schemes to reduce risks (Chapter 7), the effects of foreseeable
demographic changes (Chapter 11), the design of retirement schemes so as to
reduce risks to retirement income (Chapter 19) and some of the economic effects
of pension schemes (Chapter 13).

The primary purposes of a social security pension scheme are to provide a
stable, predictable and adequate source of retirement income for each partici-
pant. These should not be the only goals that a society has for its pension
scheme, and such aims should not be pursued without due consideration for
other social, political and economic effects, but a social security pension
scheme that does not do an adequate job of producing low risk retirement
income must surely be judged a failure.

The challenge in delivering stable and predictable retirement income is
that the world is changing and is inherently unpredictable. Pension schemes
are subject to a variety of risks: the economy may not behave as expected,
demographic trends may alter, political systems may change, and private and
public sector institutions important to the pension scheme may fail to execute
the responsibilities they have been assigned. Moreover, at the beginning of a
working career, the worker's own fortunes are not entirely predictable. He or
she may experience prolonged unemployment, or have a promising career
disrupted or prematurely ended by industrial restructuring. Conversely the
individual may experience a more rapid growth in earnings than expected,
and will require a larger pension to maintain his or her replacement rate.
Each of these possibilities introduces risks that expected pension benefits may
not be received.
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No pension scheme in an unpredictable world can completely succeed in
providing a predictable source of retirement income. Some threats to a predict-
able retirement income, however, have more serious consequences under one
approach to pension provision than another. This chapter examines the
major risks which can affect pension benefits, and assesses their effects under
the different approaches to organizing a social security pension scheme. The
analysis focuses on the following categories of risk:

demographic risk arising from unexpected changes in birth rates or mortality
rates;1

o economic risk arising from unexpected changes in the rate of growth of wages
or prices, or from unexpected changes in the rate of return earned in financial
markets over the course of the worker's career;
political risk arising frpm a breakdown in governmental decision processes
that allow politicians to make benefit promises in excess of what society
can afford to pay, which cause benefits to be reduced on short notice
owing to political changes, or lead to other flaws in system design, or prevent
the political system from making timely adjustments to meet changing
economic and demographic trends;

institutional risk arising from the possible failure of private financial insti-
tutions or their government regulators, or from the inability to obtain
retirement benefits because of inadequate record keeping or other kinds of
incompetence on the part of pension administrators; and
individual risk arising out of uncertainties about the individual's future work
career.

DEMOGRAPHIC RISKS

Unanticipated demographic changes may be important for workers who have
accumulated entitlements or people who are in retirement at the time those
changes occur. Unanticipated changes in birth rates and post-retirement
mortality are considered separately.

Changes in birth rates

The effect of changes in birth rates on the cost of defined benefit pay-as-you-go
schemes can be substantial.2 However the changes in the retirement dependency
ratio caused by such movements in fertility occur only gradually. The annual
number of births generally changes gradually over a period of several decades,
and change in the number of births has no direct effect on pension finances for at
least 15 or 20 years, after which.it begins to influence the size of the labour force.
The effect on pension finances is then phased in gradually as less or more numer-
ous generations enter the labour market. It is therefore possible to adapt the
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scheme by phasing in new provisions to limit future changes in contribution
rates without significantly altering the promises made to participants.

The possible magnitude of such a change can be illustrated by one particu-
larly dramatic historical example. Between the early 1950s and the early 1990s, a
time span which represents roughly the working career of someone born in
1930, the crude birth rate in Japan fell by half.3 The decline in the birth rate,
taken by itself, would eventually cause that country's retirement dependency
ratio to double. In a pay-as-you-go pension programme, this will eventually
require that the average benefit fall to one-half its previous level, the contri-
bution rate double, or some intermediate combination of the benefit cut and
contribution increase.

The decline in the number of workers relative to the number of retirees
causes worker contributions to fall short of the amount needed to finance retire-
ment benefits. Either the contribution rate must be increased or retirement
benefits must be curtailed. The adjustment will be decided through the political
process and is likely to involve some mixture of benefit reductions and contribu-
tion increases. This would limit the risk for individual participants, since the risk
would be shared across generations.

In designing notional accounts, the way of measuring economic growth used
to determine the (nominal) interest credited to each account must be estab-
lished. The effect of changes in birth rates on pay-as-you-go notional defined
contribution schemes is the same as for defined benefit schemes if notional
account balances are increased by average earnings per worker. The size of
the annual update will not be affected by changes in the number of workers,
and contribution income will fall short of the amount needed to meet benefit
payments. The political process must produce an adjustment in one or the
other, or both.

The sensitivity of notional defined contribution schemes to changes in birth
rates can be reduced by increasing notional account balances by the growth rate
of aggregate wages (or aggregate GDP) rather than by average earnings per
worker. Under this variant a slowing in the growth rate of aggregate employ-
ment will automatically reduce the increase in the value of individual accounts.
In turn this will slow the growth rate in the amount of benefit that future retirees
can expect to receive. Future retirees then face a higher level of risk, because the
adjustment to a lower birth rate occurs virtually entirely in the initial benefits of
future retirees, with little change in contribution rates.4

Funded schemes (either partially or totally funded) are not immune from
demographic changes, but the effect is substantially more complicated, and
therefore much more difficult to predict. The question of the effect of population
ageing on funded schemes is discussed in the preceding chapter. Once a defined
contribution scheme has reached maturity, older people support themselves by
drawing down their accounts (selling assets) at the same time as the working-age
population saves for retirement by adding to their accounts (buying assets).
Considering only the transactions that occur within the retirement system, if
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the number of workers who are buying assets falls relative to the number of
retirees who are selling assets, as with any market, the price of the item being
sold can be expected to decline.

Retirement savings transactions, however, are only a subset of a larger set of
capital market transactions. The effect of retirement dissavings on the price of
assets would then be spread in a larger pool, which would lessen its effect.
Box 12.1 discusses steps taken by the Canada Pension Plan and the Quebec
Pension Plan to reduce the effects of demographic change on contribution
rates (in comparison with pay-as-you-go) by partial funding.

Changes in post-retirement mortality

A second risk involves general mortality trends. Life expectancies at age 65 have
increased substantially in many parts of the world since the Second World War,
causing populations to age and pension costs to rise. Japan provides a particu-
larly dramatic example. Between 1953 and 1990 life expectancy at age 65 for
Japanese men increased by 40 per cent, from 11.8 to 16.7 years. A young Japa-
nese worker initiating his retirement savings programme in 1953 could find by
1990 that he had accumulated only 70 to 75 per cent of what was needed to
finance his target retirement income, simply because life expectancies for him
and his colleagues had increased so dramatically.5 Defined benefit pension
schemes would face cost pressures of similar magnitude owing to the dramatic
drop in mortality.

Regardless of the type of pension scheme, an increase in the expected dura-
tion of retirement increases the cost of providing pensioners with a given
monthly income. Successive generations of participants must either make
higher contributions during their working years, extend their working lives or
accept a lower retirement income. The different types of pension schemes
differ, however, in their effects on contributions and benefits of those who are
currently in mid-career, or who are in retirement at a time of unanticipated
increase in life expectancies.

Under both the funded defined contribution and unfunded notional
accounts schemes, the promise to mid-career workers is limited to the monthly
benefit that will be purchased at the time of retirement by the balance in the
worker's account. Under these approaches mid-career workers face the risk
of an unanticipated increase in life spans. It takes the form of a lower than
expected monthly benefit.

With notional accounts, the pension is calculated at the time of retirement
and is payable until death. Financial implications of deviations between forecast
mortality at retirement and real post-retirement mortality are then a source of
financial imbalance for the scheme. In this respect notional account schemes are
similar to defined benefit pay-as-you-go schemes.

With funded defined contribution schemes, the risk of unanticipated increases
in life spans following retirement may either be borne by the pensioner, if he or
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Box 12.1 Immunizing defined benefit schemes against demographic change:
The Canadian case6

The Canadian population will age rapidly in the early decades of the twenty-first
century. In this context a moderate increase in the funding level of the social
insurance pension schemes was decided in order to stabilize the contribution
rate over a long period. Canada has a comprehensive pension scheme consist-
ing of two types of public programmes plus tax-assisted savings for retirement.
The fundamental objective of the Old-Age Security Programme is to ensure a
basic level of income for all of Canada's elderly. The Canada Pension Plan
and the Quebec Pension Plan are additional social insurance schemes that
cover all employed and self-employed workers. They replace part of the
income lost in the event of retirement, invalidity or death.

For a single person with pre-retirement earnings near the average wage,
the public programmes ensure a pension income which is a little less than
half of pre-retirement income. The replacement rate is significantly higher
for low-income people, but it falls as incomes rise above the average. Conse-
quently a significant proportion of people with above-average incomes contri-
bute to either an occupational pension scheme, a retirement savings scheme,
or both.

The Old-Age Security Programme is totally financed from general tax reven-
ues on a pay-as-you-go basis. The Canada Pension Plan and the Quebec Pen-
sion Plan are financed from the contributions made by employees, employers
and self-employed, and from investment income earned on the accumulated
fund. So far the funding target of the Canada Pension Plan/Quebec Pension
Plan has been to maintain a fund equal to two years of expenditure. This
corresponds to a funded ratio of 6 per cent, or to an unfunded proportion of
94 per cent.

Maintaining a fund-expenditure ratio target of two years would require a
gradually increasing contribution rate from a current level of 6 per cent to 14
per cent in 2030. A contribution rate of 14 per cent far exceeds the long-term
rate of 5.5 per cent estimated at the start of the scheme in 1966. As shown in
table 12.1, this substantial increase of the long-term rate is due to a combina-
tion of several factors.

The contribution rate of 14 per cent would come when the baby-boom
generation had fully retired, and it would mean that following generations of
workers would have to pay greater contributions than needed for their own
eventual pensions. Therefore an alternative course of action was agreed
upon: over a period of six years the contribution rate will be increased faster
than under the current schedule so as to reach a steady-state rate much
sooner, An agreement was also reached on other financing and benefit
changes, so as to stabilize7 the contribution rate at approximately 10 per cent.

The current fund/expenditure ratio of about two years is projected to
increase gradually to a level of 4.9 around 2020 and then decrease gradually
to 4.3 around 2040, after which time it would remain essentially stable until
2075.8 Under the modified scheme, a long-term fund-expenditure ratio of 4.3
years corresponds to a funded ratio of 17 per cent.

Following these changes, the contribution rate of the Canada Pension Plan/
Quebec Pension Plan is not totally immunized against changes due to future

305



Social security pensions: Development and reform

Table 12.1 Projected costs of the Canada Pension Plan in the year 2030 (if no changes
are made to contributions or benefits)

Cost projections Costs as a percentage of covered earnings

Cost in 2030 as projected when the Plan began (1966) 5.5

Reasons for increased costs
Changed demographics 2.5
Changed economics 2.2
Enrichment of benefits 2.4
Increased utilization of invalidity benefits 1.5

Costs in 2030 as projected in 1995 14.2

Source: Tamagno (1997).

demographic and economic developments. Nevertheless, with actuarial valua-
tions being performed on a regular basis, it will be possible to react promptly to
any substantial change in the economic and demographic environment, and to
ensure the financial stability of the scheme. Moreover financing the schemes
on a collective basis will ensure that no individuals or generations will suffer
disproportionately from those changes.

she opts for phased withdrawal, or it can be transferred to an insurance company
if the account balance is converted into an annuity. Insurance companies can
easily manage the risk of variations in individual age at death, but the risk of
unanticipated variations in the average life span for a population as a whole
cannot be diversified. This reduces the attractiveness of the annuity market, caus-
ing insurance companies to provide annuities with conservative (low) benefits.

Under the defined benefit approach, the pension promise is a monthly
amount. At least initially, the extra cost associated with an unanticipated
increase in life spans must be borne by the sponsor of the pension scheme.
This kind of cost increase will also eventually be offset, at least in part, through
benefit reductions, or contribution rate increases, in pay-as-you-go pension
schemes. The reductions may come either through lower monthly benefits or
through increases in the programme's retirement age. Benefit changes tend to
be phased in over a number of years, however, so that the risk to workers
who are in the middle of their working lives should be significantly less than
under either of the other two types of schemes.

ECONOMIC RISKS9

The contribution rate needed to finance a pay-as-you-go scheme is sensitive
to changes in the number of contributors relative to beneficiaries, and
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unanticipated labour market developments may affect the size of the contribu-
tory population.

The contribution rate needed to finance a given replacement rate under
funded schemes is not as sensitive to changes in the ratio of contributors to
beneficiaries, but is sensitive to changes in the rate of return on investments
and the rate of growth of wages. The accumulated amount available to finance
the pension is highly dependent on the rate of return on investments, and the
pension level has to be closely related to the wage level at the time of retirement
(and consequently the rate of growth of wages over the full career).

Finally inflation is a source of risk once individuals have retired because of
the necessity periodically to index pensions to avoid a gradual reduction in the
standard of living.

Labour market developments
Economic factors, such as the unemployment rate and the degree of informali-
zation of the labour market, affect the coverage level of pension schemes. Over
the last decades other changes in the labour market - such as the increased
participation of women, the reduction in the number of years between the
date of entry and the time of retirement, and the more frequent movements in
and out of the labour force - have also modified the coverage pattern of pension
schemes.

Changes in the worker's coverage status affect the level of credits accumu-
lated by the worker at retirement under all types of pension schemes. In this
sense they can be seen as a source of individual risk, assuming they are not
voluntary. (The question of individual risks is discussed in a later section.)
Unanticipated changes in the coverage level are also a source of systemic risk
for pay-as-you-go schemes since they may create a financial imbalance. Sub-
stantial variations in the number of covered workers are a source of risk for
pay-as-you-go schemes because current benefits must be financed from current
contributions, while it takes many years before a reduction in contribution leads
to a proportional reduction in benefit.

Large variations in the coverage level of pension schemes in transitional and
developing countries have occurred over the last few years. Some countries have
let inflation erode benefits as a way to deal with the financial imbalance. Some
(the Russian Federation and Tajikistan) have even failed to pay benefits.
Normal fluctuations in the level of employment, however, can easily be accom-
modated in unfunded schemes by the creation of a contingency reserve to avoid
liquidity problems. Funds accumulated in those reserves may be used in periods
of economic slowdown to compensate for a reduction in the amount of contri-
butions collected, without putting at risk the payment of benefits to current
retirees.

The financial situation of funded schemes is less sensitive to changes in the
labour market that affect coverage and contribution income, although it may
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affect the payouts of subsidized minimum benefits, while major economic
changes almost inevitably affect the capital markets and the rate of return
earned on investments.

Wage growth and investment rates of return

Funded schemes are a risky alternative, especially in a period of economic
instability or high economic uncertainty. The real value of accumulated savings
can be depressed sharply by inflation. Investments can rapidly become obsolete
in a context of economic transformations or economic modernization.'0
Funded schemes are sensitive to economic risks, even in a context of relative
economic stability characterized by normal variations in the rate of develop-
ment of wages and the rate of return on investments.

Wage and investment returns cannot be expected to follow a regular and
predictable path over the course of an individual's working life. Every time
they increase or decrease, the contribution rate needed to finance a given retire-
ment pension under a defined contribution scheme also changes, leading to
changes either in the amount that workers must contribute for a given pension
or in the replacement rate associated with a given level of contributions. Since
the economic environment cannot be known in advance, the contribution rate
must simply be established to reflect the best information currently available
about future developments, and modified as new information becomes avail-
able. For individual pensions, however, this means that the contribution rate
actually prevailing during working years may turn out to be either too high
or too low to produce the target pension at the point that retirement age is
reached. Alternatively stated, the resulting benefits will be either too high or
too low. Mistaken estimates of the required contribution rates have serious
implications under defined contribution schemes, because pension benefits are
determined solely by the total amount contributed and the investment returns
earned on it. Any difference between the contribution rate actually used and
the rate that should have been used (regardless of the reason for the discre-
pancy) creates a gap between the actual asset accumulation and the amount
necessary to produce the target pension benefit. The retiree either overshoots
or undershoots the target. Those who overshoot will have saved too
much. They will be able to enjoy higher than anticipated retirement incomes,
but at the cost of having made greater sacrifices during their working years
than were necessary. Retirees who undershoot will be forced to live in
retirement with less than they had anticipated. The magnitude of the mistaken
estimate may be substantial, since it results from the combination of three
factors:

Long-term developments are unknown. Forecasts of the differential between
the average rate of growth of wages and the average rate of return on invest-
ments over the full career of an individual are uncertain, and the pension
replacement rate at retirement is sensitive to this differential.
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Timing is important. Even if it were possible to forecast accurately the average
wage-interest rate relationship over a full career, there could still be high
variations in pensions because the timing of the variations has a significant
effect on the amount accumulated at retirement.11

Short- term variations have an effect. There can be a substantial appreciation
or depreciation in the value of assets (both stocks and bonds) over a period of
a few years, and the effect of such a variation is substantial when it happens in
the years immediately preceding retirement.

To gain an appreciation of the possible magnitude of the risk to retirement
benefits with funded defined contribution schemes, simulations were performed
of the effect of economic variations that actually occurred in four major econo-
mies. The historical evidence used is from the period 1953-95 in Germany,
Japan, the United Kingdom and the United States. The objective of the exercise
is to apply plausible decision rules about how contribution rates would be set
and to see how close people would come to achieving their target pension. Sev-

eral different decision rules are used to set initial contribution rates and to adjust
these rates in response to experience. The simulations lead to the conclusion that
high sensitivity to the economic environment makes it difficult to achieve a
target replacement rate at retirement with a defined contribution scheme.
Even if the long-term trends were predicted perfectly, annual variations in the
values that produce the average could make the effective replacement rate
miss the target by 50 per cent. Instead of replacing 50 per cent of pre-retirement
income, the simulations indicate it could provide a replacement rate anywhere
between 37.5 per cent and 75 per cent. Simulations of economic variations were
run using the wage rate-interest rate relationship that actually occurred and in
exactly the opposite time pattern of the actual experience. The assumption is
that changes of the magnitude actually observed historically can easily occur
again, and that the trend could go in either direction. Details are shown in
table 12.2. The 43-year average interest rate is used to convert the account
balance to an annuity. Thus the analysis does not consider the risk arising
from changes in interest rates on the value of annuities benefits (see box 12.2).

The simulation results show that the variations in the effective replacement
rate at retirement are even greater when assuming that long-term trends are not
known, and the contribution rate is adjusted periodically to reflect current eco-
nomic conditions. The effective replacement rate at retirement then varies from
30 per cent up to more than 100 per cent.

It is highly desirable to diversify the portfolio to reduce risk. It is also desir-
able for risk-averse workers to modify the composition of the portfolio by sell-
ing stock and buying bonds to reduce the risk of asset depreciation in the years
preceding retirement.14 Nonetheless the possibilities of reducing the risk of
variations in pension replacement rates at retirement by proper investment
portfolio management are not great. The simulations were performed on the
basis of the annual current rate of interest on ten-year government bonds. In
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Table 12.2 Simulated actual asset balance as a percentage of the balance required
to produce the target pension (100 per cent bonds: all values in per cent
except where indicated)

Germany Japan United Kingdom United States

Simulation 1:
contribution rate set at level appropriate for long-term (43-year) trend
Actual sequence 137 132 140 138
Reverse sequence 88 80 73 80

Simulation 2:
contribution rate set at level appropriate for first half qf period
Actual sequence 261 255 233 342
Reverse sequence 41 40 43 30

Simulation 3:
contribution rate adjusted every 10 years in line wills economic conditions ofprevious 10 years
Actual sequence 163 153 165 181
Reverse sequence 66 68 64 58

Basic data
43-year average wage 4.8 5.0 3.6 1.0
increase
43-year average interest rate 3.9 3.8 1.8 2.3
Ratio of target accumulation 9.2 9.5 9.9 7.6
to average wage

Source: Thompson (1998).

other words, they reflect the evolution of interest rates over timeç but do not
incorporate additional risks associated with possible appreciations and depre-
ciations of asset prices over short periods. Most types of assets, including
stocks and bonds, are subject to such variations. No account is taken of the
risk of, default (assuming the default risk was negligible in those countries
during this period).

In conclusion, defined contribution schemes are quite sensitive to economic
conditions over an individual's working life. In a pure defined contribution
scheme, all of the risk associated with this source of variation is borne by the
individual participant. The history of the last half-century suggests that uncer-
tainties about future economic developments can easily cause asset accumula-
tions in defined contribution schemes to fall one-third short of the initial
target, and just as easily to become twice as high as the target. In either case
the amount by which the initial target was missed will be translated directly
into retirement benefits that are higher or lower than expected.

Inflation

Pensions being paid out should be adjusted periodically to guarantee retirees a
standard of living in line with either what they enjoyed at retirement @rice
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Box 12.2 Interest rates and the conversion of capital into an annuity
Under a defined contribution pension scheme, the normal practice is to convert
the accumulated capital into an annuity when the participant reaches retire-
ment age. But the periodic amount of pension resulting from this conversion
depends on the level of interest rates at that time. Sudden changes in the
level of interest rates just before retirement may thus significantly affect the
periodic income a participant will receive.

The present value concept
If a person invests $1 at an interest rate of 5 per cent over one year, this dollar
will accumulate at the end of the year to a value of $1.05. Inversely the amount
that a person has to invest today in order to obtain $1 at the end of the year, with
the same interest rate of 5 per cent is:

$1/(1.05) = $0952

The amount of $0.952 is called the present value at the beginning of the year
of $1 payable at the end of the year. In order to receive $1 at the end of two
years, the present value using the same interest rate of 5 per cent will be:

$1/(1.05)2 = $0907

The value of an annuity
An annuity is a series of periodic payments all separated by the same interval
of time. It may be payable for a fixed period. This type of annuity is called an
annuity-certain. It may also be payable as long as a person lives. It is then
called a life annuity.

To compute the present value of an annuity, it is necessary to compute the
present value of each individual periodic payment, and to sum these values.
For example, to compute the value of an annuity-certain of $1 per year payable
for ten years, with the first payment due at the end of the first year, and using
the same 5 per cent interest rate, the present value is:

1/(1.05) + 1/(1.05)2 + 1/(1.05) +... + 1/(1.05)10 = 7.7217

So if a person has a capital of $100,000 to convert into an annuity, at this 5 per
cent interest rate, the resulting annual payment over ten years will be $12,951
(=$100,00017.7217). If the interest rate is higher, for example 10 per cent, the
annual payment resulting from the same capital of $100,000 will be $16,274
(=$100,000/6.1446, which is calculated the same way as above, but assessing
a 10 per cent interest rate).

As regards the level of the interest rate, the same conclusion applies to a life
annuity: for a given amount of capital, an increase in the interest rate leads to
an increase in the periodic amount of the annuity payment.

The value of a bond
A bond is a type of investment promising the payment of regular periodic
coupons during a determined period, plus a redemption value which is paid
at the end of that period. As with an annuity, the value of a bond is equal to
the present value of futurecash flows generated by that investment, and thus
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depends on the interest rate used to calculate the present value of these future
incomes. Consider the example of a simple ten-year bond under which is paid
an annual coupon of $50 and a redemption value of $1,000 at the end of ten
years.

Time 1 2 3 4 8 9 10
Income $50 $50 $50 $50 $50 $50 $1050

If the investor has paid $1,000 for this bond, he or she will receive 5 per cent
of his or her initial investment each year, and will recover his or her initial
investment of $1,000 at the end of the period. The present value of these
cash flows, using an interest rate of 5 per cent, is thus $1,000.

When interest rates rise, investors will be more attracted by the good return
offered on new bonds issued at these new higher coupon rates, If you want
to sell an old bond promising interest payments lower than those offered on
current issues, you will then have to offer a discount to attract buyers. So the
market value of a bond decreases when interest rates increase.

For instance, you may have bought last year, for $1,000, this ten-year bond at
a nominal rate of 5 per cent, under which you were to receive annual coupons of
$50 plus a redemption value of $1,000 at the end of ten years. If interest rates do
not change over the ten-year period you own your bond, the value of the bond
will always remain at $1,000. But let us suppose that one year later, when you
have just received your first coupon, the nominal interest rate on this type of
bond has increased to 6 per cent. You then want to sell your bond to an investor
who has the choice between your 5 per cent bond and the new 6 per cent bond
issue. In this case you will have to sell it for $932 (instead of $1,000), being the
present value of the remaining coupons of $50 plus the redemption value of
$1,000, all discounted at a 6 per cent interest rate. With this price of $932, the
buyer of your bond will be able to realize his or her expected return of 6 per
cent.

The duration of a bond may be defined as the average amount of time that it
takes to receive the coupons and the redemption value. The duration is calcu-
lated as the weighted average of the present value of all cash flows (coupons
and redemption value) expected to be received from this investment, divided by
the face value of the bond.

The conversion of capital into an annuity
Under a defined contribution pension scheme, the usual practice is for partici-
pants to convert the capital accumulated from past contributions into a life
annuity. Once the amount of the accumulated capital to be converted is estab-
lished, the resulting monthly pension will depend directly on the level of inter-
est rates at the time of retirement. The returns may have been very high during
the period of accumulation, but if interest rates drop sharply just before the
retirement date of that person the resulting pension will decrease accordingly.

The level of interest rates has varied greatly in Canada during the 1990s,
Tabl 12.3 shows, in column (1), the level of nominal interest rates on long-
term federal bonds.12

Considering only the interest factor in the decision of a participant to delay
retirement from 1996 to 1997, such a deferral of the retirement date would have
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Table 12.3 Interest rates in Canada, 1990-97

caused a reduction of 5 per cent in the annual payments under a ten-year
annuity owing to the decrease in interest rates. This assumes that the accumu-
lated capital to be converted would have been the same in 1996 and 1997.

But the amount of capital to be converted may also be affected by a change
in interest rates. For example, if the funds of the participant were totally
invested in bonds, a decrease in interest rates just before retirement would
cause an increase in the value of investments, and thus in the capital available
for conversion. The net effect of this interest rate change on the amount of the
periodic annuity payment will depend on the average duration of the bonds
included in the capital to be converted. The longer the duration of the portfolio,
the greater the effect of an interest rate change in the value of a bond, because
interest becomes an important factor in the present value calculation. For
example, if the whole portfolio was invested nine years ago in ten-year
bonds, the whole portfolio will mature next year and even a sharp change in
the level of interest rates would not have a large effect on the capital to be con-
verted, as compared to a situation where the same portfolio had been totally
reinvested in a new bond issue last year. A person may decrease the risk of
unexpected changes in the value of the capital just before retirement by appro-
priately choosing the maturity of investments.

If we modify the example by considering the case of a person having
invested all his or her portfolio in common stocks, the value of the portfolio
would have increased by 15 per cent between 1996 and 1997, thus increasing
directly the capital available for conversion. On the other hand, the decrease
in interest rates from 7.5 per cent to 6.4 per cent reduces the periodic payment
by 5 per cent, as seen earlier. But this pensioner still benefits from the com-
bined effect of a decrease in interest rates and a good return on his or her
equity portfolio, with a net gain of 9 per cent on the amount of his or her periodic
pension.

Real versus nominal interest rates
A person investing money generally expects to obtain, at the end of the invest-
ment period, a real gain. This means that he or she will want to recover his or
her capital, plus a compensation for inflation, plus a real return for having been
deprived of the use of that money during the investment period. In that case the
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Year (1)
Nominal interest rate %

(2)
Inflation rate %

(3)
Real Interest rate %

(4)
Return on common stocks %

1990 10.9 5.0 5.6 -14.8
1991 9.8 3.8 5.8 12.0

1992 8.8 2.1 6.6 -1.4
1993 7.9 1.7 6.1 32.6

1994 8.6 0.2 8.4 -0.2
1995 8.3 1.8 6,4 14.5

1996 7.5 2.2 5.2 28.4
1997 6.4 0.7 5.7 15.0
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nominal interest rate may be seen as having two components: a real interest
rate and a compensation for inflation.

Indexed pensions
What happens to the investor approaching retirement at a time when nominal
interest rates are comparable to those observed during the accumulation
period, but with an inflation rate increasing sharply? If he or she chooses to
convert his or her capital into an annuity with fixed periodic payments, there
will be no effect on normal payments, but real payments will decline. In addi-
tion, if the totality of his or her capital is invested in bonds, the nominal or
market value of his or her portfolio will not be affected by the change in the
real rate of interest, as long as the nominal rate is unchanged, but the real
value will decline. This was the situation for 1994 and 1995 in our Canadian
example, where the nominal interest rates were comparable (8.6 per cent
versus 8.3 per cent), but the inflation rate rose from 0.2 per cent to 1.8 per cent.

On the other hand, if that person chooses to purchase an indexed annuity,
with the indexation rate trying to match the current inflation rate, the annuity
payment must be computed using the real interest rate instead of the nominal
rate. For example, consider the following figures:
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Returning to the example of a person having a capital of $100,000 to convert
into an annuity at retirement, the initial annual payment under a ten-year annu-
ity-certain, calculated with an interest rate of 8.4 per cent, would be equal to
$15,172. With an interest rate of 6.4 per cent, the initial annual payment
becomes $13,845. The level of the real interest rate then becomes determinant
in the calculation of an indexed pension.

indexation) or what is enjoyed by the active population at the time the pension is
paid (wage indexation) or some combination of the two.

In countries where indexed securities exist, these can provide protection
against inflation under funded schemes. Indexed bonds are currently available
only in a limited number of countries (Australia, Brazil, Canada, Chile, the
United Kingdom and the United States) but for most of those countries the
volume of such securities remains limited. In these circumstances, the inflation
risk is transferred to the state.

Where indexed securities are unavailable, there are other ways, more risky
for pensioners, to cope with pension indexation. Equities offer some protection
against inflation, but they are characterized by a higher expected rate of return
and greater volatility. Using a lower than market interest rate to calculate the

1994 1995

Nominal interest rate 8.6% 8.3%
Inflation rate 0.2% 1.8%
Real interest rate13 8.4% 6.4%
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annuity premium, or the amount of phased withdrawal, is also a way to cope
with inflation, The interest rate margin plus any additional interest earnings
are then used to supplement subsequent payments. While the correlation
between market values and inflation is not perfect, variable annuities, where
the periodic payment depends on the market value of a portfolio of securities,
can provide some inflation protection.'5 Increasing annuities involving arrange-
ments on the future indexation of pensions may also be used, but this may, or
may not, reflect actual future inflation.

Pay-as-you-go schemes are less subject to inflation risk. This is especially
true when pensions are indexed to wages. Contributory earnings and pensions
develop at the same rate assuming that the ceiling on covered earnings is also
indexed. In actual practice, however, earnings ceilings for pay-as-you-go
schemes are sometimes adjusted on an ad hoc basis, and at times failure to
make adjustments has resulted in pensions which, after a few years, are derisory.

In summary, inflation protection can be provided more easily with unfunded
schemes than with funded ones in countries lacking indexed securities,
although, as will now be discussed, in some countries those schemes may be
more subject to political risks.

POLITICAL RISKS

An entirely different category of risks arises out of the political process. All
public pension programmes are creatures of the government, whether the
state's role is to manage the scheme directly or to establish and enforce the
rules under which the scheme will operate. If the state adopts faulty policies,
or fails to implement good policies effectively, its actions may cause pensions
promised at the beginning of a worker's career to fail to materialize.

Pay-as-you-go defined benefit pension schemes have proved to be vulnerable
to the problem of excessive promises, particularly in those countries where insti-
tutions and traditions do not force politicians to consider and acknowledge the
future cost of current promises.'6 Where cost implications can easily be ignored,
irresponsible politicians are able to use promises of higher future benefits as an
apparently inexpensive way of securing the support of influential groups.
Common recipients of such largesse are the military, the police, civil servants
and workers in transport, mining and other key export or public utility indus-
tries. Newly established pay-as-you-go programmes can have this problem,
since the low contribution rates associated with the early years can invite general
benefit increases that push the costs of the mature scheme beyond a politically
sustainable level. The problem arises as the pension scheme matures and the
cost implications of prior promises become clearer. If it is decided that these
costs exceed what society is willing to bear, promised benefits will be scaled
back. Those caught in mid-career when such benefit reductions are implemented
will have their retirement schemes upset, as the retirement benefits they had
been told they could expect fail to materialize.
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Defined benefit schemes (and, to a lesser degree, notional accounts) are also
susceptible to the related risk that the political system will be unable to enact
timely adjustments to meet unfavourable demographic trends of the country.
As noted previously, a decline in either birth rates or mortality rates can
cause a defined benefit scheme's pension promises to become inconsistent
with its contribution rate. Where the political system is unable to come to a con-
sensus about the adjustments to be made, the imbalance may develop into a
source of social division and continuing fiscal difficulties for the government.
A political stalemate about how to adjust the pension scheme introduces an
additional risk for mid-career workers. Although they may understand that
the current promises must be adjusted, they will not know what kind of
adjustments they need to plan for. Moreover continued controversy is likely
to eventually undermine public confidence in the pension programme, compro-
mising its social value and increasing the odds of a major disruption of pension
promises.

Privately managed defined contribution schemes are particularly attractive
in countries that have experienced serious problems of excessive promises and
political stalemate involving pay-as-you-go defined benefit schemes. Under
the defined contribution alternative, the politicians' ability to use pension
promises to reward favoured constituents loses its attractiveness since each
such promise will require an immediate transfer of funds to the private pension
manager. Nonetheless the contribution rate of defined contribution schemes is
established (explicitly or implicitly) on the basis of expected future rates of
return necessary to achieve an appropriate pension level at retirement. Defined
contribution schemes could therefore lead to a certain form of overpromising
if the contribution is set on the basis of overoptimistic expectations on the
rate of return. For instance, introducing funded schemes is falsely attractive
in. a period of high interest rates if it is assumed that those conditions will
prevail forever. Defined contribution schemes do not eliminate the potential
for political stalemate in adjusting to unfavourable demographic develop-
ments either, since a revision of the contribution rate must go through the
political process. If it does not happen the working-age contributors bear a
higher risk themselves, particularly of unexpected lengthening in retiree life
spans.

The financing of minimum pension provisions may also be a source of poli-
tical risk, especially where there is a benefit financed from general taxation that
provides some kind of a basic or minimum pension. Benefits are not paid on the
basis of the past contribution record and they may be more easily modified in a
context of reduced political support.

Finally it is difficult undertaking to shift from a pay-as-you-go defined ben-
efit scheme to a funded defined contribution scheme in order to reduce the poli-
tical risk leading to fiscal imbalance, since the implicit unfunded liabilities of the
old system must somehow be paid off. Governments experiencing fiscal prob-
lems traceable, at least in part, to imbalances in their pay-as-you-go pension
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schemes may be tempted to try phasing out those schemes as part of a strategy
for restoring general fiscal balance. They are likely to find, however, that phas-
ing out a pay-as-you-go pension as a way to reduce the risk of overpromising is
a greater fiscal challenge than fixing the system.'7 Government, trying to undo
the effect of past excessive promises in its pay-as-you-go pension scheme, may
end up making a new set of excessive promises in the form of future transition
payments that it eventually finds it cannot afford.

The notional defined contribution approach is sometimes used as an attempt
to secure some of the advantages of the traditional defined contribution
approach without incurring the transition costs. The transition costs are
those costs associated with switching from an unfunded to a funded scheme.
With notional defined contribution schemes, benefits are calculated as if the
system were being run as a funded set of defined contribution accounts, but
it continues to be financed on a pay-as-you-go basis. It remains to be seen
whether the change in the benefit calculation method proves to be a sufficient
deterrent to irresponsible political interference, without the corresponding
discipline of having to transfer resources to private pension management
companies.

To summarize, defined benefit schemes may expose individuals to political
risk owing to two sources of vulnerability: promises of future benefits do not
need to be paid until later, and the adjustments to accommodate demographic
changes require overt political action. Defined contribution schemes largely
avoid both these sources of political risk, but introduce a new source of political
risk if those schemes are developed on the basis of falsely high expectations
about the rate of return. Shifting from pay-as-you-go schemes to fully funded
schemes also introduces a risk in a context where the costs of the transition
can be substantial and do not materialize fully for years. Notional account
schemes avoid the transition costs and are less susceptible to (but not
immune from) the other two vulnerabilities associated with defined benefit
schemes. Because of limited experience with these schemes, it is not possible
at this time to quantify the relative amount of political risk in each type of pen-
sion scheme, or to analyse how that risk might vary from one country to
another.

INSTITUTIONAL RISKS

Pension schemes which are flawless in their conceptual design can still fail to
deliver the benefits they have promised, as a result of weaknesses in the institu-
tions charged with their management. At least three kinds of institutional fail-
ure have undermined the predictability of pension promises in the past, and
must therefore be considered as risks to future pension promises. They are
the loss of financial assets through fraud or mismanagement, the inability to col-
lect pension contributions effectively, and inefficient or ineffective administra-
tive arrangements.
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Failure to preserve financial assets

An advantage of funded schemes is the ability to accumulate financial assets in
advance to help pay for the pensions. The corresponding disadvantage, how-
ever, is that the value of the pension promise depends directly on the effective-
ness of the management of these assets. The focus in the mid- to late 1990s was
primarily on financial problems in some of the countries in Asia. Problems com-
monly materialize after a sharp increase in either real estate or stock market
prices which turn out to be unsustainable. When the financial situation begins
to unravel, large investment losses aggregating 10 per cent of a country's
GDP can suddenly appear.18 It is not clear whether the risk of major financial
losses such as this should be treated as a risk to be assumed by individual
participants or a risk that the state will end up assuming on behalf of all parti-
cipants. In principle, in defined contribution schemes, the risk of investment
losses is borne by the individual participant. 19 In practice, however, with respect
to other financial institutions, governments have often stepped in to protect
individuals from the consequences of major financial collapses, even when
not legally required to do so.20

Collection problems

Non-compliance, or contribution evasion, will reduce future benefits and pro-
duce inadequate retirement incomes for people evading contributions. It can
create financial problems, putting at risk promises made to covered workers
and pensioners.2'

Under pay-as-you-go schemes (either defined benefit or notional defined
contribution), benefits of current beneficiaries must be financed from current
contributions. A variation in the level of compliance could create short-term
financial imbalance, and a significant reduction in compliance would force
either an increase in the contribution rate or a cut-back on benefit to maintain
the financial equilibrium of the scheme. This creates a risk that promises made
to covered workers or pensioners will not be kept.

Non-compliance may also pose problems for defined contribution schemes,
since there is usually a minimum pension, or a social safety net, that guarantees
a minimum level of income at retirement.22 This may create incentives, espe-
cially for low-income workers, to underdeclare earnings, or to not pay contribu-
tions. The financial consequences are generally borne by the state that
guarantees the payment of the anti-poverty pension or safety net, therefore it
does not directly put at risk the pension entitlements of other contributors,
but it may undermine the political support for the pension scheme, or ultimately
create problems for public finance.

Ineffective administration

A powerful motive for reform of a public pension programme can be the risk
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that benefits will be lost as a result of incompetent administration. If adminis-
trators are not able to maintain the records necessary to establish entitlement,
the value of any pension promise will depend entirely on the ability of the
individual participant, or some third party, to maintain records. Neither is an
acceptable arrangement in a dynamic economy. Each increases the chances of
fraudulent benefit awards while also raising the possibility that individuals
will lack information needed to receive all the benefits to which they are entitled.

The public sector does not have a monopoly on incompetent administration.
However, since social security pension programmes have traditionally been
managed by public sector institutions, most of the egregious examples of incom-
petent public pension management involve these public sector institutions. The
search for an alternative to an incompetent public sector institution naturally
tends to focus on private alternatives.

Recent experience in the United Kingdom, however, illustrates the potential
risk from fraud and mismanagement in privately managed, defined contribution
schemes (see box 12.3 on misselling). Salesmen for personal pensions convinced
several hundred thousand people to make financial decisions that benefited the
salesmen but harmed the individuals. Whether this was the result of overzeal-
ousness, incompetence or fraud, the individuals affected have lost pension
benefits to which they were otherwise entitled through the failure of private
sector institutions.

In summary, each of these types of pension schemes functions only as effec-
tively as the institution that operates it. Promised benefits may be lost because
of administrative incompetence, financial mismanagement or fraud. Any of
the three problems can arise in any administrative arrangement, although the
first has probably been encountered more frequently in the public sector, the
second is less of a problem under a pay-as-you-go scheme and the third is prob-
ably more likely to be a problem for privately managed pension schemes.

INDIVIDUAL RISKS

A final category of risks involves uncertainty about the working career of each
individual. Projections of the pension that can be expected under different pen-
sion schemes typically assume that an individual is always employed and always
earns some constant multiple of the average wage in the economy. While useful
for illustrating the general characteristics of different pension approaches, these
assumptions are not a realistic representation of working lives. Actual careers
are substantially more varied, and are interrupted by periods of illness and
spells of unemployment, which may be frequent and prolonged for some
people, while infrequent and of short duration for others. Moreover some
people enjoy earnings that generally rise more rapidly than the economy-wide
average over the course of their careers, while others might find themselves dis-
placed in mid-career and forced to accept employment at much lower pay rates
than they had been used to. Defined benefit public pension schemes are often
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Box 12.3 The misselling of personal pensions: The United Kingdom experience
Personal pensions were introduced in the United Kingdom in 1988 as a new
form of individualized defined contribution pension scheme. How they have
developed since then is a useful illustration of problems that can arise with
this type of scheme. In particular, large numbers of these contracts were mis-
sold to people who, as a result, have been at risk of suffering a significant
reduction in their prospective retirement income.

Fortunately the problem of missold personal pensions has been uncovered,
and an extensive review is now under way to identify and compensate the indi-
vidual holders who have been adversely affected. Unfortunately the review did
not start until personal pensions had been running for six years and millions of
contracts had been sold. As a result the Financial Services Authority - the
supervisory authority concerned - estimates that the number of missold
pensions exceeds two million and the total amount of compensation that will
have to be paid by providers will be around £11 billion (about US$18 billion).

Background
Although contracts similar to personal pensions had been available in the
United Kingdom prior to 1988, what was entirely new was the way in which
they were popularized for a mass market, not just by the providers but also by
the government. The main driving force at the time was the government's
desire to promote greater use of individualized funded pension schemes
particularly, but not exclusively, for people who were not already in an existing
private pension scheme. The result of these efforts, including the financial
support that was available in many cases from the government, was that a
large number of personal pensions were taken out. Thus by 1993 there were
over five million such contracts in existence, covering around 20 per cent of
the workforce, although not all of these contracts were currently receiving
contributions.

Judged simply by these numbers, personal pensions have to be viewed as a
considerable success. What is not so clear, however, is whether they can be
judged a success in terms of providing pensions. On this matter it is too
early to reach a final conclusion, mainly because the great majority of contracts
have yet to mature and start providing a pension. It appears that many people,
particularly those on higher incomes but who do not have the opportunity to
belong to an employer-sponsored scheme, have found personal pensions to
be a valuable and cost-effective way of saving more for their retirement. It is
also clear, however, that many of the people who took out these contracts
were ill-advised to do so, the main reasons for this being the way in which
these contracts were sold and their high cost.

The background to this problem of misselling is that employees are not gen-
erally permitted to have a personal pension and at the same time to belong to
an employer-sponsored collective pension arrangement - known in the United
Kingdom as an occupational pension scheme. Similarly it is possible to choose
between a personal pension and the earnings-related part of the state pension.
Given these choices, large numbers of people were persuaded to make the
wrong choice and to leave an occupational pension scheme, or the state
scheme, to have a personal pension instead.
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The source of the problem
The main cause of the problem with personal pension misselling lies with the
providers of personal pensions and, in particular, the primacy of their market-
ing function over any assessment of individual need. It was therefore unfortu-
nate that a new system of regulating such financial products, which was
introduced at virtually the same time as personal pensions, took some time
to become effective. In the meantime there was a culture that approved of
high-pressure selling, coupled with inadequate training of the salesforce and
weak management by providers.

The United Kingdom's life insurance industry, with few exceptions, had
developed an overemphasis on securing distribution channels. Too many com-
panies were content to pay for the business they generated, without being
fastidious as to how the sales had been made. This meant that the rules,
intended to ensure that individuals only took out personal pensions when it
was in their interests to do so, simply failed to work. In particular the principles
of "know your customer" and "best advice" that were meant to apply to the
practice of the salesforce were simply ignored by providers in a headlong
rush to get more business.

Unfortunately the supervisory structure meant to be regulating this market
was new and fragmented. It also failed to undertake any effective monitoring
of what was going on. As a result, it was over six years before any systematic
study was undertaken of what was happening. Once completed, the study's
results caused considerable public concern. The study showed that, of those
members who had taken the opportunity under the new legislation to transfer
their accrued benefits from an occupational pension scheme to a personal pen-
sion, up to 90 per cent should not have done so. The doubts about the precise
number arose because the providers did not have information in their files
showing whether or not the recommendation to transfer to a personal pension
had been right in the first place.

The review
When the scale of the problem became fully apparent in 1995, the main super-
visory body at that time, the Securities and Investment Board, initiated a wide-
ranging review of missold personal pensions. This required providers to
review all contracts taken out since 1988 that involved either a transfer of
benefits from an occupational scheme or a decision not to belong to an occupa-
tional scheme. Certain priority groups were identified to be dealt with in stage
one of the process, involving those who were older, already retired or dead -
totalling around 640,000 people - and in these cases an early review was
mandatory.

The Securities and Investment Board laid down precise terms for the review.
In particular the onus was placed on the providers, or their sales intermedi-
aries, to demonstrate that the member's decision was the correct one to take
under the rules and circumstances of the time at which it was taken. If they
could not do so, they were required to offer the individual members redress
for any loss they had suffered, under terms laid down by the Securities and
Investment Board. The first aim was to see that the individuals were reinstated
into their occupational scheme and provided with the benefits they would have
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received had they never left. If this was not possible, a payment then had to be
made into their personal pension to provide benefits of an equivalent value.

Originally the review process was meant to be completed within two years.
Regrettably it has now fallen well behind this timetable, with large numbers of
individual reviews still to be completed. It is now estimated, however, that the
average amount of compensation in these priority cases amounts to £8,000
which, given the number of cases, means compensation payments will total
£4.5 billion.

Considerable regulatory and government pressure is being brought to bear
to complete the first-stage review. Providers are then meant to move on to
stage two and look at younger individuals. Although it is anticipated that the
average compensation in these cases will be smaller than in the first stage,
the numbers involved are larger, with up to 1.8 million people involved. On
this basis, the Financial Services Authority, which has now replaced the Secu-
rities and Investment Board as the supervisory body, estimates that a further
£6.5 billion will need to be paid as compensation, which would mean a total
bill of £11 billion. It also means that the number of people who have been mis-
sold a personal pension could be as high as 2,4 million, which is notfar short of
half the number of people who took one out in the period concerned.

In addition to the cost of the compensation payments, providers are having
to meet their administrative costs in undertaking the review, which are consid-
erable, with each amount having to be individually calculated. Some providers,
who have not dealt with the review quickly enough, have also had to pay
substantial fines levied by the Financial Services Authority. The overall cost
to the industry could therefore be as much as £15 billion. Unfortunately most
of this will end up being paid out of the general funds of the providers con-
cerned - which would otherwise have been used for the benefit of policy
holders - with an inevitable adverse effect on their ultimate benefits.

Contracted-out personal pensions
A particular feature of personal pensions in the United Kingdom is that they can
be used to contract out of part of the state's National Insurance Pension
Scheme. Such contracts are known technically as appropriate personal
pensions, where the holders give up their right to accrue benefits year by
year in the state earnings-related pension scheme (SERPS) and, in return,
have part of their national insurance contributions for those years paid to the
personal pension provider of their choice. They therefore receive this personal
pension as a replacement for the SERPS benefit they have given up. No guar-
antees are offered, and it depends on the investment returns they receive on
the personal pension as to whether or not the personal pension is greater
than the lost SERPS benefit.

One of the main reasons for the initial popularity of personal pensions, the
great majority of contracts being of this type, was that younger people were
allowed to contract out in this way on terms that were financially attractive.
In effect the terms were heavily subsidized by the state. As a result there
has been a cost to the national finances considerably in excess of the putative
savings, in terms of the present value of the reductions in future state benefits.
Over the first six years the United Kingdom's National Audit Office estimated
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that the net cost was around £6 billion, meaning that the cost of the contribu-
tions paid over to personal pension providers exceeded the current value of
the savings in future SERPS benefits by this amount. Since 1997, however,
the terms for contracting out have been adjusted and are now much less
generous.

Despite the generosity of the original terms for contracting out through
appropriate personal pensions, it did not mean that it was always the right
decision to have such a pension. In 1995 the Securities and Investment
Board undertook a study of those which had been taken out, and found that
there were up to 250,000 people who could expect to have worse pensions as
a result. It also found that, of those who could expect to be no worse off with
an appropriate personal pension, many only avoided a loss of expectations
because of the generosity of the terms for contracting out. In other words,
the subsidy paid by the government to promote the use of personal pensions
has in many cases been swallowed up by the high level of the provider's
expenses, and the individuals concerned were no better off.

The effect of expenses on personal pensions
While misselling is the main cause of the difficulties with personal pensions in
the United Kingdom, the extent of the problem has been compounded by the
effect of the high level of expense deducted by many providers. This has
been a particular problem for employees on relatively low incomes, where
low earnings have meant that the contributions paid into the personal pension
have tended to be small as well. As a result, depending on the precise terms of
the contract, a large proportion of the contributions can be swallowed up in the
fixed expenses that are levied in many arrangements. Given this potential
problem, it is therefore important to note that the main market for personal
pensions in the United Kingdom is among lower earners, because the great
majority of employees in the United Kingdom who are not in occupational
schemes tend to have lower than average earnings. As a result they are
more at risk of losing out owing to the effect of expenses.

The structure of the charges on personal pensions varies considerably from
contract to contract. The main variables are the proportion of the expenses
expressed in cash terms, as opposed to being a proportion of contributions
of the fund, and the extent to which they are deducted as a lump sum when,
or soon after, the contract is taken out, as compared to being spread over its
whole term. This latter aspect, described as front-end loading", is particularly
significant for the large number of contracts where contributions are not main-
tained for the whole of their term. Unfortunately, because of the emphasis on
selling and the wish of many providers to recoup their selling costs at an
early stage of a contract's expected existence, proportionately large deduc-
tions for expenses are made from contracts at an early stage. The result is
that, in the large number of cases where policy holders are unable to continue
with their contributions for the full term of the contract, a very high proportion of
their contributions is consumed in expenses.

What this can mean is that, in cases where fixed expenses are relatively
high and the fund in the personal pension is low, the expenses can actually
swallow up the entire fund. Such a situation might arise because the individual
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concerned has ceased to pay contributions through unemployment. Given that
there is no control, statutory or voluntary, over the charges that are levied on
personal pensions, the only protection for members is to ensure that they
rfever get into such a contract in the first place. As explained above, this protec-
tion for members has, in too many cases, simply failed to work.

The record so far of personal pensions in the United Kingdom presents a
sorry picture. For some individuals they have worked well, but in almost 50
per cent of cases they were missold and, as a result, threatened the individuals
concerned with significantly worse retirement provision than they would have
had otherwise. It is true that arrangements are now in place to provide them
with compensation for these prospective losses, but the distress they suffered
in the meantime, and the money that has been wasted in carrying out the
compensation exercise - mainly at the cost of policy holders in general - still
means that the episode must be regarded as a major disaster for this type of
scheme.

There remains the question of how far the underlying causes of the disaster
(for example, a failure by providers to offer proper advice, and high costs) are
inherent in individualized defined contribution pension schemes. The United
Kingdom's experience suggests that there is, at the very least, an inbuilt
tendency for such problems to arise, that can only be avoided by specific
and forceful action on the part of an effective regulatory regime.

constructed to help individuals with irregular work histories receive higher
benefits than they would otherwise be entitled to. Although not done in
practice in defined contribution schemes, this can also be incorporated in
either funded defined contribution schemes or notional accounts. More
relevant is whether there are intrinsic differences among the approaches in
which people with a history of irregular earnings receive different treatment
under one type of scheme than under another, in ways that were not designed
or intended.

This question could be illustrated by examples similar to those used earlier in
connection with the analysis of the effect of economic variation. The analysis
consists of four simulations, each of which focuses on a worker with a different
irregular variation on the previous regular earnings pattern. The first experi-
enced prolonged unemployment at the beginning of his working life, the
second was unemployed for some time at the end of her working life, the third
enjoyed sharply-rising earnings over the course of his career and the fourth
suffered a significant fall in relative earnings during the last third of her employ-
ment. The retirement benefits of each of these workers are calculated under a
defined benefit pension scheme and under a defined contribution scheme, and
the results are compared with the benefits that more typical workers would
have received under each scheme.

When the defined benefit scheme links benefits directly to career average
earnings, little difference is found between the two types of schemes in their
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treatment of workers with irregular work patterns. Although benefit entitle-
ments are more variable under the defined contribution scheme, the average
benefit awards are similar. The implication is that any systematic difference in
the treatment of irregular workers between the different types of schemes is
caused by features that were explicitly built into one scheme or the other, not
characteristics intrinsic to the schemes themselves. However, defined benefit
schemes frequently have the feature of drop-out years, which are years where
the worker's earnings are not counted in the benefit calculation. This feature
provides insurance against irregular earnings due to short-term unemployment
or ill health. While technically feasible through the use of government subsidies,
defined contribution schemes have not been designed to provide this type of
insurance.

An important attribute of public pension programmes is their ability to produce
predictable pensions. This chapter has focused on the kind of risks to which
individual workers are exposed over the course of their careers, to see how
each risk is handled in each of the three public pension schemes now being
debated throughout the world. The risks include those associated with demo-
graphic and economic developments, political and institutional failures, and
uncertainty about an individual's lifetime employment prospects. The different
types of schemes are the traditional defined benefit scheme (either pay-as-you-
go or partially funded), the defined contribution scheme and the pay-as-you-
go notional account scheme.

The major types of schemes differ substantially in the way they adjust to
different sources of risk. Some are far more sensitive to a particular risk than
are others, but each is sensitive to one or more major sources of risk. No one
type of scheme emerges as the least risky under all circumstances.

The benefit promises under defined benefit schemes are relatively insensitive
to unexpected changes in the rate of growth of average earnings, or to changes
in investment returns, but are exposed to the risk of unanticipated changes in
either birth rates or retiree life spans. This type of scheme also requires a greater
degree of overt political intervention to adjust benefits and contribution rates in
response to these unanticipated demographic developments. The advantage of
this political intervention is that it provides an opportunity to spread the effect
of the demographic changes among the rest of the population, reducing the risk
they pose to the benefit promises of an individual retiree. The disadvantage is
that, where the political system is not strong enough to make the necessary
decisions, the need for overt intervention can lead to policy impasse, social
discord and perpetual government budget deficits.

Retirement benefits under defined contribution schemes are just as sensitive
to changes in retiree life spans, but this type of scheme transfers the risk of
this change completely to the individual retiree. Where the political system is
not capable of making overt adjustments, this may in fact provide a more
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predictable result than is provided by defined benefit schemes. Where the poli-
tical system is stronger, defined contribution schemes involve a greater risk that
unanticipated changes in retiree life spans will upset benefit expectations.

Because of its closer linkage to the decision processes of the political system,
the benefit promises under defined benefit schemes have been more exposed to
the risk of irresponsible political behaviour. Such behaviour often takes the
form of promises of future benefits that exceed the ability and willingness of
society to pay. These promises must eventually be retracted, upsetting the
expectations of people caught in the transition. Political risks of this sort
appear to have been a much greater problem in some parts of the world than
in others.

Where this kind of political risk is a serious problem, defined contribution
schemes are attractive precisely because their benefits are more insulated from
political interference. However the transition from pay-as-you-go schemes to
advance-funded schemes is expensive. This can create a new source of political
risk if a transition is attempted without facing its fiscal implications responsibly.
Moreover the experience of misselling of individual pension schemes in the
United Kingdom indicates that politicians are not the oniy people prone to pro-
mising more than they can deliver. Defined contribution schemes require
sophisticated oversight and regulation to ensure that fraud or mismanagement
in the private sector does not lead either to upsetting retiree benefit expectations
or to expensive public sector bailouts of private financial institutions.

Individuals face the risk that they will experience prolonged periods of
unemployment or that their job prospects will suddenly worsen partway
through their careers. With defined benefit schemes, various features are com-
monly incorporated to offer a measure of protection against these risks.

A final difference is the substantial sensitivity of retirement benefits to un-
foreseeable year-to-year fluctuations in the economic environment with defined
contribution schemes. If the defined benefit and defined contribution
approaches were similar in their ability to handle all other important risks,
this feature alone would argue against relying to heavily on defined contribu-
tion schemes as a basic source of retirement income.

Notional accounts schemes are hybrid and seek to capture some of the
advantages of each of the other two types of scheme. They avoid the sensitivity
to economic conditions found in the defined contribution model. Notional
accounts schemes should be less susceptible to the problem of excessive political
promises than are defined benefit schemes, but not as well insulated as defined
contribution schemes. By the same token, they are les susceptible to the risks
associated with private sector fraud and mismanagement. This type of scheme
is so new, however, that generalizations are difficult and any assessment may
prove premature.

None of the models is without risk, but the risks differ. This suggests that
societies should seriously consider approaches which feature a mixture of
types of schemes as a way of reducing the total risk in their pension schemes.
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One way to achieve such a mixture is to mandate participation in two different
types of scheme, as has been done in Argentina, Finland, Switzerland and Uru-
guay. Another way is to set up a pay-as-you-go state scheme and allow opting
out of one part of that system, as is the current approach in Japan and the
United Kingdom. A third way is to set up a defined benefit scheme which is
not adequate by itself for the retirement income needs of middle- and upper-
income individuals and to encourage private supplementation, the approach
followed in Canada and the United States.

Societies can be expected to follow different approaches depending on tastes,
traditions and their own institutional histories. Since political risk can be a
major source of uncertainty, and often varies from one culture to another,
one should expect that the relative importance of the different types of schemes
would differ in countries with different political traditions and institutions.
Whatever the decision a society makes, however, that decision should reflect
appropriate concern for, and careful consideration of, the role that the pension
scheme plays in providing participants with a predictable source of retirement
income.

ANNEX: PENSION GUARANTEES

The most important distinction between defined benefit and defined contribu-
tion schemes is the allocation of risk and responsibility for the delivery of
promised benefits. Defined benefit schemes are generally seen as placing the
risk of benefit delivery on the sponsor: the employer in the case of occupational
pension schemes, or the state in the case of social security23 programmes.
Defined contribution schemes, in contrast - at least in the United States -
place the risk of investment performance on the participant. The participant
bears economic and investment risks even if all required contributions are
made on schedule.

But in many parts of the world, the distinction in risk bearing between
defined benefit and defined contribution schemes is less clear. For reasons
that may be political, economic or both, many countries establishing defined
contribution schemes to provide part or all of benefits in their national social
security programmes hedge these schemes with a complex system of guarantees.

Guarantees in defined benefit schemes

Defined benefit schemes offered in the context of social security programmes
are typically pay-as-you-go funded, though many schemes, including the
United States, Canadian and Japanese social security programmes, maintain
cash reserves. Depending on the country, defined benefit schemes offered by
employers, typically as supplements to a national social security programme,
may be unfunded, or subject to statutory minimum funding rules to maintain
participants' benefit security.
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But, whether in a social security programme or an employer-sponsored
scheme, benefits in a defined benefit scheme are payable at the promised level
to workers who meet the scheme's service or participation criteria, whether or
not money has been set aside to cover them. Benefits are secured by certain
implicit or explicit guarantees. In a social security programme, benefits are guar-
anteed by the programme's ability to levy payroll taxes or compel contributions,
by the government's ability to levy general taxes, or both. In an employer-
sponsored scheme, benefits are guaranteed by assets accumulated in the pension
fund, by the employer's ability to fund benefits out of its other income and, in
some cases, by external guarantee funds or insurance, such as in Germany,
Japan and the United States.

Guarantees in defined contribution schemes

Formal guarantees. Defined contribution schemes in transition and developing
economies bear little resemblance to the United States model. As defined con-
tribution schemes are emerging around the world, sometimes under the leader-
ship of the World Bank, the International Monetary Fund or other donors, they
represent a different balancing of the interests and risk-bearing ability of the
government, the employer and the pension participant. In many countries a
wide range of formal guarantees are available minimum benefit guarantees,
minimum investment return guarantees, either at absolute levels or relative to
an index, and guarantees against fraud. Formal guarantees include those pro-
vided in laws or regulations. The effectiveness and affordability of such guaran-
tees may depend critically on the stage of development of a country's financial
system as well as its system of collecting pension contributions.

Social security schemes based on defined contribution individual accounts
typically provide for a guaranteed minimum benefit. In Chile individuals with
at least 20 years of contributions to the old (pre-1981) system and the new
system combined are guaranteed a minimum benefit of 85 per cent of the
legal minimum wage (90 per cent for those age 70 and over), an amount
equal to what most people received under the old pension scheme (Myers,
1992).24 The recently enacted three-pillar25 Hungarian reform provides for a
minimum benefit in the second (individual account) pillar of 25 per cent of
the pension benefit calculated under the first (social security) pillar. One of
the privatization options proposed by the 1994-96 United States Advisory
Council on Social Security also included a fist minimum benefit of about 47
per cent of the benefit currently payable to an average earner (who receives
about 43 per cent of his or her indexed pre-retirement wages). The Chilean
minimum benefit is to be financed out of the government's general revenues if
the participant's account is insufficient to do so, while in Hungary the shortfall
is the responsibility of the Government Guarantee Fund.26

Minimum benefit guarantees tend to benefit low earners, people with short
contribution histories and those whose investments perform poorly. In these
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respects they can perform an important distributional function, since defined
contribution schemes do not otherwise easily lend themselves to redistributional
policies. But minimum benefit guarantees may also reduce revenue compliance
The Chilean system has had problems with maintaining adequate compliance,
as has the Hungarian system, along with many others in transition economies.
The Chilean government has projected significant future liabilities as a result of
contribution evasion (Campbell, 1994b). Since the Chilean system requires less
than a full career of contributions for the minimum benefit, it could be rational
for workers to attempt to exploit the system by spending as much of their
working careers as possible in jobs where their employers do not contribute,
or as self-employed workers, who are not required to contribute.

Participants in United States employer-sponsored defined contribution
schemes are at the mercy of the market in the timing of their retirement.
Those who retire at the wrong time (when financial markets are low) can do
much worse, even given the same contribution amounts and investment perfor-
mance, than those who retire at the right time (when financial markets are high).
But some people have only limited control over the timing of their retirement.
Some countries still have mandatory retirement ages. While the United States
has largely eliminated such requirements27, some people may be forced by
family, job or health considerations to retire earlier or later than would be
best for optimal investment performance.

In Chile participants in defined contribution social security accounts are
guaranteed a minimum investment return relative to an index, which is the aver-
age return of all pensiOn fund managers. In good years funds must contribute to
profitability and investment reserves; in bad years they can draw on these
reserves to make up shortfalls. A fund whose reserves are inadequate to make
up a shortfall can be forced to liquidate. The state will then make up the short-
fall in investment returns and transfer the balances of individual accounts to
other funds.

Investment return guarantees put the government budget far more at risk
than does a traditional defined benefit social security programme. In a tradi-
tional scheme the government bears demographic risk (pensioners may live
longer than foreseen, workers may retire sooner than predicted, fewer new
workers will enter the system than expected) and macroeonomic risk, especially
if benefits are explicitly indexed for inflation.28 These risks can be accommo-
dated through policy changes, such as raising retirement ages or pension fund
contribution rates. But if the government is insuring the performance of invest-
ment markets, as it does when it stands behind minimum investment return
guarantees, it has no way to limit its exposure other than refusing to pay. It
does limit its exposure, however, when it guarantees a return relative to an
index.

Direct guarantees against fraud are not typically provided in either defined
benefit or defined contribution schemes. Rather participants or others may
have recourse to the courts if they have been harmed by fraudulent actions of
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scheme managers or sponsors. In the United States, for example, the Pension
Benefit Guaranty Corporation, the government agency that insures many
occupational defined benefit schemes, may file suit against certain sponsors
of terminated defined benefit schemes if scheme assets are not adequate to
cover liabilities. Managers of private defined contribution schemes may also
be liable to participants for damages if they have violated fiduciary or other
rules.

But the line between aggressive investment management and excessive risk
taking or fraud can be difficult to draw and document. Consequently the
existence of comprehensive benefit guarantees can create problems of moral
hazard. Investment managers who know that their account holders will be pro-
tected in the event of an adverse investment decision could take undue risks,
since success could mean higher management fees and greater marketability.
Employers usually monitor investment practices and performance in schemes
they sponsor, but pension funds in countries such as Chile, Argentina and
Hungary have no employer affiliations, putting the guarantee fund directly at
risk when a fund fails.

Informal guarantees. Informal guarantees provided by the government can go
much further than formal ones. Such guarantees can be implicit, as in the
"too big to fail" approach. If an institution is considered by the government
to be too big or too important economically or politically - to fail, it may
be allowed to carry on (improper) operations or practices longer than would
be optimal on the grounds that everyone knows it will be bailed out, usually
by a government or government-sponsored entity. These types of guarantees
can lead to excessive risk taking and eventually financial crashes as the govern-
ment's implicit, or explicit, guarantees exceed its ability to pay.

Other guarantees can be implicit in a country's social, economic or political
structure. In Switzerland, for example, the sponsor of a struggling defined con-
tribution scheme may receive a discreet tap on the shoulder from government
regulators, encouraging it to provide an infusion of cash into the scheme.
Such informal guarantees may be strongest in a socially cohesive country
with sponsors with adequate financing. They may function less well in countries
such as the United States, where such a tap on the shoulder would be considered
unwarranted government intrusion; in countries where the financial resources
are unavailable, such as in many developing countries or transition economies;
or in countries where, for various reasons - political, historical, religious, cul-
tural or ethnic - a high degree of social cohesion and mutual responsibility
cannot be assumed.

The United States has had experience of its own with implicit, and hence
unfunded, guarantees. Deposits in federally insured savings and loan associa-
tions were, by law, only insured up to $100,000. Yet large depositors of failed
associations were nevertheless reimbursed for the full value of their deposits,
on the basis of the political calculation that widespread losses by uninsured
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depositors could lead to a loss of confidence in the banking system as a whole.
But implicit and informal guarantees are inherently ad hoc, and hence funda-
mentally unreliable.

In many social security schemes using individual accounts participants have
the right to move their entire. accounts to a new fund periodically. The move
may be to an entirely new fund manager, rather than siwply an alternative
investment vehicle offered by the same pension fund. Liberal provisions govern-
ing account switching can be considered a type of implicit guarantee Employees
with the freedom to change accounts can seek the combination of investment
returns and service that best suits their own risk-return trade-off. Liberal switch-

ing provisions can also serve as an extra protection against poor management,
or even fraud. Employees may be able to see signs of trouble in a fund (account
statements are late, inquiries are not answered satisfactorily) before regulators,
who will generally rely on audit reports.29 Yet minimum benefit and investment
return guarantees already serve to homogenize fund performance (and benefit
levels) beyond what a system without these guarantees would yield. Conse-
quently liberal switching provisions could be considered redundant with these
guarantees.

Contribution guarantees
Despite elaborate guarantees, benefit security in many defined contribution
schemes may still be inadequate. Many developing and transition economies
face problems with pension fund payroll tax compliance.30 Compliance
problems span the entire range of types of employers, from government entities
(in Hungary the police are one group with high payroll tax arrears), to cash-
short state-sponsored enterprises, to emerging private (sometimes called "infor-
mal") businesses.

As long as pension funds are a government obligation, the participant has
little concern during his or her working career about whether contributions
are made. But when a defined contribution scheme accounts for part or all of
retirement income provided by a national social security scheme, the visibility
of this issue is raised dramatically, since participants whose employers are in
arrears face the possibility of receiving account summaries stating that their
account has nothing in it.

During the debate over the Hungarian pension reform, one Hungarian pen-
sion expert proposed that the government guarantee contributions by being
essentially the contributor of first resort. Under this proposal the government
would make pension contributions out of its general revenues, then recover
these contributions from enterprises responsible for them. The idea behind
this proposal was that the government, in its capacity as a tax collector,
would be better able than the pension fund to collect pension contributions.
While this proposal was not adopted, it represents a measure of the problems
of public confidence defined contribution schemes can face.
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How should guarantees be priced?

How any given country chooses to balance the potential fiscal costs of defined
contribution scheme guarantees with the potential economic benefits of indivi-
dual account schemes is a matter of politics and social choice. But responsible
policy making and budgeting demand that the cost of making good on guaran-
tees be projected and, where necessary and appropriate, provided for in a
fiscally responsible way. In defined contribution schemes offering a minimum
pension benefit, the proportion of pensioners likely to require a government
subsidy to meet the minimum standard is, at least in concept, a quantifiable
statistic. Likewise the proportion of pension funds likely to fail or be forced
into liquidation should also be predictable.

But social security schemes based on defined contribution individual
accounts are too new to have the track record to allow such predictions. For
example, how many people will require a subsidized minimum benefit will
depend not only on the contribution compliance rate a country is able to
achieve, but also on employment and productivity growth. Likewise, whether
and how many pension funds will fail will depend not only on the future
course of financial markets, but also on the quality of pension fund regulation.

While individual behaviour is hard to predict, however, pension funds are
typically registered entities that are subject to reporting requirements. Good -
that is, effective, efficient and meaningful - reporting requirements are crucial
to achieving a functioning regulatory regime that protects the interests of
both the government and pension fund participants. All the information
sought by regulators should give insight into the fund's riskiness, and informa-
tion that does not serve this goal should not be collected. For example, volun-
tary (third-pillar) pension funds in Hungary must file quarterly investment
schemes (including percentage asset distributions) with their regulatory
agency and must be prepared to explain later deviations from these schemes.
But market conditions can change far more often than quarterly, sometimes
necessitating rapid adjustments in investment strategy. Likewise the funds
must submit copies of all service contracts entered into with other entities,
but it has never been made clear whether or how these contracts are used in
the regulatory process.

But the dictum that information collected by regulators should be relevant
may be easier to pronounce than to implement. Countries where social security
schemes based on defined contribution accounts are riskiest also tend to be
countries where financial markets do not easily provide reliable, accurate infor-
mation. In many transition economies, for example, accounting is in the process
of transformation from a method of economic control to an impartial source of
financial information.

One way to shield the budgets of such countries from undue pension liabi-
lity, while at the same time short-cutting the process of developing accurate
and effective regulation, could be to sell the liability to investors, in much the
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same way as one might insure a building against fire. (Foreign investors could be
preferable, since they might not be subject to the same macroeconomic influ-
ences as a country's own pension funds.) Pension fund regulators could find
the task of collecting relevant information simplified, since investors would dic-
tate the information needed to determine whether a given fund was insurable,
and at what price. The central government budget could be protected, in
turn, because its liability would be, not open-ended, but limited to premiums.
A drawback of such a scheme could be that foreign investors might be seen
as dictating a country's policy toward its pension funds.

Interest in defined contribution schemes is growing throughout the world. But
these schemes are different in almost every country that has adopted them. In
the United States' model, a defined contribution scheme is seen as a vehicle
for allowing either employers, in the case of private schemes, or the government,
in the case of social security, to shed the contingent liability that flows from
guaranteeing a specified retirement benefit. In many other countries, however,
this transfer of risk to the employee is not considered desirable. Consequently
defined contribution schemes are hedged with a number of guarantees.

Worldwide, defined contribution schemes as a major source of retirement
income are relatively new. Even in the United States, where this trend has
exploded in recent years, it is limited to voluntary employer-provided schemes,
most of which have not yet matured to the point where their retirement income
performance can be conclusively assessed. The Chilean retirement scheme, the
oldest prototype of a social security scheme based entirely on individual
accounts, has operated only since 1981. Most countries that have had to
adopt strong guarantees to ensure the political acceptability of social security
schemes based on defined contribution schemes are reaping the benefits of
their decisions (increased savings, reduction of a large future liability) and not
yet the costs. But the demographic changes that can niake defined contribution
schemes appear attractive substitutes for pay-as-you-go defined benefitschemes
may pale when policy makers are faced with making good on defined contribu-
tion scheme guarantees.

Notes

A high migration rate could also be a source of demographic risk.
2T1js is calculated by comparing the steady-state population structure produced by using the

crude birth rate at the beginning and end of the period, in combination with the actual 1950 Japanese
mortality structure. It does not represent an actual projection, since it ignores a host of other factors
that will also influence the development of Japan's old-age dependency ratio.

The fertility rate dropped by a third over the same period.
this situation, the adjustment to benefits may occur more slowly than the decline in contri-

bution income, causing a temporary imbalance which must be financed either through a contribu-
tjon increase or from some other sources.
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The estimate of 70 to 75 per cent represents the difference between the value of an annuity that
could be purchased with a specified sum, assuming the 1950 Japanese male life table and the annuity
that could be purchased with the same sum, the 1990 male life table and a real interest rate of 0 per
cent and 3.5 per cent, respectively.

sources used for this box were Canada Pension Plan (1997) and Tamagno (1997).
Financing-related modifications were investment in a diversified portfolio rather than in

government bonds (Canada Pension Plan only, since Quebec Pension Plan funds are already
invested in a diversified portfolio) and freezing of the year's basic exemption (the lower limit
below which employment earnings are not subject to contributions). Benefit-related modifications
were an earnings index based on the average over five instead of three years, invalidity pension
and death benefit.

Figures for the Canada Pension Plan. For the Quebec Pension Plan, the value of the ratio for
2020 is 5.5.

analysis in this section is based on work originally done as part of the Stockholm Initiative
of the International Social Security Association (see Thompson, 1998).

and financial preconditions necessary to the development of funded schemes are
discussed in Chapter 14.

The assets accumulated at retirement will be more substantial if wage increases take place in
the early years of work and if the funds earn a high rate of return in the years preceding retirement.
This is the situation that has prevailed for workers approaching retirement, or for those who have
retired over the last few years.

12Ts interest rate serves as the basis for determining the transfer values in occupational
pension schemes, and is used here to show the effect of a variation of interest rates on the periodic
payments resulting from a conversion at retirement.

13 A precise calculation of the real rate of interest involves the following multiplication of
factors:

(I + real rate) * (1 + inflation rate) = (1 + nominal rate).

Chapter 9.
See Chapter 3.

The use of quantitative modelling to avoid this problem is discussed in Technical Brief 1 at the
end of the book.

17 See the analysis in Chand and Jaeger (1996). The conclusion that costs are likely to beperma-
nently higher would not necessarily apply, however, if major reductions in future benefit promises
could be introduced at the time of the changeover.

See, for example, "A survey of banking in emerging markets", The Economit 12 April 1997.
19 Subject to the state-guaranteed minimum pension floor.
20Thus in the case of the financial collapse of the network of individual savings account institu-

tions in the United States, the government eventually ended up assuming (and passing on to the gen-
eral taxpaying public) losses equal to just under 20 per cent of the aggregate deposits in the
institutions prior to their collapse, even though, technically, the governmentwas not liable for
any of the losses.

21 The causes of non-compliance are examined in Chapter 10, and the policy options to deal with
this problem are reviewed in Chapter 17.

For a discussion of guarantees, see the annex to this chapter.
23 The term "social security" is used here to refer solely to old-age, invalidity and survivors'

benefits awarded on the basis of employment and earnings history.
24

minimum wage has, in the past, amounted to half the average wage (Myers, 1992).
25A pay-as-you-go defined benefit pillar, a funded individual account defined contribution

pillar and a voluntary funded private pension pillar.
26 fund is financed by premiums to be paid by covered pension funds. But, since the
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premiums will not be based on the risk assumed by covered funds, there is no reason to assume that
premiums will be adequate to finance any losses that might occur.

27 Exceptions for employees in key business decision-making positions remain allowed under
law.

28Though, even without explicit statutory provisions for indexing, a government scheme may be
under pressure to grant ad hoc benefit increases during inflationary periods.

29 On the other hand, however, liberal switching provisions may reward funds waging aggressive
sales campaigns at the expense of financially unsophisticated workers.

30 In some countries pension fund revenues are considered contributions rather than payroll
taxes, often because the pension fund is an off-budget entity. The two terms are considered as
equivalent here.
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ECONOMIC EFFECTS 13

This chapter analyses the behavioural consequences of defined benefit social
security pension schemes and compares them with the behavioural conse-
quences of mandatory defined contribution schemes that are fully funded.
The chapter does not consider voluntary schemes. In addressing defined contri-
bution schemes, it further limits its focus by examining oniy mandatory defined
contribution schemes that are managed in the private sector by pension fund
management companies. The World Bank (1994) has documented problems
of the management of investments by many government-managed defined con-
tribution schemes. First discussed are the desired economic effects of mandatory
pension schemes. These effects are often overlooked. The chapter then studies
undesired or distortionary effects of social security on labour and capital
markets. The study by economists of economic implications of social security
has focused largely on social security schemes in developed countries. While
the basic issues of the effects of social security on labour supply and demand,
and on savings, are similar in developing and developed countries, because
the social security schemes and the structure of the economies differ, the eco-
nomic effects presented in this chapter may be primarily of direct relevance in
developed countries. This chapter considers the economic effects of social secur-
ity on workers and retirees but not the effects of the economy on social security,
which are presented in Chapter 6. The effects of defined contribution and
defined benefit schemes on income distribution and on the distribution or risk
bearing are examined in Chapters 11 and 12. Beliefs about the economic effects
of different social security schemes have become important issues in the design
of retirement income systems, which is discussed in Chapter 19.

Social security retirement pensions are determined by the political process in
democratic countries, and in such countries their effects are to some extent
desired outcomes of conscious decisions concerning design. Some effects of
social security, however, may be undesired, owing to inherent trade-offs in
the design of systems, consequences unanticipated when systems were designed,
or failures of the political process.



Economic effects

Every society must have a way of determining what commodities are
produced, how these goods and services are made and for whom. Of central
concern are the effects which social security pension schemes may have on the
scarcity of goods and the efficiency of their production, including questions of
what, how and for whom. The investigation of effects on the productionfactors,
labour and capital will play a prominent role.

Economists have extensively analysed the effects of defined benefit social
security schemes. These schemes may affect hours employees work, their
choice of work in the formal or informal sector and their decision as to the
age of retirement. They may also affect savings decisions of workers and
national aggregate savings. In most cases theory yields ambiguous predictions
concerning these effects, empirical work has failed to resolve the issues and con-
troversy remains

Because of the apparent simplicity of defined contribution schemes, econo-
mists have not been greatly concerned to analyse them. These schemes collect
contributions, make investments and disburse payments. Policy analysts gener-
ally treat them as savings schemes that do not affect the way workers behave.
However a closer look at the provisions of mandatory defined contribution
pension schemes indicates that they may affect retirement age and other
worker labour supply decisions. These effects occur because the schemes are
mandatory. Any mandatory scheme that causes people to change their behav-
iour, such as causing them to increase their savings, will cause distortions,
as individuals act to minimize the consequences of the programme that are
undesired by them. Defined contribution schemes also have behavioural effects
because of their relationship to minimum benefit and poverty programmes,
their sometimes high administrative expenses, and the effects of worker
myopia and capital market risks on account balances and interest rate risks
on monthly benefits when they are annuitized. Because they are imposed on
workers, rather than being voluntarily chosen, the effects of mandatory defined
contribution schemes differ from those of voluntary defined contribution
schemes (such as the Registered Retirement Savings Schemes in Canada and
personal pensions in the United Kingdom).

DESIRED ECONOMIC EFFECTS OF SOCIAL SECURITY
RETIREMENT BENEFIT SCHEMES

Because much of the focus of economic analysis is on the undesired effects of
social security retirement benefit schemes, this chapter begins by examining
their desired economic effects. It compares the effects of social security schemes
with the situation that would exist if these schemes had not been instituted.

The most obvious outcome of an existing pension scheme is that (part of) the
older population of a society draws a regular cash income which can be spent
on goods or saved. To the retiree, receiving regular cash income means to be
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continuously entitled to spend this income on desired goods and services. Free-
dom of choice about what to consume is maintained during retirement. The
distinction between cash and non-cash (in-kind) income may be important
because, if retirement income takes the form of in-kind transfers, this will
normally mean a loss of choice about consumption while replacing individual
choices with socially determined decisions. The better developed a country's
social security pension scheme, and the higher the cash component of transfers,
the more the older generation's freedom of choice will be preserved.

Cash, as well as in-kind retirement income, may have other important eco-
nomic effects that depend on the share of the older generation in the total popu-
lation and on the level of individual disposable income. The effect of retirement
income on the rest of the economy can normally be expected to be small if the
demand arising from pension payments is small in comparison to total demand.
Economies supporting a relatively young population (small portion of older
people) can be expected to experience only small demand effects of retirement
income on the general economy. The situation is different in the case of
countries with a relatively old population. If such countries have developed
fully fledged social security pension schemes as, for example, in the OECD
countries, the specific demand resulting from aggregate retirement income
may have significant effects, not only on the overall level of demand, but also
on the structure of both demand and production.

Pension programmes are established to allow people to retire with a secure
source of retirement income. Thus it is plausible that facilitating retirement is a
desired effect of these programmes. Because people are more likely to be forced
to retire during periods of economic difficulty, social security retirement benefit
programmes provide a source of retirement income during difficult economic
times and thus help smooth variations in aggregate consumption over time, redu-
cing macroeconomic swings in aggregate demand and employment. They pre-
sumably reduce unemployment among older workers by providing retirement
as an alternative to unemployment. Yet the availability of this alternative to
work may cause employers to be relatively more likely to lay off older workers
than they would in the absence of social security. Thus they may help maintain
flexibility in labour markets. Some policy analysts have argued that the availabil-
ity of social security benefits for older workers reduces unemployment among
younger workers by creating job vacancies. That point is unproven and is con-
tested by other analysts who argue that there is not a fixed supply of jobs and
that the labour earnings of older workers create increased aggregate demand.

Some analysts have argued that a positive effect of a funded defined contri-
bution plan in a country with poorly developed capital markets is that it
encourages the development of domestic capital markets. It encourages the
development of regulation of the markets and provides greater liquidity for
them, thus encouraging greater foreign investment. These issues are considered
in more detail later in the chapter when the issue of the effects of pensions on
savings is discussed.
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Though examined more fully in Chapter 19, it should be noted that risk
reduction through providing insurance against different risks is a positive
effect of traditional defined benefit social security schemes. Redistribution of
income, discussed in Chapter 11, is another desired outcome of traditional
social security schemes.

As well as having positive economic effects, social security may have positive
social effects. Social security provides a safety net that helps maintain political
acceptability of economic restructuring during economic transformations, such
as during the changes from a command to a market economy in Central and
Eastern Europe, or from a state-controlled economy to a market economy in
Africa. By providing a safety net, it lessens the negative effects of free markets
and helps maintain support for those markets. When workers become owners of
capital in funded systems, traditional conificts between labour and capital may
be reduced and they are more likely to support economic policies that are
beneficial to capital. Because of the personal benefit to themselves, workers
may be more willing to support policies that are adverse to other workers,
such as corporate "downsizing" that involves firing workers.

The potential labour and capital market effects of introducing a
social security pension plan1

The effect of a social security pension benefits scheme depends in part on how
saving behaviour is changed as a result of its introduction. Economists
assume that people will view their social security mandatory contributions as
a substitute for at least a part of their own personal saving and the future benefit
they expect to receive as a substitute for all, or a portion of, the retirement
reductions in wealth that would otherwise occur.

If people actually behaved this way, logic would dictate that the introduc-
tion of the social security pension plan would have no effect on aggregate
saving so long as all of the following conditions held:

mandatory contributions were less than, or equal to, the amount each person
would have saved in the absence of social security;
the relationship between benefits paid to each individual and that indivi-
dual's contributions (for example, the rate of return that can be expected)
mirrors the relationship the individual would have experienced in the private
market place;
social security accumulates and invests assets in the same way as the indivi-
dual would have done; and
creation of the plan has no effect on the desirability of saving to deal with
future uncertainties.

Of course no social security pension plan meets all four of these conditions.
Indeed no purpose would be served by creating a plan that did. Such a plan
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would produce a result that would have been achieved anyway by the private
market. Social security pension schemes are designed intentionally to depart
from one or more of these conditions precisely because societies wish to alter
the private market result. But what effect might these intentional departures
have on national saving and labour supply?

Effect of higher mandatory contributions

Presumably a mandatory pension plan will require larger contributions than
some in the working-age population would have set aside voluntarily. These
higher contributions force the affected individuals to reduce current consump-
tion and, in the absence of an offsetting effect, their reduced consumption
would increase national saving.

One possible offset to the higher savings involves the workers' ability to
borrow. If credit markets allow them to go deeper into debt, they can offset the
effect that the national pension plan would otherwise have on their consumption
levels. Workers can easily offset a mandatory contribution rate of only a fewper
cent by reducing other forms of savings and increasing debt. Increasing manda-
tory savings in some countries will likely reduce savings through occupational
pension schemes. To the extent that workers are not able to easily offset the
forced savings that occur through mandatory pension systems, they may seek
to avoid participation in those schemes through choosing jobs where they are
not required to participate, or where they are able to evade participation.

An additional possibility is that the forced participation in the social security
pension system encourages people to retire earlier and with a higher total retire-
ment income than otherwise. This encourages them to increase their private
savings in order to supplement their pension benefit, thereby increasing national
savings.2

Effect of the relationship between benefits and contributions

Most defined benefit social security pension schemes offer some individuals
benefits that are higher than they would have been able to obtain in the private
market with the same contributions. These individuals are typically lower
earners and those already in the labour force at the time the schemes were estab-
lished. They may also be workers in particular occupations or industries that
have been afforded special treatment.

Others can expect to receive less from the social security pension scheme
than they would have had they made the same contributions to individual sav-
ings accounts. Typically this would include higher earners who have spent most
of their careers working under the pension plan. In many mature social security
pension schemes the majority of newly joined workers can now expect to find
themselves in this situation.3

Those who would otherwise have allocated their lifetime earnings according
to the pattern implied by the life cycle theory will change that allocation if they
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find themselves in either of these two groups. The former group, those who fore-

see returns in excess of the private market rate, can be expected to increase their
consumption and possibly reduce their hours worked during theirworking lives
in recognition of the higher expected retirement benefit. Increased consumption
implies reduced national saving. The latter group, those who foresee returns
below the private market rate, can be expected to increase their savings
during their working years in order to replace some portion of the retirement
income they lost as a result of being forced to participate in the social security

pension scheme.
The net effect of differences in the relationship between benefits and

contributions depends on the relative strength of the offsetting reactions of
these two groups. In countries with mature social security pension schemes,
the net effect ought to be an increase in national savings owing to the
larger size and higher income of the latter group. The net effect is apt to
be a net reduction in savings where social security pension schemes are rela-
tively new and are structured so that most current participants can expect
above-market returns.

LABOUR MARKET EFFECTS

The main design elements of pension arrangements from which major labour
market impacts might be expected are the minimum retirement age, the benefit
formula and the method of financing. Account has to be taken of the fact that
these elements are normally interdependent; for example, the minimum retire-
ment age might depend on the benefit formula, which might depend on the
method of financing.

The labour market effects of social security on prime age workers depend in
part on whether social security contributions are viewed as a tax by workers.

Labour supply of prime age workers

If social security contributions are viewed as a tax, they distort labour markets
when workers act to reduce their liability. Taxes have a distortionary effect
because they drive a wedge between the amount that employers pay workers
and the net after-tax wage workers receive, which is lower. Workers are thought
to base their decisions on how much to work and in what jobs on the net after-
tax amount that they receive.

One aspect of the question whether workers view mandatory social security
contributions as a tax is the link between contributions and benefits. When
workers voluntarily contribute to a retirement savings plan, their labour
market behaviour is not distorted. Similarly, when a social security scheme
redistributes income, upper-income workers will be less likely to view social
security contributions as a tax if they support the government taking care of
the less fortunate in society. If they contribute to a mandatory social security
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pension scheme because they believe that it is a good one, there is no distortion
of their labour market behaviour.

Thus there are at least two aspects of social security pension schemes that
cause workers to feel they are receiving something in return for their contribu-
tions. First, if their own benefits are linked to their own contributions, similarly
to a savings scheme, they are more likely not to consider the contributions as a
tax. Second, if they support the redistributive goals of the scheme, similarly to a
private charity, they are also more likely not to consider the mandatory contri-
butions as a tax.

Contributions and benefits can be linked by establishing a defined contri-
bution plan. A worker's mandatory contribution increases his or her account
balance and his or her future retirement benefits. Thus mandatory contributions
are mandatory savings that increase future benefits. Mandatory contributions to
a defined contribution plan do not act as a tax if the worker would have saved
that amount anyway and received the same rate of return with the same risk.
The first of these conditions, however, conflicts with the reason why governments
mandate social security contributions, which is that some workers are myopic and
do not save sufficiently for their own retirement. Workers for whom the manda-
tory contribution is greater than the amount they would have saved will attempt
to maintain their consumption by reducing other savings. The higher the manda-
tory contribution and the lower the savings of the worker, the more likely the
worker will be unable to maintain his or her desired consumption and will view
the mandatory contribution as a tax. In this respect defined benefit and defined
contribution schemes are similar. To the degree that mandatory savings in the
two systems are greater than optimal from the workers' perspective, the systems
will have the same problem of trying to induce workers to save through social
security more than they view to be in their own self-interest.

Chapter 10 discusses reasons why workers may wish to evade or avoid social
security contributions. These reasons may all lead to a distortion of labour
market activity. For example, low-income workers may seek to avoid contribu-
tions by working in the informal sector because the benefits based on their own
contributions do not sufficiently exceed the amount they could receive from
guaranteed minimum benefits or means-tested anti-poverty benefits.

If a country switches from a defined benefit to a defined contribution
scheme, labour supply may also be distorted by the income taxes imposed to
finance the transition. The general government taxes to finance the transition
are likely to be more distorting than the social security contributions they
replace. If the social security contribution rate acts as a tax on labour earnings,
it will reduce the net hourly wage. This may encourage low-income workers
especially to work in the informal sector where they are able to avoid paying
this tax. It may also encourage employers to offer informal employment
arrangements. Alternatively, if the social security scheme is viewed as a
desirable benefit, it may encourage workers in the informal sector to seek
employment in the formal sector.
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For workers in the formal sector the tax will reduce disposable income,
which may cause them to work more, but its reduction of the net hourly
wage may have the opposite effect. Thus the net effect is theoretically ambiguous
and must be determined empirically.

The mandatory contribution for defined benefit social security schemes acts
as a tax if there is no connection between the amount contributed and the
expected future benefit. Contributions and benefits can be linked, however,
through the benefit formula by directly tying benefits to contributions. Alterna-
tively they can be linked by having both benefits and contributions increase with
earnings. When benefits increase with increases in contributions or earnings, the
extent to which the contributions act as a tax is reduced because the worker
receives something directly in return for his or her contributions. If benefits
increase by a sufficiently large amount, the net effect is a wage subsidy rather
than a tax. Mandatory contributions act as a tax in periods when contributions
have no effect on the ultimate benefit.

Often, defined benefit social security schemes treat different categories of
workers differently. For example, married workers where one spouse does not
work may receive a spousal benefit that would not be received by single workers
or married workers where both spouses work. Thus, comparing the situation of
workers, there appears to be little relationship between contributions and ben-
efits. The pattern is irrelevant, however, for determining whether the mandatory
contribution acts as a tax. The relevant issue is the effect of increased earnings
on increased contributions and benefits for each worker. If the increased earn-
ings of the worker increase his or her social security benefits, that effect offsets
the mandatory contribution rate in determining whether the mandatory contri-
butions act as a tax.

In social insurance defined benefit schemes, the insurance provided by the
schemes weakens the link between the contribution paid and the benefit
received. For example, defined benefit schemes often provide drop-out years
as a form of insurance against unemployment reducing future retirement bene-
fits. For workers not needing this insurance, the mandatory contributions
during drop-out years may be a tax because they do not increase future benefits.
Thus there is a trade-off in designing these schemes. The greater the insurance
provided by the schemes, the weaker the link between contributions and benefits
and the greater the possibility that incentives for workers will be distorted, The
insurance provided by social security is one of its benefits and, if the value of the
insurance increases with contributions, that also will reduce the likelihood of
economic distortions. To some extent economic distortions are a necessary
cost of social insurance. The distortions should not be viewed in isolation.
Their cost must be balanced against the benefits provided by social insurance.

Defined contribution schemes can also be structured so that they provide the
redistribution that occurs in traditional defined benefit schemes. This can be
done, for example, by providing subsidies for the accounts of low-income work-
ers. Achieving redistribution through defined contribution schemes would cause
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the same kinds of efficiency problems ascribed to traditional defined benefit
schemes. Hence the issue is not traditional defined benefit schemes versus man-
datory defined contribution schemes, but the optimal mix of redistribution and
insurance components within those schemes.

Labour demand

The demand side effects of old-age security include the way the number and
structure of work places offered by employers might be affected by pension pro-
visions, and how the offerings might change depending on changes in the
scheme design. In other words, while, with respect to labour supply, we have
been looking at behavioural impacts of pension schemes on workers' behaviour,
we now investigate employers' behaviour more closely.

Provision of social security may affect the demand for labour by employers.
When social security contributions are not levied on small employers, those
employers may have an incentive to hire fewer employees for more hours in
order to stay below the minimum number of employees that exempts them
from making social security contributions. A similar effect may occur when
there is a ceiling on the earnings of workers that are subject to mandatory
social security contributions.

The employer's costs of complying with social security may cause him or her
to structure labour demand to avoid having to make social security contributions.
In a defined contribution scheme with multiple service providers, an employer
may have to send monthly cheques to 15 or more different service providers,
keeping records of frequent changes in service providers made by employees.

Competitiveness

Defined benefit social security pension schemes have been accused of undermin-
ing international competitiveness and increasing unemployment by increasing
labour costs. This argument is fiot valid to the extent that these costs are
borne ultimately by workers through lower wages rather than shifted to employ-
ers through higher labour costs and to consumers through higher prices. For
most workers it is thought that the supply of labour is inelastic, meaning that
the number of hours worked does not change much in response to changes in
net wages. Workers in this situation will accept a lower net wage in response
to an increase in mandatory social security contributions. To the extent that
real wages are inflexible downwards, in the short run the increase in labour
costs may cause an increase in unemployment, which will put downward pres-
sure on wages (Thompson, 1998). Thus it is not clear that higher social security
contributions mean higher total labour costs.

Retirement

Retirement occurs when a worker no longer works a substantial number of
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hours in paid employment. When workers retire at relatively young ages, that
reduces the GDP of a country as it is traditionally measured. That measure,
however, does not incorporate the value of the added leisure time, which
might more than offset the reduction in GDP if a full economic measure were
used. We review here the effects of traditional defined benefit pension schemes
on retirement age and compares them to effects caused by defined contribution
schemes. A number of empirical studies, focusing primarily on OECD
countries, have attempted to assess the empirical magnitude of the effect of
social security on retirement.4

The level of employment of older workers in OECD countries has decreased
significantly over the last few decades. In 1990 approximately 50 per cent of the
men aged 60 to 64 in OECD countries were economically active, compared with
82 per cent in 1950. As shown in table 13.1, the effective retirement age, based on
the cessation of economic activity, has decreased on average from 66.5 in 1950
to 61.8 in 1990 in the OECD countries (Latulippe, 1996).

Disability and unemployment benefits
In a number of OECD countries retirement benefits can be received through
programmes for disability, unemployment or special early retirement benefits
sooner than the earliest age at which benefits can be obtained through the
social security retirement benefits scheme. In more than half the OECD
countries workers may receive unemployment benefits from age 55 to the stan-
dard retirement age, either because benefits can be received for an unlimited
time or because special rules apply to older workers. In some countries these
programmes have become used as early retirement programmes. In OECD
countries disability benefits are more commonly used than the other two
types of benefits for financing early retirement. In Canada, Ireland and the
United States the number of disability beneficiaries aged 55-64 is less than 10
per cent of the age cohort. However more than a third of the population aged
55-64 receives those benefits in Finland and Norway, and more than half in
Austria (Blöndal and Scarpetta, 1998b).

The entitlement conditions for disability benefits are an important determi-
nant of their use as a path to early retirement. Disability benefits were originally
intended as an income support for persons who were incapacitated. There are
strong indications that entitlement conditions have eased in disability systems
throughout OECD countries even in the absence of formal changes in the
requirements for entitlement.

Social security retirement benefits
The availability of other types of schemes lessens the importance of social secur-
ity retirement benefits schemes as a determinant of retirement. Nonetheless
social security retirement benefit schemes may distort the retirement decision,
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Note: The effective retirement age is obtained from the gradual reduction of activity rates with age. A retiree is then
defined as a person who has withdrawn from the labour market and is no longer economically active. Regional
effective retirement age is calculated as a simple average of national values of retirement age.

Source: Latulippe (1996).

causing some workers to retire earlier than they would otherwise. Most
countries require that workers retire in order to receive social security old-age
benefits.

In democratic countries the availability of government benefits facilitating
early retirement presumably reflects views of the majority of workers concern-
ing the age at which they wish to retire. Thus it can be argued that the age at
which people wish to retire determines the age at which social security benefits
can be received, rather than vice versa. The development of programmes for
early retirement outside the social security retirement benefits schemes may be
viewed as evidence supporting that contention. Nonetheless social security
retirement benefits schemes may establish a minimum age at which benefits
can be received, which causes workers to retire earlier than otherwise, and in
many countries in Africa and elsewhere the political process does not result in
the features of the social security plan reflecting the retirement age at which
covered workers would otherwise retire. This may occur through a lack of
understanding of the effect of the choice of retirement age in the programme,
or be due to poor functioning of the process that determines minimum pension-
able age, or to increasing life expectancy, with political difficulties in raising the
minimum retirement age once it has been set. Even in a well-functioning demo-
cratic process, the structure of social security will not reflect the desires of all
workers because of differences across workers.

Defined benefit schemes

Defined benefit social security retirement benefits schemes may affect retirement
age through the minimum pensionable age, an earnings test for workers to
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Table 13.1 Effective retirement age

Region Countries 1950 1970 1990

Asia Japan 66.2 66.7 65.5
North America Canada and United States 65.9 64.8 62.6
Oceania Australia and New Zealand 65.3 63.2 60.0
Northern Europe Denmark, Finland, Iceland, Ireland, Norway, Sweden,

United Kingdom 67.2 64.5 61.9
Southern Europe Greece, Italy, Portugal, Spain 69.0 63.6 60.1
Western Europe Austria, Belgium, France, Germany (FRG),

Luxembourg, Netherlands, Switzerland 65.7 63.3 59.3

Average 66.5 64.5 61.8
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receive retirement benefits, the generosity of the benefits and the adjustment of
benefits when workers postpone receiving them.

Minimum pensionable age

The minimum pensionable age is the youngest age at which workers can receive
retirement benefits. Generally, as well as meeting an age requirement, workers
must have contributed for a minimum number of years. In many countries
the majority of workers have accumulated few savings at the point of retirement
and they rely largely on social security retirement benefits for retirement
income. Because they have few savings, many cannot retire until they reach
the minimum pensionable age. Thus the minimum pensionable age may have
an important effect on the age at which workers retire, with an increase in the
minimum raising the average age at retirement. For other workers, however,
the availability of retirement benefits may cause them to retire at a younger
age than if there were no social security scheme. In both cases the effect of
social security will also depend on the labour market opportunities and other
benefits programmes available to workers.

Though to a lesser extent than after the minimum pensionable age, social
security retirement benefits schemes may encourage retirement before the
minimum pensionable age. The increase, if any, in pension entitlements due
to an extra year's work may be insufficient to offset an extra year of pension
contributions. With pension contribution rates increasing in many countries
and pension accrual rates declining as a result of cutbacks in pension
generosity, this outcome becomes increasingly likely (Blöndal and Scarpetta,
1 998b).

Earnings test

As well as minimum age and years of contribution requirements, social security
schemes may have an earnings test requiring the worker to cease or reduce sub-
stantially paid employment as a qualifying condition to receiving benefits. An
earnings test directs benefits towards those who need them most because they
no longer receive labour earnings.

If the earnings test is structured so that workers receive the same income
whether they are fully or partially retired, losing a dollar of benefits for every
dollar of earnings, workers will retire altogether because their efforts from
work produce no financial advantage. Even if workers lose half a dollar of
benefits for every dollar of earnings, the earnings test acts as a 50 per cent tax
on their earnings.

Often an earnings test allows workers to receive a minimum level of earnings
and above that ceiling benefits reduce with additional earnings until they are
zero. The requirement that workers retire, or reduce hours of work, to receive
social security retirement benefits may cause some workers to retire at a younger
age than they otherwise would. The partial loss of benefits for earnings above a
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minimum level may have the same effect. Both requirements act as a tax on the
earnings from work.

In countries where the basic state pension is not means-tested but is low, as
in the United Kingdom, those older people who have no other individual or
occupational pension - and who are entitled to claim means-tested welfare
benefits - are also effectively discouraged from working to supplement their
incomes and are thus encouraged to retire.

The United Kingdom abolished its earnings test in 1989. Japan has raised
the level of earnings before which the earnings test applies. The United States
has reduced the rate at which benefits are lost with increased earnings, from
$1 of benefits lost per $1 of additional earnings to $1 per $3 for work above
normal retirement age, up to age 70, at which point the earnings test ends.

Generosity of benefits

For schemes requiring that workers retire in order to receive benefits, the greater
the generosity of benefits the more likely it is that workers will retire to receive
them. Even if retirement is not required, however, the availability of income not
requiring work will cause some workers to retire. Studies indicate, however, that
sizeable changes in the generosity of benefits only have modest effects on the age
at retirement. Studies done by the OECD suggest that a 20 per cent reduction in
benefits in Germany and Italy would cause male workers to postpone retirement
by only a few months (Blöndal and Scarpetta, 1998b).

Adjustment of benefits with postponed retirement

Benefit formulas that give credit for only a limited number of years of earnings
may provide little incentive for continued work. For example, if there is no
increase in benefits with added years of work for workers with more than 20,
or even 30, years of service, many older workers may find little inducement to
continue work, especially if they must continue paying social security contribu-
tions. In most OBCD countries social security pensions rights accrue only until
the individual attains a maximum number of years of contributions, commonly
35 or 40 years. Social security benefit formulas should place no maximum on the
number of years of service counted in computing benefits. Placing a maximum
may be relatively unfavourable to low-income workers because they tend to
begin work at younger ages than high-income workers.

Schemes in OECD countries that have an earnings test often increase bene-
fits for workers who postpone retirement. The more generous the increase for
postponed retirement, the more likely it is that workers will choose to do so
because the increase in future benefits with postponed retirement acts as a
wage supplement for continued work.

Pensions are long-term benefits and the stream of income associated with
their receipt can be viewed as an asset or wealth. Social security wealth for a
worker at a particular age is the present discounted value of social security
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benefits. If the increase in benefits is just sufficient for the benefits lost by post-
ponement, plus the processed contributions paid, to be exactly offset by the
wealth value of the increase in future benefits, the postponement of retirement
will have no effect on the wealth value of social security benefits. In that case a
worker's decision to retire is not affected by the postponement of retirement
affecting the lifetime wealth value of social security benefits. If there is a positive
accrual of wealth, that will encourage postponed retirement. In many OECD
countries the accrual is negative for workers past the minimum pensionable
age. There is an insufficient increase in future benefits to compensate for the
shorter period over which benefits are received. This negative accrual is an
implicit tax on work and encourages retirement. Even for an adjustment
factor that is neutral for workers with the average life expectancy, it will be
insufficient for workers with a short life expectancy and they may be induced
to retire.

The adjustment of benefits with postponed retirement can alternatively be
described as a reduction in value for early receipt. The reduction factor in the
United States, where social security benefits can be received at age 62, is 6.67
per cent per year before age 65 that first receipt occurs. This reduction factor
is at a level that maintains a constant wealth value of social security for
people with life expectancy equal to the actuarial average, whether it is taken
at age 62 or receipt is postponed to age 65. In France the penalty for early retire-
ment is 5 per cent per year that retirement is earlier than the normal retirement
age, and in Germany it is 3.6 per cent per year. Because these penalties are
relatively low, they provide an incentive for workers to retire early.

Features of social security that encourage partial retirement

The reduction in the labour force participation of older workers in OECD
countries has been coupled with a greater popularity of part-time work. Part-
time work has increased as a percentage of employment for older workers,
both men and women, in most OECD countries (OECD, 1995b). This in part
reflects an increase in part-time work as a proportion of employment at all
ages. In most countries the proportion of employed men aged 55-59 working
part-time is no higher than for younger male workers, less than 10 per cent.
However the proportion of 60-64 year-old male workers who work part-time
is higher than for all male workers, and this is also true for women.

Partial retirement occurs when older workers markedly reduce their hours of
work. Different countries have used three alternative policies to allow or encou-
rage older workers to take partial retirement (see table 13.2). First, they have
allowed partial retirement combined with an earnings test that provides a
partial pension benefit. Second, they have allowed partial retirement with no
earnings test for receipt of benefits, so that the worker would receive full
social security benefits. Third, they have distinct provisions in their social secur-
ity plan, or a separate plan that provides for the payment of partial pensions.
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Table 13.2 Partial retirement provisions in selected countries

Partial retirement with an earnings test

Many countries with an earnings test for receipt of social security benefits allow
workers earning below an exemption amount to receive full social security
benefits. Over an intermediate range, increases in a worker's earnings reduce
social security benefits until those benefits are reduced to zero.

The earnings exemption amount in the earnings test allows workers to
partially retire and receive full social security benefits. This feature provides
greater flexibility to low-wage than to high-wage workers because the fixed
ceiling allows the former to work more hours. The application of an earnings
test could even allow "career part-time" workers to draw a pension without
reducing hours worked.

Often the earnings test provides greater incentives for partial retirement at
older ages than at younger ages: the level of earnings disregarded is higher,
and the percentage reduction factor is lower. In certain cases the earnings test
does not apply at all for workers beyond a certain age. Workers can take partial
retirement at an early age, but it is more attractive to opt for partial retirement
at a later age. This could encourage workers who opted for partial retirement to
continue part-time work at older ages.

In the United States, as in virtually all countries, a higher proportion of
women work part-time and on average women earn lower wages than men.
The earnings test is therefore less of a constraint for them, and they are entitled
to lower benefits as they reach retirement age.

No earnings test

If a country does not have an earnings test, or for older ages where the earnings
test does not apply, workers can choose to continue working or partially retire.
In either case, they receive full social security benefits.

Partial pension

A partial pension is an alternative policy to an earnings test as a way of allowing
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Canada 60 Earnings disregarded
France 55 Special provisions
Germany 55 Special provisions
Japan 60 Earnings test
Netherlands 55 Employers may provide
Norway 67 Special provisions
Sweden 60 Special provisions
United States 62 Earnings test

Source: National legislation.

Country Minimum age Type of programme
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for partial retirement with a partial benefit. Partial pension benefits are calcu-
lated using a different formula from that used for calculating regular pension
benefits and, therefore, the distributional effects of the two approaches (earn-
ings test and partial pension) may differ significantly.

The amount of a partial pension is based on the reduction in number of
hours worked and on the worker's earnings during the years preceding partial
retirement. In comparison, pension benefit formulas are generally based on
the work history of participation in the scheme, taking into account the work-
er's job tenure and earnings. Comparing a partial pension with an earnings test,
a partial pension is relatively more favourable for people with short tenure
under the pension scheme. Depending on how they are designed, partial
pensions would only be attractive to people with limited pension entitlements.
Partial pensions based on reduced hours would be more favourable to high-
wage workers than an earnings test that required them to work oniy a few
hours in order to receive a pension.

In countries with high unemployment, early retirement of older workers is
often thought to make room for younger workers having trouble finding jobs.
Special programmes are sometimes instituted encouraging partial or full retire-
ment. This argument is generally wrong. The argument assumes that older and
younger workers are fully substitutable, which may not always be the case.
Older workers may have accumulated job-specific skills that younger workers
do not have, while younger workers may bring new skills to the workforce.
More important, there is not a fixed supply of jobs. Wage earners create a
demand for labour through their expenditures. Excessively young retirement
ages will slow economic growth by reducing the supply of labour to the econ-
omy and raising the mandatory contribution rates necessary to provide the
benefits to support the added retirees. This increae in mandatory contribution
rates reduces the demand for younger workers.

Defined contribution schemes

Most analyses of retirement effects of pension schemes have focused on
defined benefit schemes, assuming that defined contribution schemes would
be neutral with respect to the retirement age of workers. This section discusses
ways in which mandatory defined contribution schemes may affect retirement
age.

Similarly to defined benefit schemes, the establishment of a minimum
pensionable age, before which workers cannot enjoy their benefits, may affect
retirement. Depending on what age limit is set, the minimum pensionable age
could cause workers to retire earlier or later than they would in the absence
of a social security plan. Also the generosity of benefits available from a defined
contribution plan may affect the age at which workers retire. Thus the age at
which a worker retires may be affected by the rate of return in capital markets
near the age of expected retirement. If in his or her defined contribution account
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the worker has accumulated less than he or she had projected, this may cause
him or her to retire later than expected.

By retiring at the earliest possible age with non-annuitized benefits by
choosing the phased withdrawal option, low-income workers in Chile may be
able to qualify later for government-subsidized minimum benefits after they
have reduced their pension assets through withdrawals. A similar strategy
may be used by low-income workers in Australia in order to qualify for govern-
ment-provided benefits.

Defined contribution schemes may affect workers' retirement decisions
because of the effect of changes in the interest rate on the level of monthly
benefits provided by an annuity. Workers may postpone or advance their retire-
ment date, depending on when they expect annuity markets to be more favour-
able in the future. Because interest rate changes affect the level of monthly
benefits provided by a given account balance, workers in defined contribution
schemes will randomly be induced to retire early or postpone retirement on
the basis of their expectations concerning interest rate changes. Thus defined
contribution schemes may affect retirement age through expected and unex-
pected changes in asset values, annuity markets and interactions with minimum
benefit programmes While these changes in asset values and annuity markets
affect workers' decisions as to age at retirement, they do not cause distortions
of behaviour, as arise when workers make strategic decisions based on param-
eters of government programmes.

Pre-retirement effect on labour supply

A social security earnings test may affect the hours a person works before retire-
ment. Because an earnings test acts like a tax on work, it may cause workers to
stop working and retire. It may also cause workers to work longer hours earlier
in life when they are not affected by this tax. Some evidence indicates that this
effect has increased the average working week in the United States by one to two
hours (Burkhauser and Turner, 1978).

Savings and investments

One of the most hotly debated topics in retirement income policy concerning
unfunded defined benefit versus funded defined contribution schemes is the
effect of social security retirement benefits schemes on national savings. An ade-
quate level of investment is crucial to improving living standards. Savings gen-
erate the resources that can finance investment.

The relationship between social security pension policy and savings is inter-
esting for two distinct reasons. One is a concern that, while some social security
schemes may have succeeded in ensuring adequate retirement incomes, they
have distorted capital and labour markets. In particular, pay-as-you-go schemes
are said to have reduced national savings below what would have prevailed
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Box 13.1 Unfunded occupational pension schemes
In France, Germany and Japan the pension schemes provided in the private
sector are to varying extents unfunded. In France the mandatory industry-
wide pension schemes use pay-as-you-go financing. In Germany most occupa-
tional pension schemes are financed using book reserves, meaning that a
separate fund is not established but the pension promises are backed by the
assets of the company. Book reserve financing is used to a lesser extent in
Japan.

without such schemes. The social gains from more adequate retirement income
are supposedly being offset, at least partially, by the social losses associated with
lower savings and thus slower growth. In this respect it is interesting to note that
the occupational pensions in several countries are pay-as-you-go or partially
funded (see box 13.1).

A second reason to focus on the relationship between social security
pensions and savings is that society may decide it needs to generate additional
savings for reasons apart from concern about retirement income. Societies may
decide to adopt a particular social security pension policy to try to increase
savings above levels that would have prevailed had governments never
instituted a social security scheme. Those who advocate these kinds of policies,
however, need to explain why the level of savings produced by the free market
is inadequate, demonstrate that the changes in pension policies will increase
savings rates, establish that such changes will not also introduce unacceptable
distortions elsewhere in the economy and show that alternative policy
tools, such as income tax policy, would be worse suited to accomplishing the
goal.

Opinions differ about the possibility of structuring pension policies to
encourage productive investment without sacrificing other important social
objectives. Part of the dispute involves the strength of any connection between
pension policy and investment. If the linkage is weak, social security policy may
not be an effective way to encourage investment. Another part involves the com-
patibility between social security schemes that seem to encourage investment
and those that help achieve other important social objectives. Defined contribu-
tion schemes that might encourage investment are less attractive if they require
substantial sacrifice of social objectives of reducing risk through defined benefit
social security schemes.

THE LINK BETWEEN NATIONAL SAVINGS AND
ECONOMIC GROWTH

Economies grow because of increases in the amount of labour and capital
employed and through increases in their productivity. Investment increases
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the amount of capital available for each worker to use and facilitates the intro-
duction of new, more efficient production techniques.

For well-functioning economies operating near capacity an increase in the
fraction of productive capacity devoted to investment goods is only possible
if the fraction devoted to consumption goods is reduced. When there are no
unemployed resources, a society cannot invest more unless somebody consumes
less (saves more). But the link between individual saving and investment is
complex and imperfect. Investment is only possible if the amount of resources
used for domestic consumption is reduced, or if capital can be imported from
abroad.5 Saving is the process through which domestic consumption is reduced
and provides the chief engine for investment.

First, national saving is the sum of the net saving of a country's house-
holds (usually called personal saving), its business and its governmental
units. An increase in saving among households will translate into higher
national saving only if it is not accompanied by an offsetting reduction in
either business or government saving. For example, a particular change in
a country's tax laws might encourage individuals to save more, which
would increase national saving in the absence of any other changes. But
the tax change may also cause a deficit in the government's budget. Unless
the increase in household saving is larger than the increase in the government
deficit, the net effect of the change in the tax law will be to reduce national
saving.

Second, saving occurs only when the net effect of a set of transactions is a
reduction in total consumption. A particular household may save for retirement
by reducing its consumption and making a deposit in a financial institution. One
cannot know whether this transaction translates into higher national saving,
however, without knowing what use was made of the funds deposited in the
financial institution. If these funds are lent to a business establishment to finance
a new facility, they have added to national saving and helped finance new invest-
ment. The transaction will produce no increase in net saving or investment,
however, if the funds are (a) loaned to another working-age household to
finance the purchase of a new car or other consumer item, (b) loaned to the
government to finance a budget deficit, or (c) paid to a retiree who is supporting
himself by drawing down the balance he had accumulated in the same financial
institution.

Third, economic growth can be enhanced only if any increase in national
saving is translated into productive investment. In particular, macroeconomic
conditions must encourage investment or else higher saving may cause a
near-term economic contraction instead of the desired longer-term increase in
economic capacity. In addition available investment funds must be allocated
to productive uses. Political interference in investment decisions, imperfections
in domestic capital markets or internal structural barriers cause investment
funds in Africa to flow to less productive uses, limiting the effect of higher
saving on future economic growth.
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How pensions affect personal saving: Predictions from
economic theory

Unfortunately it is not possible to predict the likely effect of pensions on the
basis solely of our understanding of the general operation of the economy. Eco-
nomic reasoning reveals that several forces may be at work. These forces push in
conflicting directions and their relative magnitude cannot be known in advance.

The life cycle theory of consumption

Over the past four decades the starting point for most analyses has been the life
cycle theory of consumption. According to this theory, individual saving beha-
viour is geared to closing gaps between the timing of expected income receipts
and the timing of desired consumption expenses over the course of the life cycle.
In particular savings are accumulated during the working years and drawn
down during retirement years.

The life cycle theory predicts that, in the absence of government interven-
tion, a nation's accumulated stock of savings (its aggregate wealth) at any
given time will be determined largely by the age structure of its population,
per capita income and its retirement patterns. Wealth increases as people save
for retirement and declines as they draw down their retirement savings. The
size of the wealth stock at any time depends on the relative size of the two
flows. It will tend to grow if the working-age population is large relative to
the retiree population, but will decline if the retiree population rises without a
corresponding increase in the working-age population.

Increases in the rate of growth of the economy will also lead to increased
saving rates. When they expect higher future earnings levels, workers will
increase the amount they set aside for retirement to ensure a corresponding
increase in their retirement income. Finally, if workers decide to increase the
fraction of their lifetime spent in retirement by retiring earlier, they will increase
their saving rate; if they decide to work longer, saving rates will fall.6

Other theories of consumer saving

The implications of the life cycle model are often adjusted to reflect the effect of
several other theories. Two have particular importance for discussions of
national pension policy. The first is that part of aggregate household savings
may be motivated by the desire to bequeath wealth to one's heirs. A second is
that an important motivation for saving is the uncertainty about consumption
needs in the future, in particular about how long one will live and what extra-
ordinary expenses (particularly medical and long-term care expenses in some
countries) might arise near the end of one's life.7

Effect of differing asset accumulation patterns

One significant difference between most social security pension schemes and any
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private saving they have displaced is that the former tend to be operated more or
less on a pay-as-you-go basis, whereas the latter are, by definition, advance-
funded.

During the start-up phase of an advance-funded system, contributions are
made but almost no benefits are paid. Instead, if prudently invested, the contri-
butions finance the accumulation of wealth. Only after the system matures are
most of the retirees able to receive full benefits by drawing down their accumu-
lated retirement assets. However the retired population may be forced to
liquidate its accumulated assets at reduced prices if it is a large generation selling
to a small working generation. In contrast, under a classic pay-as-you-go
system, early contributions are collected at a lower rate and used to finance
higher benefit payments to the initial retirees. As the system matures, the pay-
as-you-go contribution rate rises to approximate - or even exceed - the contri-
bution rate necessary under advance funding for the same level of pension.

In principle the advance-funded approach should generate additional
national savings during the start-up phase through two mechanisms: the
higher initial contribution rate required of the employed and the lower benefits
paid to retirees. Each reduces aggregate consumption relative to the situation
under the pay-as-you-go approach. These effects are offset by the added
taxes, or increased government deficit needed, to finance the benefits of current
retirees.

Several theories have been advanced which might substantially narrow the
differences between the effects of pay-as-you-go schemes and funded schemes.
One involves possible offsets operating through bequests. If the working-age
population reacts to the introduction of a pay-as-you-go scheme by increasing
the volume of bequests, the greater savings needed to generate these bequests
can partially offset the lower savings otherwise associated with starting a pay-
as-you go scheme.8 A second complication can arise if the alternatives to a
government-sponsored pay-as-you go scheme are privately operated pay-as-
you-go schemes, such as those produced through informal intra-family arrange-
ments, or more formal systems associated with fraternal or occupation-based
organizations.9

Effect on incentive to save for uncertainties

National social welfare programmes reduce many of the uncertainties people
face in planning for retirement. Social security pension schemes normally pay
benefits as life annuities, reducing the uncertainty associated with not knowing
how long one's assets must last. In developed market economies these benefits
are often indexed to reduce uncertainties associated with future inflation.
Somecountries offer the aged, if not the entire population, comprehensive assur-
ance that needed health care will be provided, further reducing retirement uncer-
tainties. And some countries have formal systems for handling the long-term
care needs of a frail population. All of these policies enhance social welfare by
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increasing the security of the retired population. All also reduce the incentives
that people might otherwise have to save in advance to cover these contingencies.

Effect on financial market development

These quantitative elements in turn lead to qualitative benefits including finan-
cial innovation and modernization of the infrastructure of securities markets
which should help reduce the cost or increase the availability of capital
market funds, and hence aid industrial development as well as facilitating priva-
tization. There may be important indirect benefits in this context, as pension
funds press for improvements in the "architecture of allocative mechanisms",
including better accounting, auditing, brokerage and information disclosure
(Greenwald and Stiglitz, 1990). Modern banking and insurance supervision,
new securities and corporate laws, junior equity markets and credit rating agen-
cies may also develop. In addition an increase in capital investment may raise
labour productivity, which can raise the economic growth rate. This effect
may be particularly powerful in developing countries if a switch from pay-aa-
you-go to funding induces workers to shift from the labour-intensive and
low-productivity informal sector to the capital-intensive and high-productivity
formal sector (Corsetti and Schmidt-Hebbel, 1994), but both the economic ana-
lysis and the empirical evidence supporting such an effect appear weak. Equity
market development has been shown to enhance overall economic development
(Demirguc-Kunt and Levine, 1996).

An often-quoted example of the beneficial effects of funding is that of Chile.
The growth of pension funds accompanied an expansion of overall financial
savings from 28 per cent of GDP in 1980 to 68 per cent in 1993 (Fontaine,
1997), with pension savings accounting for a third of this total. Initially funds
invested mainly in debt securities, owing to regulatory prohibition of equity
investment, but not solely those of the government: also bank certificates of
deposit and mortgage bonds. Debt maturities increased as a consequence of
the development of pension funds to 12-20 years by 1990. Equity investment
was permitted in 1985 and holdings have grown to over 30 per cent of assets.
This accompanied and encouraged a marked expansion of equity market
capitalization from 32 per cent of GDP in 1988 to 90 per cent in 1993. In
1991 the Chilean pension fund managers (AFPs) held a third of public bonds,
two-thirds of private bonds and 10 per cent of equities. Some econometric evi-
dence suggests that the development of financial markets in Chile correlates
with strong development of the real side of the economy, via rising total
factor productivity and capital accumulation (Holzmann, 1997c).

Pension fund development may have facilitated internal resource transfers,
enabling the Chilean government to service its international debts without
extreme fiscal adjustment which was, in other countries, damaging to the real
economy (Fontaine, 1997), by providing a domestic source of borrowing with-
out requiring excessively high interest rates (in fact the debt was generally
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indexed to the consumer price index). Correspondingly public sector debt rose
from 5 per cent of GDP in 1980 to 28 per cent in 1990. Later the demand for
pension funds enabled debt conversion - by both private and public institutions
- to occur smoothly. In addition the fact that pension funds were not permitted
to invest internationally until 1989, and then only in a limited way, is considered
to explain why the capital markets in Chile grew in size and depth so rapidly.
Given the existence of domestic long-term institutions, Chile is probably
better insulated from the shifting behaviour of international investors, as
witness the lower financial market correction in 1992 than for other Latin
American markets. Development of pension funds may have been a major
factor behind Chile's bonds being rated investment-grade, the first bonds of a
Latin American country to be so rated since the debt crisis (Hansell, 1992).
Disclosure standards are reportedly higher than elsewhere in Latin America.
Chile has been unsuccessful, however, at ownership dispersion, one reason
being unwillingness of closely held companies to accept dilution of control.
And the rating regulations for pension fund investment in the stock market
have, until the late 1 990s, prevented funds investing in start-up companies
and venture capital.

Summary of possible effects

In summary, economic reasoning does not lead to a clear prediction about the
effect of a social security pension scheme on personal saving. Introduction of a
social security pension plan is likely to increase national saving to the extent that:

it forces people to make higher contributions for their retirement pro-
grammes than they would otherwise make,

it encourages people to retire earlier than they had intended, or
it offers people a lower return than they would receive on individual

retirement savings.

When people are encouraged to retire earlier than planned they must save
more for a longer retirement period, which is funded by a shorter working
period. This increased saving is partially offset by an increased number of dis-
savers. Such introduction is likely to reduce national saving to the extent that:

it offers people higher returns than they would receive on individual
retirement savings,

it replaces advance-funded retirement arrangements with pay-as-you-go
arrangements, and

it effectively reduces the risks associated with not knowing how long one
will live, or what future inflation rates might be.

Finally a social security pension plan might have little effect on saving to the
extent that:
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it codifies the arrangements that would have existed in its absence
(including private, pay-as-you-go arrangements),

people are able to offset any forced saving that might otherwise occur by
increasing their borrowing, or

any change in the liabilities of future generations is offset by changes in
the volume of bequests from current generations.

How pensions affect personal saving: Statistical evidence

Attempts to measure the actual effect of pension schemes on saving behaviour
face a number of challenges that analysts have so far not successfully overcome.
Comparisons that focus on aggregate national saving look either at trends over
time in one particular country or at differences at a point in time among
different countries. In either case the available data are imperfect and the ability
to adjust for the influence of other factors is seriously limited. A frustrating con-
sequence is that two researchers can produce studies which convincingly convey
contradictory findings. Slight variations in the particular way a statistical test is
conducted, the particular ways that other influences are accounted for, or the
particular set of years or sample of countries studied can mean the difference
between finding that social security schemes increase saving, reduce saving or
have no effect.'° Studies that look at variations in saving behaviour among
different individuals in a particular country suffer from other statistical limita-
tions and are unable to generalize from the possible effects on one part of the
population to the effect on total national saving. Simply comparing across
countries to see a relationship between savings accumulated in the form of
pension assets and national savings rates does not indicate any relationship
(see table 13.3).

Studies of the effect of pay-as-you-go pension schemes

In many countries social security pension schemes now operate largely on a pay-
as-you-go basis, regardless of whether they were originally designed with that
approach in mind. By far the most common premise for statistical studies has
been the examination of whether such approaches have had the unintended
effect of reducing national saving.

Unfortunately efforts to establish the relationship between pay-as-you-go
pension schemes and national saving rates have not been successful. After an
exhaustive review of cross-country studies, and studies of the potential effect
of the system in the United States, one noted American economist concluded:

For a variety of reasons, ranging from introspection and personal experience to the
analysis of statistics on saving, people have developed hunches about how social
security affects saving. Economists, who are no more immune to hunches than
anyone else, have applied the tools of their discipline to try to determine which of
these hunches is correct.
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Note: Savings rate is the total (private sector plus government) savings rate.

Sources: Hughes (1996) derived from World Bank (1994, table 5.1), OECD (l994b, table 2.1).

The evidence is conclusive that so far they have failed. Using the best that economic
theory and statistical techniques have to offer, they have produced a series of studies
that can be selectively cited by the true believers of conflicting hunches or by people
with political agendas that they seek to advance.1'

Reviewing the evidence a decade later, the World Bank reached much the
same conclusion:

numerous empirical investigations (most of them based on U.S. data) have been
unable to prove conclusively that saving did, indeed, drop once pay-as-you-go pro-
grammes were established. ... Analyses of saving rates in other countries yield
similar conflicting results. Studies of the saving effect of old-age security programmes
in Canada, France, the Federal Republic of Germany, Japan, Sweden and the United
Kingdom found no significant effect, except for a slightly positive aggregate effect in
Sweden, where the pension programme is heavily funded.'2

Studies of the effect of advance-funded schemes

Even if pay-as-you-go schemes have not reduced saving, switching to advance-
funded schemes could increase saving. As noted previously, such a policy might
be pursued because of a concern that, without government intervention, the free
market would generate inadequate saving. Mandatory, advance-funded pen-
sions are a form of government intervention that has the potential for altering
this result.

Only a handful of studies have systematically explored the possible effect on
national saving of advance-funded pension or retirement arrangements. One
category of studies examines programmes that offer tax subsidies to encourage
individual retirement saving. They explore the extent to which such policies
cause people to save more, or simply cause people who had already saved to

Social security pensions: Development and reform

Table 13.3 National savings rates and funding of pension systems

Country National savings/GDP Pension assets/GDP

Australia 18 39
Canada 15 3

Denmark 19 60
France 21 3

Germany 23 4
Ireland 20 37
Japan 34 8

Netherlands 25 76
Switzerland 30 70
United 14 73
Kingdom
United States 15 66
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switch their assets into tax-favoured accounts. No clear conclusion emerges
from the studies.'3

Other studies have focused on whether the asset holdings of individual
households vary systematically with variations in their prospective pension enti-
tlements. They focus on the experience in the United States and Canada, where
private pensions are often a part of the employment package but are not
required by law. These may not represent the situation in other societies and
under a universal, mandatory scheme.

The question being researched in these studies is whether households sched-
uled to receive higher pensions appear, relative to their income levels and hold-
ing other things constant, to have smaller holdings of other financial assets. To
the extent. that they do, the smaller holdings can be assumed to be offsetting
some of the increased saving that would otherwise result from the asset accumu-
lation occurring in pension funds. These studies tend to find evidence of partial
offset. Perhaps 60 per cent (results commonly range between 40 per cent and 80
per cent) of the assets accumulated in pension funds are not offset directly by
reduced asset accumulation among recipient households.'4 Since pensions in
the United States and Canada are more common among higher-wage earners,
the degree of asset offset under a universal pension plan may be even lower.
Lower earners have less ability to make offsetting reductions in personal asset
holdings.

Summary of statistical evidence

Despite numerous attempts to measure the effect statistically, no consistent evi-
dence has emerged linking the creation of pay-as-you-go social security schemes
with reductions in personal saving rates. This suggests that, if these schemes
have had a negative effect on personal saving, it probably has been a modest
one. At the same time studies also suggest that advance-funded schemes can
lead to an increase in personal savings, though by less than the gross amount
of the assets accumulated in them. Although pay-as-you-go pension schemes
may not be responsible for depressing personal saving, relying instead on
advance-funded approaches may nevertheless cause personal saving to rise.

THE LINK BETWEEN PERSONAL SAVING AND
NATIONAL SAVING

Generalizations are even more difficult when the perspective is broadened to
include potential links between pension policies and total national savings.
On the one hand, limited evidence available suggests that the positive relation-
ship between advance-funded pensions and personal saving rates may not carry
over into a positive relationship between advance funding and the national
saving rate. On the other hand, while pay-as-you-go pensions may themselves
have had little effect on either personal or national saving, attempts to maintain
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the broader welfare state may have reduced national saving through their effect
on government budgets.

The positive relationship between advance-funded pensions and personal
saving will only translate into increased national saving if the funds flowing
into pension schemes do not trigger offsetting changes in either the government
budget or the economy's financial liabilities. Unfortunately both kinds of offset-
ting changes are possible. In most countries deferred pension income is taxed
more lightly than ordinary saving. Thus any switch in the holding of assets
away from individuals and towards pension schemes will reduce the govern-
ment's tax revenue and lead, other things being equal, to an increase in govern-
ment borrowing. Also increases in financial assets held by private pension funds
need not necessarily lead to higher saving in the economy if they are used to
finance additional consumption rather than additional investment. National
saving does not rise if pension managers use their funds to finance credit card
debt.

Data describing recent experience in several OECD countries show no clear
relationship between the accumulation of assets in pension funds and national
saving rates, suggesting that these types of offsets may have been occurring.
OBCD countries differ widely, both in the prevalence of advance-funded
pensions and in levels of national saving. A comparison of saving rates over
the decades of the 1970s and 1980s with the rates at which pension assets
grew during each decade in each country essentially suggests no correlation
between the two.15

In an extensive review of OECD saving patterns, Dean et al. (1990) analyse a
number of factors that appear to account for some of the differences between
the countries and time periods. They note the role that the growth of social
security pensions may play, but they also present evidence of the effect of a
number of other factors, including variations in demographic patterns and
trends, increases in consumer credit due to financial market liberalizations,
unanticipated inflation, changes in housing and equity prices, tax policies and
real interest rates. Any differential effect from the growth of pension plan
assets may simply be lost in the interaction of all these influences.

At the same time recent OECD data also suggest that government fiscal poli-
cies may play a major role in national saving trends. Although national saving
rates declined substantially between the 1960s and 1980s in almost all OECD
countries, in most of these countries virtually all of the decline is associated
with deterioration in the fiscal conditions of government. The fiscal problems
experienced by most OECD governments since the mid- 1970s arose, at least
in part, from pressures to maintain social welfare spending in the face of
deteriorating economic conditions. To the extent that those pressures can be
traced back either to challenges in meeting past pension promises or to the con-
sequences of tax incentives to encourage retirement saving, part of the respon-
sibility for the decline in government saving may appropriately be attributable
to pension policies. Indeed it may be that pension policies affect national saving
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as much through their effect on the government budget as through any direct
adjustments they trigger in private saving rates.

A similar story emerges in another study which focuses only on the experi-
ence in Sweden but carefully traces the interactions of personal, business and
government behaviour after the introduction of a partially funded, earnings-
related social security pension in 1960. The evidence suggests some reduction
in both personal and business savings offset - at least in the initial years - by
the increase in government savings. Problems developed, however, when the
public sector began to find itself overcommitted in the late 1970s.16

Potential gains from higher savings

Several analysts have developed quantitative estimates of the potential eco-
nomic gain from changing national pension programmes in a way which they
believe would lead to increased national saving and investment. These estimates
always find that the kind of offsetting adjustments just discussed will not occur
in the future. They suggest that, under these circumstances, major changes in
social security pension policy might have measurable but rather modest effects.

Feldstein (1996) calculates that changing the current pay-as-you-go social
security scheme in the United States into one based on funded, defined contri-
bution schemes would eventually increase the aggregate capital stock by about
25 per cent. But he further calculates that an increase of this size in the capital
stock would only lead to a 5.7 per cent increase in GDP. Since the changeover
would occur over a period of 50 years or more, the calculation implies an accel-
eration of about 0.1 per cent per year in the rate of growth of GDP.

Kotlikoff et al. (1996) assume that a similar change in the structure of the
social security scheme of the United States would have an even larger effect.
They find that, after 70 years, the change will have produced a 37 per cent
increase in the capital stock which, they calculate, will generate an 11 per cent
increase in GDP. In their simulation, however, all of this translates into an
increase of only 3.7 per cent in real wage levels. Cifuentes and Valdés-Prieto
(1996) simulated the effect of two proposed Hungarian pension reforms and
found that the proposal involving greater reliance on advance funding might
increase future GDP by some 8 per cent, whereas the proposal that relied on
pay-as-you-go financing might produce an increase of only about 1.5 per cent
of GDP.

Efficiency of financial markets
A related debate among financial economists involves the question whether
altering pension institutions can have a positive effect on economic growth
for reasons not directly related to their effect on national saving. The issue is
the relative advantage of relying primarily on the banking sector as the
source of outside capital for a nation's private business enterprises (the
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traditional practice in Japan and continental Europe) as opposed to relying on
independent financial intermediaries and equity markets (the traditional
practice in the United States and the United Kingdom). Independent financial
intermediaries are said to be more receptive to financing new enterprises and
imposing financial discipline on older, inefficient enterprises. They are also
said, however, to impart an undesirable short-term bias to financial decision
making. 17

Those who believe that the use of independent intermediaries is more likely
to foster economic growth may see in the creation of advance-funded pension
accounts a means to facilitate the emergence of financial markets, especially
in transition economies that did not previously have such markets. The argu-
ment would be that the form of the pension institution may affect economic
growth indirectly through its effect on financial markets even if it has no
direct effect on saving rates.18 Research on this issue is fairly recent. The experi-
ence of those countries implementing reforms needs to be monitored for
evidence of the existence and magnitude of these possible positive effects.

Summary of evidence concerning social security and savings

Economic reasoning cannot be relied upon to conclude that a social security
pension scheme will have a particular effect on national saving. Systems that
offer low implicit returns on contributions and systems which encourage
people to retire earlier or to make higher contributions than they would other-
wise prefer may increase saving. Systems that give people higher returns on their
contributions encourage later retirement and reduce the risks associated with
living in old age. Substituting pay-as-you-go arrangements for advance-
funded arrangements may reduce saving.

Statistical studies have not resolved controversies about the relationship
between saving rates and pension plan structure and finance Those who have
examined in detail the whole range of studies of the effect of pay-as-you-go
schemes on saving seem to agree that these studies do not support the conclu-
sion that national saving rates have declined as a result of the introduction of
pay-as-you-go pensions.

An advance-funded social security pension scheme ought to have a more
favourable effect on national saving rates than a pay-as-you-go system, at
least during the start-up phase. Studies do suggest that the assets accumulated
in such pension schemes are not entirely offset by the action of participating
households. But the statistical evidence does not afford a clear picture of the
net effect on the economy as a whole of advance-funded pensions.

Studies suggest that pension policy is only one of many factors influencing
national saving rates. Policy changes designed to increase saving probably
need to deal comprehensively with a variety of factors, including tax, fiscal
and credit market policies. Such policies may also include changes in the way
pensions are organized and financed, especially if pension policies can be
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adjusted to promote greater saving without unduly sacrificing other important
retirement income objectives. The statistical evidence is not of sufficient quality,
however, to justify adopting a particular pension approach deemed to be
inferior on other grounds solely in the hope that it will increase national
saving rates.

While considerable empirical work has been done on the economic effects of
social security defined benefit schemes, little empirical work has been done on
the effects of defined contribution schemes and thus much less is known
about their effects. In general, social security schemes are mandatory, whether
they are defined benefit or defined contribution, because of the desire by policy
makers, or society generally, to change the behaviour of some workers. Thus
some of the economic effects are desired because of the goals of the pro-
grammes Because they are mandatory, they may, however, have undesirable
as well as desirable effects, as workers attempt to minimize the effects of the
schemes.

Undesirable effects are reduced to the extent that workers support the goals
of schemes that are redistributive or where benefits are linked to contributions.
These two criteria are conificting and workers may choose, through their poli-
tical system, to have a programme that weakens the link between contributions
and benefits in order to provide income redistribution.

Perhaps the most heavily researched, important and controversial issue is
the question of the effect of social security schemes on savings. After years of
research the question is unresolved. Most observers interpret the results as
indicating that an unfunded social security scheme probably does not reduce
savings, but that switching to a funded scheme might increase them. This
result leaves open the more fundamental question of whether social security
schemes should be used to increase savings if such schemes sacrifice other
goals, such as the goal of providing low-risk retirement benefits. Furthermore,
if society desires to increase its aggregate savings, it has other policies at its
disposal, such as tax, private investment and infrastructure policies.

Notes

National pension schemes contain provisions according to which either taxes or mandatory
contributions are collected and benefits are paid. For ease of exposition, the discussion here assumes
a model of earnings-related benefits financed entirely by earmarked social insurance contributions,
although the results also apply to other models.

2 effect could only occur among those individuals (or in those countries) where the benefits
under the social security pension scheme are insufficient to fully support retirees so that they need to
supplement the public pension benefit if previous living standards are to be maintained (see, for
example, Feldstein, 1974).

See, for example, Steuerle and Bakija (1994) or World Bank (1994, pp. 297-302).
Reviews of the empirical studies on retirement can be found in Leonesio (1996), Lumsdaine

(1996) and Magnussen (1996).
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Foreign capital is imported whenever a country runs a deficit in its international trade
accounts. In effect, foreigners have shipped more goods and services to the country than they
have taken out of it, leaving the country able to utilize more goods and services that year than it
produced domestically. Foreign capital flows will be ignored in the balance of this brief since it is
concerned with the effect of pension policy on the ability of a country to finance its own investment.

6 See Modigliani (1986). Note that the life cycle theory implies that it is higher growth that
produces higher saving whereas popular discussions seem always to assume the reverse, that the
higher savings are causing the higher growth, The more common assumption is that causation
runs in the other direction. Perhaps both are true.

See, for example, Kotlikoff (1988). These two supplemental theories may help explain why the
aged appear to reduce their wealth less and wealth appears to be distributed less equally among the
population than the life cycle theory would seem to imply.

See, for example, Barco (1974).
point may have little relevance for today's developed economies but may still apply in

parts of the developing world where family and informal arrangements remain important. After
analysing the finances of then existing craft-based pension arrangements, Pigou concluded that
introducing a social security pension insurance scheme in the United Kingdom was likely to have
only a modest effect on capital formation for this reason. See Pigou (1920). See also the discussion
of informal retirement income systems in The World Bank (1994, ch. 2).

10 Leimer and Lesnoy (1982) demonstrate this point for time series studies in the United States.
' Aaron (1982, p. 51).

12 World Bank (1994, p. 307). Knut Magnussen of Statistics Norway has compiled what is
probably the most thorough and careful current review of studies of the effect of social security on
saving. (See Magnussen, 1996).

13 These particular studies, along with others addressing more generally the relationship
between social security and saving, are summarized in Hughes (1996).

literature is summarized in Munnell and Yohn (1992), Magnussen (1996) and Hughes
(1996).

' This analysis follows the lead of Hughes (1996).
16Palmer (1987).
17 See, for example, Singh (1997).

For example, Holzmann finds that improvements in the financial markets in Chile added
something over 1 per cent per year to the growth rate. Some portion of these improvements is prob-
ably attributable to the pension reform there. See Holzmann (1997c).
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THE CONSEQUENCES FOR PUBLIC
FINANCES 14

This chapter first sets out ways in which pension expenditure and financing are
usually recorded in public budgets and accounts, and goes on to review how
pension financing, directly and indirectly, affects the long-term financial posi-
tions of governments. There are shortcomings with respect to the full recording
of actual public pension expenditure, as well as hidden government liabilities for
the financing of pensions. The last section places the menu of national choices of
pension financing methods in the wider context of public finance policies.
Among related issues discussed elsewhere in the book are the fiscal problems
arising from pension financing (Chapter 1), methods of pension financing
(Chapter 6) and tax expenditures (Chapter 19). The appropriate accounting
for pension costs is relevant to both developed and developing countries.

Public outlays on pension schemes can amount to as much as 15 per cent of
GDP, depending on a country's state of development, the age structure of the
population and other characteristics of its employment and social structure.
Financing transfers of this magnitude inevitably affects the system of public
finance in a country: either directly when governments pay benefits and finance
them from general revenues or through contributions, or indirectly when
private institutions pay benefits and finance them through contributiOns,
which are part of the overall tax and contribution burden of citizens.

PENSIONS IN NATIONAL AND GOVERNMENT ACCOUNTS

Public pensions are pensions paid by government or public autonomous social
security institutions. In standard national accounting they are subsumed under
social security income and expenditure. In the system of United Nations stan-
dard national current accounts, the most frequently used account structure,1
public social benefits - whether financed directly by govermnent or by autono-
mous public bodies - are regarded as government expenditure and appear in the
general government accounts. The general government accounts include all
income and expenditure of the government sector. Thus they include income
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and expenditure of central, state or province (if existing) and local governments
as well as some parastatal autonomous organizations such as social security
institutions.

All, or a subset, of these accounts can be combined into one consolidated
account. International Monetary Fund financial statistics, for example, provide
consolidated accounts for central governments that combine the budgetary
sphere of the central government with nationally operating social security
schemes.2 Consolidation does not simply imply the adding of all income and
expenditure components of the various accounts for the different benefit
levels, as the accounting levels (or levels of government) are often connected
by a complex system of transfers. State governments might receive transfers
from the central government while at the same time they subsidize local govern-
ments. Social security institutions might receive government transfers, or they
might transfer excess contributions to the central government account. The dif-
ferent transfers between government levels cancel each other when a summary
account is established for the overall government sector.

The balancing item of the consolidated (central) government account or
general government account (which is technically called "net borrowing or
net lending", or "cash balance", or "public sector borrowing requirement",
in the terminology used in the United Kingdom), indicates whether the general
government sector is in surplus or deficit. The component accounts within the
different government levels, including the social security account, help trace
where a deficit or a surplus stems from. This means implicitly that current
deficits in social security institutions are part of the national deficit.

A surplus or deficit measures the difference between the current income and
expenditure and, in the case of short-term cash benefits such as maternity and
sickness, this approach might provide a full picture of the financial status of a
social security programme. Short-term benefit schemes' income and expenditure
are normally expected to balance within a year. Social security pension schemes
whose accounts are in balance do not contribute to national deficits in terms
of the consolidated general government account. However balanced annual
accounts do not necessarily signal a sound financial status for the pension
scheme which might still be underfunded in the long run. Thus, by implication,
current national accounts also fail to provide a full picture of government finan-
cial obligations in respect of the financing of pension schemes. The focus on
annual balances is a crucial deficiency of current national accounts for assessing
government obligations for pension financing.

This standard international accounting practice indicates that, in the logic of
the System of National Accounts and International Financial Statistics, social
security benefits provided through public institutions, or lower-level govern-
ment agencies, are regarded as government expenditure in the same way as
benefits organized and financed directly by the central government. In effect
the provision of benefits through autonomous social security schemes is, from
an accounting perspective, considered as merely a different form of government
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organization or provision. The International Monetary Fund's and the United
Nations' accounting methods subsume social security contributions under tax
revenues.

However current national accounting usually does not cover the full
national expenditure on pensions - both public and private - nor its financing.
Incomplete accounting of liabilities and benefits is the second major shortcom-
ing of standard national accounts with respect to pension and social security
accounting. Not captured in government accounts is the provision of pensions
by private entities, such as employers, private occupational pension schemes
and life insurance companies. Most importantly this also includes pension pro-
visions mandated by law but administered, as in Switzerland, by private insur-
ance companies. This effect not only distorts international comparisons of
national pension expenditure based solely on government accounts, but could
also lead to an underestimation of total long-term potential government liabil-
ities for the financing of pensions. Some of these liabilities are implicit and
contingent: for example, government guarantees for private pension schemes,
which only lead to concrete expenditure when private schemes fail. These are
difficult to account for under any accounting system. Others are implicit and
hidden: for example, tax subsidies for private pension schemes, which represent
income forgone by the government (tax expenditures) but should in fact be
counted as an implicit part of overall government pension or social security
expenditure (see the annex to this chapter).

This does not mean that the revenue and outlay of non-public pension
schemes is unaccounted for in the standard national accounts. (Individuals'
contributions to funded private schemes, and the benefits they receive, are to
be found in the accounts of household income and expenditure. Employers'
contributions are to be found in the production accounts and in the savings
accounts of the private sector.) What it does do is to underline the dangers of
comparing pension provision solely on the basis of the government accounts,
particularly between countries which may have very different proportions of
pension income derived from public and private sources.

In principle the accounts for all identifiable pension expenditures and reven-
ues can only be captured in national social expenditure accounts (social expen-
diture budgets) used in countries of the European Union. They are pivotal tools
for the overall management of the social sector at a macroeconomic level.

Social budgets compile expenditure on all national social transfers, includ-
ing the expenditure for benefits financed and administered by private entities,
but mandated or promoted by law, or agreed upon in collective agreements
between employers and workers. As well as pensions and other long-term
benefits, these include health care and short-term cash benefits, as well as
goods and services in kind. The accounts relate them to the totality of all sources
of financing, which include mandatory social security and private insurance
contributions, voluntary contributions, out-of-pocket contributions, employer
liabilities and imputed contributions and financing through taxes. Only when
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such a comprehensive social accounting is established and projected under
realistic economic and demographic assumptions can the long-term sustain-
ability of the total national social protection system be assessed. Furthermore
only then can one assess to what extent the government budget will be affected
by the financing of social transfers.3'4

The annex to this chapter shows the accounting of pension expenditure
within a hierarchy of government accounts for Turkey, as well as a summary
of the overall social budget. Other countries include the estimated tax revenues
forgone through tax allowances. In Germany, for example, indirect fiscal
benefits accounted for 7.6 per cent of total social expenditure in 1993. In the
case of Turkey, the government has covered the deficit of the social security
institutions, while a fundamental reform of the system is negotiated and
widely discussed in public. This budget link is more or less automatic. However
it is not the only way to associate government budgets and social security
budgets.

FINANCIAL LINKS BETWEEN PENSION SCHEMES AND
GOVERNMENT ACCOUNTS

There are a number of ways in which social security pension expenditure and
government accounts are explicitly (or implicitly) linked, and in which pension
financing in particular affects the short-term and long-term financial positions
of governments. There are three ways to organize pension benefits:

government provision, where pensions are provided through government
agencies or departments;

public institutional provision, where pensions are provided by autono-
mous public institutions;

private provision, where pensions are provided by private entities (private
insurance schemes, occupational pension schemes and employers).

There are also three sources of financing for pension schemes:

taxes, where benefits are financed simply by allocations from general
revenues or earmarked taxes;

social security contributions, where benefits are paid by mandatory
contributions collected from employers and workers (this includes mandatory
contributions to private pension provisions which are charged as a percentage
of insurable earnings);

private sources, such as private insurance contributions or imputed con-
tributions attributed to an employer, or to employees, who finance pensions
directly out of the current income of a company or through forgone wages
paid on the basis of collective agreements or legal obligations (entirely volun-
tary individual financing is excluded here).
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Table 14.1 Combinations of types of pension provisions and pension financing in
selected national pension schemes

Source: US Social Security Administration:

Table 14.1 shows some of the main cases of the possible combinations of
benefit provisions and sources of financing. Apart from the case of government
provision tax financing, the income of most national pension schemes comes
from a mix of different sources. General tax revenues are a major source of
income, even in systems that are not predominantly tax financed. In many
cases government resources flow in the form of open or hidden subsidies to
national social insurance schemes, and there are even cases where government
resources flow to the accounts of private insurance companies, for example
when governments contribute to privately managed pension schemes on
behalf of their own employees or when they grant tax concessions to employers
or workers contributing to a private pension scheme. At the same time, not all
the current income of pension schemes might be used to finance concurrent pen-
sions. Resources flow from pension schemes to the private sector or government
accounts when social insurance or private insurance reserves are lent to govern-
ments or private companies.

As a result there are many explicit or implicit, conditional or unconditional
recurrent or occasional transfers of financial resources between the government
accounts and social security and pension schemes.

FINANCIAL FLOWS FROM PENSION SCHEMES TO
GOVERNMENT ACCOUNTS

The debate about public deficits and high overall public spending on social
protection may hide the fact that some government budgets have benefited
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Dominant source
of financing

Government provision Public institutional provision Private provision

Taxes Denmark (first-tier
schemes), Australia,
South Africa (social
assistance schemes)

Sweden (universal pension)

Social security
contributions

USA, Cyprus, Canada,
UK, Ireland

France, Germany, Belgium,
Spain, Portugal, Costa
Rica, Poland, Bulgaria,
Ghana (basic schemes),
Sweden (second tier)

Private sources Switzerland, Australia
(second-tier schemes),
Germany, France
(second-tier schemes)
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from the existence of national pension schemes. Young pension schemes nor-
mally produce large surpluses in their early years, as that is a period when
often substantial contributions are collected but no, or few, pensions are
paid. In schemes with direct government provision and earmarked financing
(for example, through payroll taxes), these surpluses might simply be absorbed
into the general government budget. The social security pension schemes in
many Central and Eastern European countries, for example, for many years
transferred surpluses into the general government account, sometimes even
without any formal accounting. The volume of money, collected through the
high social security contributions levied on the wage funds of enterprises,
bore no relationship to present or expected future benefit expenditures. Social
security contributions were thus simply another form of tax.

Also young pension schemes, operating under the social insurance model of
public provision, accumulate substantial reserves. These reserves must be
invested. Many schemes are forced by law, or simply adopted the practice of
investing in government bonds. In many countries these investments have
been devalued by high inflation rates or have earned lower than market interest
rates.5 In other cases governments have simply forced the scheme to write off
government debt. In all these cases, the social security pension schemes
subsidized government budgets by accepting a low interest rate, write-offs or
no inflation proofing of interest rates. In such cases social security contributions
are simply another form of tax helping to finance current government expendi-
ture. These types of implicit transfers from a social security scheme to the
government budget are often not directly visible in government accounts.6

FLOWS AND LINKS BETWEEN GOVERNMENT ACCOUNTS
AND PENSION SCHEMES

Direct flows

Direct government involvement in financing pensions is not limited to full
financing of pension benefits as occurs, for example, in Denmark. Governments
may also subsidize social security pension schemes through a general subsidy, as
in Cyprus, where the government contributes four percentage points of the
total insurable earnings to the social security pension scheme, which collects
a total of 16.6 per cent from employers, employees and the government com-
bined. In other countries, government subsidies transfer specific amounts or
percentages of total benefit expenditure which compensate the scheme for
specific tasks considered to be those of general government, as in Germany,
where the Ministry of Finance transfers a fixed percentage of the benefit
expenditure to social insurance pension schemes. Governments also often con-
tribute to social security pension schemes or private pension schemes (as, for
example, in Switzerland) through employer contributions for their own
employees.7
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The public financing of transition costs, which fall due when a country is
changing its social security pension scheme from a pay-as-you-go or partially
funded defined benefit scheme to a funded defined contribution scheme, is
another form of explicit government financing of a national pension scheme.
Government could finance these additional obligations through immediate
tax increases, by using the proceeds from privatization, borrowing on the capi-
tal market, or even from the new pension scheme which is accumulating sub-
stantial reserves in its early years; or it could issue recognition bonds which
are bonds that honour the pension rights of beneficiaries from the old pension
scheme. These recognition bonds thus transform a government debt (which is
equivalent to the current value of all pension rights of all present pensioners,
as well as the acquired rights of all contributors at the time of the reform)
into a series of annual transfers from the budget into the new pension
scheme. The use of borrowing, or recognition bonds methods, spreads the finan-
cing of the transition over several decades, or even over a number of generations
of insured persons. In this context it should be noted that the issuance of recog-
nition bonds, or the promise to finance a defined transitional cost, transforms a
conditional government liability into an unconditional one. Pension promises
that are underwritten by governments, or even directly financed by them, are
generally conditional as the related or contingent government liabilities are,
in practice, often adjusted to fiscal and financial constraints. Bonds, or other
forms of financing and defined debt, are unconditional liabilities. Such switches
might be good policies for a variety of non-fiscal reasons, but they greatly
reduce the flexibility that governments have in dealing with future financial
situations. The limitation of future financial flexibility becomes even more
severe when governments issue price-indexed bonds in order to permit the
private insurance industry to issue price-indexed annuities.

Table 14.2 shows the degree of general revenue financing within the overall
national public social protection scheme8 in selected countries. The countries
have been selected according to their system of providing and financing basic
pension benefits, ranging from schemes which come under the system of govern-
ment provision (Australia, Netherlands, United Kingdom) to those dominated
by social security provision through autonomous public institutions (Austria,
Bulgaria, Egypt) and to those dominated by the private provision model
(Chile). All countries have some form of mixed financing system. Even in the
United Kingdom, which is often quoted as the standard case for general revenue
financing of social protection, social security contributions account for about
one-third of the total social security financing. In Chile, however, with its
emphasis on private financing, in the late 1990s current benefits were overwhel-
mingly financed from general revenues. The reason for this is that the govern-
ment collected contributions only from those who decided to remain in the
old system. These contributions were not sufficient to cover the benefits
awarded on the basis of the old law and therefore those benefits were financed
from general revenues.
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Table 14.2 Simplified central government accounts for selected countries mid-
1990s (in percentage of GDP)

Source: International Monetary Fund.

The data in table 14.2, based on the International Monetary Fund govern-
ment account data, are limited to measuring explicit financial flows into the
social sector, and hence into basic public pension schemes. Government
accounts generally do not display indirect or implicit govermnent liabilities
for the financing of public and private pension schemes, which are discussed
below.

Indirect subsidies and contingent liabilities

In addition to direct financial costs, governments may bear indirect costs or be
liable for potential costs. When government agencies administer pension bene-
fits directly, they often pay part of the administrative cost which mightnot be
clearly attributed to the administration of pension benefits. If pensions are
administered by the Ministry of Labour and Social Affairs (as in Cyprus),
part of the administrative cost of the ministry should normally also be financed
through social insurance contributions. If this is not the case, the government
supports the scheme through a further indirect transfer. If pension provision
is commissioned to private entities (as in the case of the Australian occupational
pension schemes, the pension fund administrators in Chile, or the mandatory
occupational pension scheme in Switzerland), the provision of pensions still
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Austria
1994

Australia
1995

Bulgaria Chile
1995 1995

Egypt Netherlands
1993 1995

United Kingdom
1995

Expenditure
Social assistance and
social security

18.8 9.2 10.5 6.4 3.0 18.8 13.0

Health 5.5 3.7 1.4 2.3 0.7 7.4 5.8
Other 16.2 14.5 29.6 10.5 23.7 24.6 23.0
Total 40.5 27.4 41.6 19.2 27.4 50.9 41.8

Revenues
Taxes 18.8 22.2 20.3 16.5 14.2 23.8 27.3
Soc. Sec. Cons 14.1 0.0 7.7 1.3 2.6 19.2 6.2
Pensions 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Other income 3.3 2.5 8.4 3.8 13.8 3.1 3.0
Total 36.2 24.6 36.4 21.5 30.6 46.1 36.5

Surplus/deficit -4.2 -2.3 -5.2 2.3 3.2 -4.7 -5.3
General revenue share
of financing of the social
sector as % of total
social expenditure

41.98 100.00 35.36 85.05 28.86 26.92 66.83
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creates costs for the government, which must supervise and regulate these
private bodies (for example through the superintendent of pension funds in
Chile). The granting of tax concessions to persons or employers who join private
occupational pension schemes is another form of indirect government cofinan-
cing of national pension expenditure.

Yet another form of government participation in the financing of pensions
which is becoming increasingly important, especially after reforms which man-
dated some of the national pension provision to private entities, is the role of the
government as financial guarantor, or ultimate underwriter, of social security
and private pension schemes. This contingent liability through underwriting
of social security or private pension schemes can take several explicit and impli-
cit forms. An explicit form occurs when the social insurance law stipulates that
the government would cover potential deficits of a social security scheme. The
latter are often linked to an obligation of the scheme to reduce the deficit,
either through increasing contributions or through expenditure reductions.
Guarantee payments of this type exist in several western and Central and
Eastern European countries (for example, Bulgaria). In other cases of direct
guarantees, governments might guarantee minimum pension levels by comple-
menting social security or private pension benefits, which provides each benefi-
ciary who meets certain conditions with a minimum benefit level (as is the case
in the pension scheme in Chile). These benefit guarantees are sometimes called
"conjectural liabilities".9 They are affected by systemic declines in the price
of assets of private savings schemes, or liabilities associated with market
turmoil-induced drops in asset prices.

An implicit guarantee is given if, owing to public political pressure, the gov-
ernment simply must bail out non-performing private or social security schemes
(as with, for example, Bag-Kur, the public system for the self-employed in
Turkey). A form of indirect bailing out of failing public and private pension
schemes is the increased payment of social assistance benefits in case pension
systems are not in a financial position to pay benefits in full, or when benefits
are provided at a low level.

Through financial guarantees, governments provide reinsurance for public
and private social transfer systems. Thus, even if governments do not directly
finance pension benefits, they underwrite multiple risks, including the following:

unforeseen negative developments in system demographics and economics,
insufficient returns on investments (lower than expected interest rates and
falling asset prices),

bad management,
failing political support for the existing systems leading to changes in the
regime.

These risks may be diffiöult to predict. However they embody substantial
financial commitments by the, government which, if it were a private sector
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financial management company, would have to be accounted for by recurrent
reinsurance premium payments. It can be concluded that the direct amount
of pension expenditure in government budgets to be financed from general
revenues is higher under the government provision model (direct delivery)
than under the other models. However, under the indirect delivery models,
governments may face substantial hidden fiscal risks. Indirect delivery of
benefits also means that the government's ability to manage the financial devel-
opment of the main national pension benefit may be more limited than under
the direct delivery pattern. Under the private delivery model, the government
share in the financing of pension schemes could in theory be reduced to zero,
but the implicit - and to an extent unpredictable- liabilities, some of them stem-
ming from capital market risk that is to a large extent outside government man-
agerial control, are bigger than under the public institutional delivery of
pensions.

Standard government accounts and other commonly used ancillary
accounts fail to record indirect subsidies and contingent liabilities. This might
be largely due to the technical difficulties in quantifying these liabilities. Yet
their quantification should be part of the design of a rational long-term overall
public finance strategy incorporating a social security financing strategy.

THE EFFECT OF PENSION FINANCING ON PUBLIC DEFICITS
AND DEBT

All types of explicit public expenditure, indirect subsidies and contingent
govermnent liabilities, including those for publicly guaranteed or financed
pensions, can produce annual deficits in institutional or government accounts.
Since annual deficits are components of debt, the discussion here focuses on the
concept of public debt caused by pension expenditure. This discussion of neces-
sity focuses on the effect of direct pension expenditure, as indirect subsidies and
contingent liabilities are generally not, or not completely, recorded in govern-
ment accounts, However it should suffice to clarify the principal nature of the
impact of pension financing on public deficits and debt.

It has become common practice to distinguish between explicit and implicit
pension debt, although both notions are fraught with definitional and methodo-
logical problems.

Explicit debt

The above analysis of the links between current government accounts and pen-
sion financing indicates that any explicitly recorded expenditure position in a
negative consolidated government account contributes to a deficit and hence
to public dissavings or the creation of public debt. In the same way, deficient
tax collection, attributable either to a poor design of the tax revenue structure
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or to tax evasion (see Chapter 10), contributes to deficits, and hence also to
public dissavings or debt.

If a social security pension scheme (whether government executed or admi-
nistered by an autonomous public institution) has its earmarked resources in the
form either of social security contributions or of earmarked taxes, annual posi-
tive or negative balances can be calculated, as demonstrated in the Turkish
example in the annex to this chapter. Consequently explicit debt accumulated
in the past can be calculated. The debt accumulation can be rapid if the revenue
shortfall is large. The debt accumulation should include the interest that govern-
ment must pay to lenders to finance the accumulating debt in case of an overall
negative government budget, or the forgone interest income that the govern-
ment would earn on the total accumulated amount of pension subsidies. In
the latter case the government could have invested the resources elsewhere
and would have earned interest on those investments had the pension scheme
not required subsidies. In the case of Turkey, debt would accumulate within
one decade from 1.7 per cent of GDP in 1995 to 23 per cent in 2005, provided
that the present financing practice was not changed.

If a social security pension scheme is financed from general revenues, no
annual deficit or surplus - and consequently no pension reserve or debt - can
be calculated directly. The only way to introduce the notions of deficits and
debt would be to fix a certain arbitrary level of maximum acceptable expendi-
ture, codified, for example, in the form of explicit budget allocations, and to
regard positive or negative past deviations from that benchmark as a (norma-
tive) deficit or surplus. In the same manner as in the case of schemes with ear-
marked revenues, these deficits can then be linked to the overall national public
surplus and deficit and hence, in a longer-term view, to savings or debt.

But, even in the case of a scheme with earmarked resources and a negative
balance, earmarked taxes or contributions might never have been designed to
cover the full social security pension cost, as general revenue subsidies might
always have been foreseen (as is the case in Cyprus or in the Farmers' Pension
Scheme in Germany). This also applies to the provision of pensions through
public institutions where, when the contribution rates were determined, govern-
ment subsidies have always been envisaged. In this case, singling out explicit
pension deficits as a unique or major source of general public debt is misleading.

In the case of private pension provisions, deficits and debt have a double
meaning: there are the annual deficits, and the accumulating monetary debt,
that a private insurance company can experience like any other private business;
however there is also the notion of an actuarial deficit/surplus which is esti-
mated as the difference between the assets of a scheme and the present value
of all its accrued pension commitments. The actuarial balance sheet can be in
a deficit without an insurance company facing any actual cash flow problem;
it simply means that, if the company were to be liquidated at a given point in
time, the total amount of assets would not, under a given set of assumptions,
be sufficient to cover all pension obligations of the company towards present
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pensioners and contributors. This private insurance notion of pension debt is
the root of the concept of the implicit pension debt of social security schemes.

Implicit debt

While explicit public debt is a retrospective concept summarizing real past
deficits, implicit debt is a prospective concept. Implicit debt is the result of a
summation of expected future deficits. Depending on the source, the term is
often defined in two different ways: (1) implicit social security pension debt
equals the present value of all future benefits to present pensioners and all
accrued rights of current contributors/taxpayers, minus the amount of the initial
reserve of the pension scheme; (2) implicit social security pension debt equals the
present value of all future benefits to present and future pensioners, minus the
amount of the initial reserve of the scheme, minus the present value of all
expected future contribution payments of present and future insured persons
at a constant initial contribution rate.

The first definition follows a strict private insurance concept, while the
second is a modification of the concept which follows a public finance approach.
The first definition has been used by the World Bank'° in its publication Avert-
ing the old-age crisis and the second is preferred by the International Labour
Office and the International Monetary Fund and is commonly used by the
World Bank in its analysis of client countries.11

An amount is calculated in the first definition that (except for the initial
reserve) is equal to the termination reserve, which is the reserve that one
would need to have available in order to settle all financial obligations to present
pensioners and present contributors with accrued rights according to the
present rules of the scheme.12 The level of the termination reserve can be
regarded as the full funding level of the scheme. This amount thus also equals
the resources that would be required to close down a social security scheme
(in order to start a new one) while honouring all past commitments. No
major social security scheme around the world has a termination level of
reserves. For social security schemes, which are not secured by amounts of
invested financial resources but rather by societal commitments and contracts
between generations, this level of funding is unnecessary. This notion of debt
may be useful for some intergenerational accounting, for example for determin-
ing the amount of contributions that would be required in the future to pay for
already accrued pension liabilities, but it has little relevance as an indicator for
the overall financial status of a social security pension scheme.

The second definition assumes that promises are made to all present and
future generations of pensioners and contributors, which must be honoured
and protected by law, and that present and future contributors will always
have to pay their dues to finance the system. These assumptions have sometimes
proved to be invalid, as countries have failed to honour their social security
commitments. For countries with sound governance, however, this definition

378



The consequences for public finances

describes the gap between expected future expenditure and revenues, provided
that present and future contributors continue to contribute at currently legis-
lated contribution rates. In tax-financed systems the second definition can
only be applied by proxy. It must be assumed that the present level of govern-
ment resources used to finance pensions (measured in relative terms, for
example, as a percentage of GDP) will stay constant throughout the foreseeable
future, and rising pension expenditures (also in relative terms) will open up the
potential pension deficit gap and thus implicit pension debt is accumulated. For
the responsible ministry this potential financing gap is an indicator of its poten-
tial additional financial liability in the financing of the pension scheme.

It must be stressed that the term "implicit pension debt" (second definition)
does not describe a real financial liability of the government. Owing to its
prospective nature it only describes potential debt. The potential debt is only
an indicator of a financial risk for the government rather than a real financial
obligation. This debt might never occur if the government, as a consequence
of good and pre-emptive governance, is always able to adjust the contribution
rates or the tax allocation for the financing of pensions, or to reduce benefit
expenditure. Sweden's pension reform in the 1990s, for example, will most
likely reduce its potential debt substantially.

The concept of implicit pension or social security debt is frequently misused
in pension reform debates. Frequently it is argued that a large implicit debt
using the first definition is a problem that should be corrected by a change in
social security financing. However that is only correct if there is a large debt
under the second definition. If there is a large implicit debt under the first
definition, but financing has been agreed upon by society and ratified in legisla-
tion so that there is no implicit debt under the second definition, there is no
social security financing problem. It is thus questionable to offset transition
costs triggered by a change of pension financing systems (for example, from
pay-as-you-go defined benefit to funded defined contribution) against implicit
pension debt (as is done in many national reform debates), since fiscal transition
costs are real or unconditional, whereas implicit debt is only occurring if
governance fails.

Figure 14.1 shows an estimate of the emerging financing gap between social
security pension expenditure (measured as a percentage of GDP) and the
present financing level for all OECD countries. OECD countries in 1990
spent an average of 8.5 per cent of GDP on pensions. An ILO model projects
that this ratio will increase to 15.2 per cent of GDP by 2050.13 The graph
assumes that the present level of financing as a percentage of GDP would be
maintained throughout the 60-year projection period.

On the basis of emerging annual social security pension financing gaps, the
implicit pension debt (according to the second definition) can be calculated.
Figure 14.2 shows the total implicit debt (assuming the present financing
level) in 11 selected countries for which data could be obtained which permitted
long-term projections. The figure shows that the implicit social security pension

379



Social security pensions: Development and reform

Figure 14.1 Potential pension deficit, OECD, 1990-2020 (in percentage of GDP)
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debt under the second definition ranges from virtually zero in the United King-
dom to about 210 per cent of GDP in Turkey. The middle ground is covered by
countries like Denmark, Germany and Sweden, with implicit debts around 100
to 160 per cent of GDP.

Figure 14.3 demonstrates how a potential financing shortfall of a social
security pension scheme can be resolved. It is assumed that, for the OECD
countries, the retirement age will increase by, on average, 3.5 years combined
with an increase of the financing level of 20 per cent. The combination of
policy measures reduces the implicit debt over 60 years to zero. It implies
that, at first, the national schemes will be overfinanced for a number of years.
In later years, the return on investments on the accumulating reserves - and
ultimately phased dissavings, together with current tax and contribution alloca-
tions - would be sufficient to cover the expenditure.

PENSION FINANCING AND PUBLIC FINANCING STRATEGIES

The above analysis of the direct and indirect links between public finances and
pension financing shows that governments, representing society at large, always
remain the ultimate guarantor of national social security pension schemes. If
promises covering the lifetime of several generations can be made at all, they

4- Total expenditure

Assumed revenues2



Source: ILO calculations.

can only be made by societies as a whole. Capital markets, private insurance
companies or enterprises, as alternative providers of old-age security, cannot
give long-term guarantees as to their proper functioning or even their mere sur-
vival over such long periods.

If one takes a global view of social security schemes and presupposes that the
ultimate government responsibility is to ascertain at least a minimum level of
transfer of resources for consumption to the elderly, the disabled and survivors,
then national choices of public and private provision of pension benefits, or any
specific public-private mix, are reduced to questions of social and income
policies versus questions of public finance policies.

The public provision of the majority of all pension benefits means that the
income distribution effects of these transfers can be designed to provide anti-
poverty protection, and to achieve a certain reduction of income inequality
through the pension scheme. Commissioning a part or even, as in the case of man-
datory defined contribution schemes, the bulk of all pension provisions to the
private sector will inevitably lead to greater income inequality among the benefi-
ciaries, since private entities can hardly be expected to include redistributive
elements in their benefit provisions. In these cases, the state usually maintains a
redistributive pension programme, such as a guaranteed minimum benefit.

The fiscal policy angle of pension financing is explored here in more detail.
The design of a national pension financing system also reflects the overall public
finance strategy of the government. Fiscal policy makers must match the cost of
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Figure 14.2 Estimated potential implicit pension debt, selected countries, 1990 (in
percentage of GDP)
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Figure 14.3 Consolidated potential pension deficit, OECD, 1990-2050 (percentage of
GDP)

Percentage of GDP
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fulfilling a set of government obligations with the amount of scarce resources
generally available. They have a limited range of income sources at their dispo..
sal, namely tariffs and excise duties, charges for government services, indirect
and direct taxes and social security contributions. They basically have two
options to discharge their obligations to society, either by direct provision or
by commissioning services out to the private sector, or to parastatal institutions.
They can also mandate private financing of services commissioned to the private
sector, for example by requiring mandatory contributions to private pension
schemes. However the different financing and delivery options are intercon-
nected. If, for example, the level of pension expenditure, regardless of how it
is financed, becomes too high, either it will begin to crowd out other national
social expenditure or public expenditure, or fiscal pressure will result in a reduc-
tion of pension benefit levels in an effort to keep the overall tax and contribution
burden for citizens at an acceptable order of magnitude.14 Contributing and
tax-paying citizens demand that governments provide, directly or indirectly, a
certain range and quality of services, and they naturally want to minimize the
cost of these services in terms of overall tax and contribution burden.

It should not be assumed that commissioning the financing and provision of
pensions to the private sector has no effect on tax revenues, though these effects
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will normally be indirect, Apart from the above-mentioned implicit or explicit
government obligations, as ultimate underwriter of national pension provisions,
government budgets can indirectly be affected by private provision of social
security. There is no rule as to what the acceptable limits of overall taxation
and contribution payments are, but there are indications that societies in
Europe, notably northern Europe, are accepting higher limits than in North
America and elsewhere.15 It is also unclear whether these limits generally
depend on the actual mix of financing instruments (for example, taxes or contri-
butions). However, with such limits, mandatory contributions to pension
schemes, regardless of whether they are paid to parastatal social insurance
schemes or mandatorily to private insurance carriers, potentially limit the govern-
ment's general taxation capacity, or are restricting other government expenditure.

Thus, whether governments prefer to commission pension financing to para-
statal authorities or to private insurance carriers, or prefer to administer all
compulsory pension provisions themselves, it inevitably becomes a matter of
overall national financial and fiscal planning. Leaving income policy considera-
tions aside for a moment, a government would then prefer direct provision of all
mandatory pension programmes over mandated private sector provision if its
tax revenues, available for the coverage of non-pension benefits, are higher.
Should it believe that the overall tax, plus contribution income, would be
higher under mandated private sector provisions and that the earmarking of
resources for pensions would leave it with a bigger amount of revenues to
finance non-pension obligations, it would most likely prefer this type of finan-
cing mix. When comparing the different options, however, it should also take
into consideration the hidden cost of the financial guarantee it offers with
mandated private sector provision, as well as the loss of room for financial
manoeuvre when overall uniform tax revenues are replaced by a system of ear-
marked taxes (or contributions). Considerations of this nature have led some
representatives of the International Monetary Fund to prefer, in the case of
some countries, direct public financing of public social transfer obligations
through the government or, in other words, the promotion of the principle of
unifying all public finance commitments under "one roof' in the interest of
greatest possible manageability of the overall system of public finance.16 The
interests of citizens, however, might differ from those of fiscal policy planners.
Citizens might prefer to have a certain share of their overall tax and contribu-
tion burden at least formally reserved for their old-age provisions. They might
not be aware of the fact that they might have to pay for this earmarking in the
form of a higher overall financial burden (for example as a result of higher
administrative costs under indirect institutional or private provision of
pensions) or they may be willing to accept these transaction costs to insulate
resources for old age against rival uses of public resources, or' they may try to
shift "excess cost" to employers.

The design of the overall national public finance policy, including the choice
of the pension financing system, is always the result of a long explicit - or
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Table 14.3 Consolidated government account, Turkey, 1995-2005

Base case Percentage of GDP

implicit - negotiation process between the public and the government. The
ultimate choice of public finance instruments will reflect the popular trust or dis-
trust of governments; the public perception of the role of the state; the trust or
mistrust of private sector institutions, including the functioning of the capital
markets; the perceived need of publicly guaranteed social and income security;
and social values, such as the degree of societal solidarity and the acceptance or
non-acceptance of income inequality.

Pension schemes make long-term promises. There are different ways to finance
these promises. The accounting instruments necessary to monitor the full public
cost of a national pension scheme and its financing, in the short and long run,
are not yet developed. What is by no means clear, owing to the numerous direct
and indirect links between the general government accounts and pension
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1995 1996 1997 1998 1999 2000 2005

Revenues 21.6 19.0 18.4 18.0 17.6 17.3 16.9
Direct taxes 6.4 6.5 6.6 6.7 6.7 6.8 7.2
Indirect taxes 7.6 6.3 5.8 5.6 5.4 5.2 4.9
Social security contributions 3.1 3.3 3.3 3.3 3.3 3.3 3.4
Other non-tax revemses 2.5 2.4 2,2 2.0 1.9 1.7 1.2
Grants 0.1 0.1 0.1 0.1 0.1 0.1 0.0
Annexed budget 0.1 0.1 0.1 0.1 0.1 0.1 0.0
Privatization revenues 1.2 0.0 0.0 0.0 0.0 0.0 0.0
Capital income 0.1 0.2 0.2 0.1 0.1 0.1 0.1
Received government's transfers 0.7 1.2 1.5 1.8 2.0 2.2 3.2
Other revenues 0.4 0.2 0.1 0.1 0.1 0.1 0.0

Expenditures 24.7 22.5 21.5 19.6 18.4 17.8 18.0
Personnel 6.8 6.7 6.6 6.5 6,4 6.3 5.9
Other current expenditures 1.8 1.8 1.8 1.8 1.8 1.7 1.4
Social security benefits 4.1 4.4 4.5 4. 4.9 5.1 6.1
Investment 1.3 1.1 1.1 1.1 1.1 1.1 1.1
Interest 7.5 5.3 4.5 2.4 1.3 0.8 1.0
Transfers to state-owned enterprises 0.6 0.6 0.6 0.5 0.5 0.5 0.3
Transfers to social security institutions 0.7 1.2 1.5 1.8 2.0 2.2 3.2
Other transfers 2.7 2.7 2.6 2.5 2.4 2.3 2.2

Balance -3.2 -3.5 -3.2 -1.6 -0.8 -0.4 -1.1
Deferred payments 0.3 0.1 0.1 0.1 0.1 0.1 0.0
Advanci 0.3 0.1 0.1 0.1 0.1 0.1 0.0
Cash balance -3.2 -3.5 -3.2 -1.6 -0.8 -0.4 -1.1

Source: ILO projections.
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Table 14.4 Social security account, Turkey, 1995-2005

Central government account Percentage of GDP

Base case 1995 1996 1997 1998 1999 2000 2005

Revenues 17.9 15.3 14.7 14.4 14.1 13.9 13.3
Direct taxes 6.4 6.5 6.6 6.7 6.7 6.8 7.2
Indirect taxes 7.6 6.3 5.8 5.6 5.4 5.2 4.9
Social security contributions 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Other non-tax revenues 2.5 2,4 2.2 2.0 1.9 1.7 1.2
Grants 0.1 0.1 0.1 0.1 0.1 0.1 0.0
Annexed budget 0.1 0,1 0.1 0.1 0.1 0.1 0.0
Privatization revenues 1.2 0.0 0.0 0.0 0.0 0.0 0.0
Capital income 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Received government's transfers 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Other revenues 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Expenditures 21.2 19.2 18.3 16.3 15.2 14.6 14.7
Personnel 6.7 6.6 6,5 6.4 6.3 6.2 5.7
Other current expenditures 1.3 1.3 1.3 1.3 1.3 1.2 0.9
Social assistance paid by ministries 0.1 0.1 0.1 0.1 0.1 0.0 0.0
Social security benefits 0.4 0.5 0.4 0.4 0.5 0.5 0.5
Investment 1.1 0.9 0.9 0.9 0.9 0.8 0.8
Interest 7.5 5.3 4.5 2.4 1.3 0.8 1.0
Transfers to SEEs 0.6 0.6 0.6 0.5 0.5 0.5 0.3
Transfers to social security institutions 0.7 1.2 1.5 1.8 2.0 2.2 3.2
Other transfers 2.7 2.7 2.6 2.5 2.4 2.3 2.2

Balance -3.2 -3.9 -3.6 -1.9 -1.1 -0.7 -1.4
Deferred payments 0.3 0.1 0.1 0.1 0.1 0.1 0.0
Advances 0.3 0.1 0.1 0.1 0.1 0.1 0.0
Cash balance -3.2 -3.9 -3.6 -1.9 -1.1 -0.7 -1.4

Social security account Percentage of GDP

Base case 1995 1996 1997 1998 1999 2000 2005

Revenues 4.3 4.9 5.1 5.3 5.5 5.7 6.7
Direct taxes 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Indirect taxes 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Social security contributions 3.1 3.3 3.3 3.3 3.3 3.3 3.4
Other non-tax revenues 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Grants 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Privatization revenues 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Capital income 0.1 0.2 0.2 0.1 0.1 0.1 0.1
Received government's transfers 0.7 1.2 1.5 1.8 2.0 2.2 3.2
Other revenues 0.4 0.2 0.1 0.1 0.1 0.1 0.0
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financing and the pivotal role of governments, as at least a partial guarantor of
income security, is that no one specific financing option is ultimately cheaper for
governments and their financiers, the tax-paying and contributing citizens than
the others.

ANNEX: PENSIONS IN THE HIERARCHY OF GOVERNMENT
ACCOUNTS IN TURKEY17

In order to simplify the complex accounts at all non-social security levels of
government, in this example accounts have been consolidated into one central
government account (table 14.3). The social security account itself consolidates
four different institutional accounts (table 14.4). The constituent institutional
accounts have also been omitted here. The figures given are expenditure and
income items expressed in percentage of GDP. Pensions constitute the domi-
nant expenditure share in the row "social security benefits". The following
tables also show an example of a hypothetical budget forecast which was estab-
lished under a specific set of economic assumptions with the help of the ILO
social budget model (tables 14.3, 14.4 and 14.5). The tables show that the
social security scheme requires increasing government transfers as benefit
expenditures increase and the "own income of the social security scheme" -
social security contributions - virtually stagnate at least when measured as a
percentage of GDP.

Figure 14.4 traces the share of the social security deficit within the total
government deficit and the pension insurance deficit within the social security
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Table 14.4 Continued

Social security account Percentage of GDP

Base case 1995 1996 1997 1998 1999 2000 2005

Expenditures 4.3 4.6 4.8 5.1 5.3 5.5 6.5
Personnel 0.1 0.1 0.1 0.1 0.1 0.1 0.1
Other current expenditures 0.4 0.4 0.4 0.4 0.4 0.5 0.5
Social security benefits 3.7 3.8 4.0 4.3 4.5 4.7 5.6
Investment 0.2 0.2 0.2 0.2 0.2 0.2 0.3
Interest 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Transfers to SEEs 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Transfers to social security institutions 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Other transfers 0,0 0.0 0.0 0.0 0.0 0.0 0.0

Balance 0.0 0.3 0.4 0.3 0.2 0.2 0.3
Deferred payments 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Advances 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Cash balance 0.0 0.3 0.4 0.3 0.2 0.2 0.3

Source: ILO projections.
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Source: ILO projections.
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Table 14.5 Summary of the social budget, Turkey, 1995-2005

Total nominal current expenditure in trillion TL 1995 1996 1997 1998 1999 2000 2005

787 1470 2388 3167 3815 4390 8248

Total expenditure and income in % of GDF
Pensions (three social security institutions aggregate)
Pension insurance benefits 3.4 3.5 3.7 3.9 4.1 4.3 5.1

Old-age pensions 2.5 2.7 2.8 3.0 3.1 3.3 4.1

Invalidity pensions 0.1 0.1 0.1 0.1 0.1 0.1 0.1

Survivors' pensions 0.6 0.6 0,6 0.6 0.6 0.6 0.7

Orphans' pensions 0.2 0.2 0.2 0.2 0.2 0.2 0.3

Grants 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Administrative expenditure 0.1 0.1 0.1 0.1 0.1 0.1 0.1

Subtotal 3.4 3.6 3.8 4.0 4.2 4.4 5.3

Unemployment insurance
Subtotal 0.0. 0.0 0.1 0.1 0,1 0.1 0.1

Short-term benefits
Subtotal 0.1 0.1 0.1 0.1 0.1 0.1 0.1

Welfare by NGOs and others
Subtotal 0.3 0.2 0.2 0.2 0.2 0.2 0.2
Health

Subtotal 4.2 4.3 4.4 4.4 4.5 4.6 4.9
Military personnel scheme

Subtotal 0.8 0.7 0.7 0.7 0.7 0.7 0.6
Private banks' schemes

Subtotal 0.4 0.4 0.4 0.4 0.4 0.4 0.4
Employers' social benefits

Subtotal 0.9 1.0 0.9 0.9 0.9 0.9 0.9

Total current expenditure 10.0 10.3 10.5 10.8 11.0 11.3 12.5
Change of reserves, unemployment fund 0.0 0.3 0.4 0.3 0.2 0.2 0.3

Total social expenditure 10.0 10.6 10.8 11.0 11.3 11.5 12.8

Social protection income 10.0 10.6 10.8 11.0 11.3 11.5 12.8
Social insurance contributions 3.1 3.3 3.3 3.3 3.3 3.3 3.4
Pension scheme 2.2 2.2 2.2 2.2 2.1 2.1 2.2
Health insurance scheme 0.9 0.9 0.9 0.9 0.9 0.9 0.9
Unemployment fund 0.0 0.2 0.3 0.3 0.3 0.3 0.3

Other income (including imputed contributions) 2.7 2.7 2.7 2.7 2.7 2.7 2.8
Investment income 0.1 0.2 0.2 0.2 0.1 0.1 0.1

Pension scheme 0.1 0.1 0.1 0.0 0.0 0.0 0.0
Health scheme 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Short-term benefit scheme 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Unemployment fund 0.0 0.1 0.2 0.1 0.1 0.1 0.1

Income from general revenues 4.0 4.4 4.6 4.8 5.1 5.3 6.5
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Figure 14.4 Government, social security and pension insurance deficit, Turkey
1995-2005
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deficit. It shows that the social security account would be in surplus if the
pension insurance (which is the combination of all pension branches of all
social security institutions) was not in a deficit. Furthermore it also shows
that the government deficit could be avoided for most of the projection
period if the social security account could be kept positive. In this case, the
current government deficit can be traced back clearly to the social security
scheme, and to the pension scheme in particular. The total extent of government
social expenditure is identified in the national social budget which combines the
government subsidies to the social insurance schemes, government contribu-
tions as an employer and the direct government outlays for social transfers
into one item, "Income from general revenues".

Notes

'See United Nations (1969, P. 25).
2 See International Monetary Fund (1997a, 1997b).

For example, if a country introduces a new pension scheme with a relatively generous pension
formula (as was the case in many countries in Africa, the Caribbean and Latin America) which is
financed through partial funding, that is through a contribution rate which, in the initial years, is
much higher than the contributions which would be needed in order to cover the initially low
cost, then the government could borrow from the schemes and could, for example, invest in their
national infrastructure. It could, for example, finance an extensive health care infrastructure.
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Proper social budgeting will show that the flow of money between the schemes and the government
accounts will subside at some point, and even have to be reversed, or contribution rates in the
pension schemes will need to be increased. The government's financial planning has to prepare
for these events: it either has to prepare the public well in advance for higher contribution rates
or it has to be prepared to redeem some of its loans and may have to suppress other expenditure
(for example, on health care and other social transfers) in order to be in a position to retrieve
funds for the scheme. The same would be the case if the government were to borrow from private
pension insurance schemes.

"More details on the principles of social budgeting are explained in Scholz et al., (2000).
See, for example, ILO (1994a, pp. 65-66).

accounting adds, in this context, an interesting connotation to the debate on funded
versus unfunded pay-as-you-go financing of pension schemes. If an allegedly funded social security
scheme invests all its reserves in government investment facilities, and if the government pays the
correct (inflation-indexed) interest rates and correctly redeems capital borrowed, then the pension
scheme is no more than a mixed contribution and tax financed pay-as-you-go scheme, as liabilities
for interest payments and redemption must be financed by general taxation. On the level of the
consolidated government account the scheme turns into a pay-as-you-go scheme.

On the other hand, the fact that governments directly provide benefits does not automatically
mean that the schemes are fully financed by general taxation. Governments might well execute a
social insurance type of arrangement which collects contributions in the same way as an autonomous
social insurance scheme (as for example, in the United States). Even schemes with universal benefits
for every resident might collect contributions (or earmarked taxes) which help to finance the benefits
(such as in the United Kingdom).

Including pensions, short-term benefits, health, unemployment benefits and social assistance.
See Heller (1998).

10 See World Bank (1994, pp. 139-40).
See Heller (1998, p. 17).

12 This also means, by implication, that, in any scheme where such a level of reserves is required
at any given point in time, total annual contributions paid in any future years must be equal to the
present value of all future pension rights which are derived from this annual contribution.

The model was used to project long-term social expenditure in OECD and Central and
Eastern Europe. Details of the methodology and the assumptions are described in Latulippe
(1997), The central assumption of the model is a 2 per cent per annum average real growth over
the projection period. Total employment is assumed to grow by an average of 1 per cent per
annum. The long-term average real interest rate is assumed to be 3 per cent.

this context the appropriate financial planning instrument for national social policy, and
hence pension policy, is comprehensive national social expenditure accounting and planning in
the form of national social budgets.

See, for example, the reasoning of Besharov (1998) on the "tax ceiling" in OECD countries.
16 See, for example, Tanzi (1996, p. 31) and Orsmond (1996, pp. 8 and 9).
17 data for the example are taken from: ILO (1996b). The projections are based on an

annual real GDP growth rate of 5.9 per cent, an annual growth of employment of 2.3 per cent
and constant social security legislation and administrative practice.
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CONCLUSION TO PART I

Part I discusses issues in the structure of social security pension systems as they
have emerged throughout the world. Two overarching conclusions stand out.
In the first place, social security pension systems are extremely variegated in
the details of their design and operation, and these details are of vital impor-
tance in providing income protection in old age for the greater part of the
population. Although it is possible to establish some general categories of
different types of schemes - funded or unfunded, tax- or contribution-financed,
mature or immature - it is the details of how the parameters of these schemes
are set, the way in which different social groups are treated, the existence of
floors and ceilings to both contributions and benefits, and the extent to
which regulations or administrative discretion determine the benefits to be
received that make the difference between a scheme which is effective and effi-
cient and one which is not. In many cases these particular differences emerge
from the cultural, historical and political background of the country concerned
and the adaption of societal values to them. But they also mean that it is not
possible to provide a simple taxonomy of social security pension schemes, or
to label one kind of scheme better than anptber, although there are a
number of underlying value judgements which are common to all. The devil
is in the details.

Second, it will be apparent from the discussion that many social security
pension schemes do not work very well. A primary conclusion of this part of
the book is that, for most workers of the world, the most important social secur-
ity pension issue is not how benefits are financed, or their value determined, but
the fact that they are not covered by a social security pension system. This prob-
lem occurs primarily in developing countries. The developed countries generally
have high coverage rates, and the problem of lack of coverage is generally lim-
ited to self-employed workers and workers in the underground or informal
economy. These types of workers also tend to have low coverage rates in devel-
oping countries, but because of the different structure of those economies their
importance in the workforce is much greater there.
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Equally important in many countries is the question of governance A
country can have a well-designed social security pension system but the
system can fail to meet its goals if it is poorly governed. Many of the problems
rof social security systems in developing countries result from poor governance
and can be resolved by improvements in governance rather than major reforms
to the overall design of the system.

The first three chapters of Part I discuss the main types of social security
pension benefits. A conclusion running across the three chapters is that the enti-
tlement conditions - the requirements for qualifying to receive benefits - are an
important aspect of the structure of benefits. Particularly for disability and
social assistance benefits, the entitlement conditions may ease or tighten accord-
ing to bureaucratic interpretation or application of the rules. Because of budget-
ary pressures, many countries are seeking to reduce the generosity of benefits.
This can be done as an equal percentage reduction for all beneficiaries or as a
selective reduction. A selective reduction that reduces benefits relatively more
for upper-income workers may be fairer because upper-income workers gener-
ally have other sources of income and consequently depend less on social secur-
ity benefits than do lower-income workers.

In Chapter 6, on the financing of pension programmes, it is noted that finan-
cing is generally shared between workers and employers. In an attempt to
encourage coverage through voluntary compliance by more self-employed
workers, and even in some cases to encourage self-employment, those
workers have been charged a lower rate than the total rate charged to workers
and employers. Other countries have charged self-employed workers a rate
equal to the sum of the employee and employer rate on the theory that,
ultimately, the employee bears through reduced pay the rate paid by the
employer.

In Chapter 7, on the management of investment of funded social security
pension schemes, some of the problems associated with individual management
of funded schemes are discussed. If pension policy gives individuals responsibil-
ity for managing the investments of their defined contribution retirement
schemes, that policy should also ensure that workers have sufficient financial
knowledge to make wise decisions. Experience has shown that workers tend
to be conservative in their investment decisions, which causes them to receive
a low expected rate of return and low benefits in comparison to what they
would have received had they invested in higher risk assets.

Chapter 8, on coverage, indicates that lack of coverage tends to be a problem
among workers with particular characteristics: informal sector, agriculture,
low-wage, household workers and the self-employed. In some countries a
special scheme with lower contributions and benefits than the general scheme
may be better suited to the needs of these workers.

Chapter 9, on governance, suggests that in many countries the problems
with the social security system can be considered as problems of poor govern-
ance. Sometimes these problems arise because of politicization of the social
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security institution and can be resolved by creating an independent administra-
tive structure.

Chapter 10, on contribution evasion, indicates that the problem is wide-
spread in developing countries and, in some countries, so severe that govern-
ments have suspended paying old-age benefits. A fundamental reason why
contribution evasion occurs is the same reason why social security contributions
are mandatory: some workers will not voluntarily save adequately for their
retirement. In some countries contribution evasion is primarily a result of
high inflation. In other countries corruption and lack of trust in the government
are important reasons.

Chapter 11, on pension transfers and the redistribution of income, indicates
ways that pension systems can be designed so as to be progressive, providing low-
income workers with a higher rate of return on their contributions than upper-
income workers. While progressive features are commonly built into the structure
of defined benefit plans, that is rarely the case with defined contribution plans.

Chapter 12, on risks to individuals, indicates that relying on defined contribu-
tion plans may lead to considerable oversaving or undersaving, in comparison
with that needed to reach a target replacement rate, depending on the perfor-
mance of capital markets and wage growth rates near the point of retirement.

Chapter 13, on economic effects of social security pension systems, finds little
support for large effects of old-age benefits schemes in labour or capital markets.
In many countries disability benefits schemes and, to a lesser extent, special early
retirement schemes and unemployment benefits are the primary paths to early
retirement. Evidence concerning effects of unfunded social security schemes on
savings, or effects of switching to funded schemes, is mixed, but does not consis-
tently indicate a negative effect of unfunded schemes or a positive effect of switch-
ing to funding. Other government policies aimed specifically at encouraging
savings, such as tax policies, are more appropriate tools for influencing national
savings.

Chapter 14, on the consequences for public finances, points out weaknesses
in some of the standard concepts used to measure the effects of social security
pension finances on public finances. It argues that a commonly used measure
of implicit pension debt is misleading, and that social security financing is
adequate if projections indicate that in each period revenue plus reserves are
sufficient to meet benefit payments.

For many countries expenditure on social security pensions, and the revenue
which is collected to pay for them, are now large and significant proportions of
national income and of government revenue. This sets a limit to what a country
can afford. Conversely the low level of benefits and the small proportion of the
population which is covered represent an obstacle to the achievement of better
and more equitable income protection in old age. Reconciling these two con-
straints involves not only a question of normative values but, as the wave of
pension reforms around the world suggests, one which involves better coverage,
governance and the design of pension schemes.
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PART II

REFORM: THE SEARCH FOR A NEW BALANCE

Part II provides policy analysis and major policy prescriptions. While countries
differ widely in their economic and social circumstances, and no one pension
system is right for all countries, nevertheless general guidance can be useful.

Chapter 15 discusses the normative basis for policy. The normative basis
reflects people's views on desirable goals for a social security pension system. It
refers to ILO Conventions which provide explicit but general guidance on the
structure of retirement income systems, for example concerning minimum
target replacement rates. Two key aspects refer to the need to provide a guaran-
teed and predictable replacement rate on retirement and the need to involve
workers, employers and governments in a tripartite management of the
schemes.

The following two chapters present policy towards extending coverage
and improving governance, the two most important policy issues in many devel-
oping countries. Chapter 16 discusses extending coverage to the informal sector.
In some cases special programmes need to be designed specifically to meet the
needs of informal sector workers; in other cases legislative restrictions on cover-
age in the old-age benefits programme need to be eased. Chapter 17 discusses
improving governance, management and compliance. Management needs to
be structured so that employers and workers have input into the structure of
social security programmes. In some cases it may be useful to have the formal
input of these groups through their participation in management committees.

Chapter 18 analyses issues in setting the minimum age at which old-age
pension benefits can be received. With life expectancy increasing and the age
at retirement decreasing in many countries, the percentage of adult life spent
in retirement has increased considerably. The minimum age at which old-age
benefits can be received has an important effect on the cost of benefits providing
a given target replacement rate, such as the rate of 40 per cent set out in ILO
Convention 102.

Chapter 19 develops pluralistic designs and flexible structures for old-age
benefits systems. To meet the goals of alleviating poverty in old age and redu-
cing risk in retirement income, it is desirable that retirement income be provided
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through several sources. Providing retirement income through multiple sources
increases the flexibility of the system in meeting the needs of workers in different
situations.

Chapter 20 discusses the reform process and its political management.
Many countries have found that it takes years to enact reforms once the need
for reform has been agreed upon. This chapter provides strategies for success-
fully managing the reform process to reduce resistance to reform and reach con-
sensus.
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This chapter discusses the normative principles underlying the design of pension
schemes, and their background. Of particular importance is the need for
pension schemes to provide some guarantee as to eventual replacement rates
and the chapter goes on to propose a three-tier structure comprising a mixture
of pay-as-you-go and defined contribution schemes. Most of this book is related
to the considerations of this chapter, but especially relevant are the general over-
view and main issues (Chapter 1) and the discussion of pluralistic designs and
flexible structures (Chapter 19).

A large number of the considerations which affect the reform and develop-
ment of pension schemes, or even their existence, are normative ones, based on
the values which society places on the provision of income security in old age,
and on the amount of money which it is prepared to put aside for this purpose.
They include such questions as who should receive a pension, and how much;
who should contribute, and what amount; how the schemes should be managed,
whether public or private; at what age pensions should begin; whether contin-
gencies, other than old age, should be taken into account; whether the schemes
should be universal and compulsory, or voluntary and selective; and how they
should respond to changing circumstances. Of course all such issues also have
their economic aspects, which interact strongly with the normative ones, but
unless we are clear about the moral and social objectives, as well as the eco-
nomic ones, we will not have a precise idea of the purpose of pension schemes
and how they should be structured, nor will we possess any criteria for assessing
how successful they are. For the most part the normative criteria are treated as
axiomatic: that is, as criteria whose validity is self-evident. Clearly this is uncer-
tain ground. Everyone will have his or her own individual criteria, which are
likely to differ from everyone else's. On the other hand, the forming of a collec-
tive policy, especially one which is universal and compulsory, requires the adop-
tion of a consensus, embodied in legislation, which determines not only the
promises made from one generation to the next but also the safeguards which
protect those who are saving for their own retirement.
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At an international level, these criteria have been extensively discussed,
many times, by the International Labour Organization and have been conse-
crated in a number of International Labour Standards - Conventions and
Recommendations - which codify the understanding of the international com-
munity as to what does, and what does not, constitute an appropriate structure
and framework for pension schemes. Technical Brief 2 provides a list of such
International Labour Standards. They are not immutable, having been changed
a number of times in the history of the ILO, nor have they all been ratified by all
countries, but they nevertheless provide a comprehensive view of what the
world community regards as an acceptable basis.

It is also important to appreciate something about the way in which pension
schemes have developed, and the consequences of this development for the
normative basis of policy. At the beginning of the twentieth century, even in
the developed economies, few workers possessed the security of a retirement
pension. Most worked until they were in their late sixties, then spent a brief
retirement living with their children until they died in their early seventies. To
be old generally meant to be poor. Being disabled signified that poverty
began earlier. To survive, for the wage earner, implied that poverty lasted
longer. No support from the children meant being thrown back on the Poor
Laws.

Gradually, through the first part of this century, pension schemes became
more widely adopted. Mostly they took the form of occupational schemes
whose coverage was restricted and benefits small in relation to previous
income. Their principal objective was the prevention of poverty in old age,
and they generally had the support of employers who were concerned about
the consequences of laying off older workers. Up to this point the principal
moral and normative values underlying the schemes concerned the prevention
of poverty in old age.

From the middle of the century, however, in the aftermath of the Second
World War and in the light of the Beveridge Report,' more universal pension
programmes came into being: compulsory, comprehensive and contributory,
although still with benefit rates which could scarcely lift the recipient out of
poverty. In addition to the Beveridge Report in the United Kingdom, other
countries adopted similar criteria for social security schemes, and by 1952
there was sufficient consensus in the ILO for the adoption of the Social Security
(Minimum Standards) Convention, 1952 (No. 102), which, for the first time at
an international level, established normative criteria not only for the provision
of retirement pensions but also for all other forms of social security. Subse-
quently coverage, benefits and expenditure increased rapidly and, as progressive
numbers of colonies acquired independence, pension schemes also began to
emerge in developing countries where previously none had existed. From
1960 onwards, expenditure on retirement benefits (in the developed countries)
increased at more than twice the growth of GDP (see figure 15.1). Coverage
became almost universal and pensions began to be couched in terms of
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Figure 15.1 OECD countries: Public social expenditure on old age as a percentage
of GDP
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Source: OECD estimates of social expenditure: Linked series 1960-80 and 1980-93.

replacement rates which set the benefit level at between half and two-thirds of
income when in work. As economies grew and pension programmes multiplied
in developing countries, the provisions of this Convention were modified,
improved and expanded.

The expansion of retirement pension schemes and their largely public nature
meant that the discussion of the normative basis for social security pension
schemes acquired a much more complex character. There were a number of
reasons. In the first place pension programmes, as they were designed in the
developed countries in the late l930s, l940s and the early 1950s, did not antici-
pate a number of trends which were later to have a large impact on their growth.
They did not foresee the expansion of female employment and the subsequent
increase in the proportion of women with their own entitlement to a pension.
This turned out to be inconsistent with the earlier picture of women's pensions
being derived from those of the male wage earner. Nor, looking further ahead,
did they anticipate the effect which the growth of unemployment (at least in
Europe) would have on older workers from the 1970s onwards, and the
demand which it would generate for early retirement provisions. The 1970s,
and the first half of the 1980s, were also a period of high inflation, and the con-
sequences of this for the revaluation of pensions in payment had also not been
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fully anticipated. Nor did the programmes foresee the demographic changes
which are currently imposing concerns about the future viability of the schemes:
the "baby boom" of the postwar period followed by the sharp decline in birth
rates across most OECD countries, and the substantial and prolonged increase
in longevity and thus in the span of retirement. These demographic changes
implied a large increase in the proportion of older people in the population
and are currently generating concerns about the financing of pensions well
into the twenty-first century Finally the scale of pension programmes was
not envisaged: pension programmes now average 10.5 per cent of gross national
income across OECD countries, to the point where they are a large, and
relatively inflexible, element of fiscal policies. Their management demands a
complex structure of contributions, benefits and compliance. Formulating a
normative basis to handle these issues became complex and has been made
more so by the large number of developing and middle-income countries with
serious pension issues to resolve (especially those concerned with extending
the coverage of pension schemes) and, more recently, by a recasting of the pen-
sion policies of those countries in the midst of transition from planned to
market economies.

Second, and as important as the previous issues, were the consequences of
the schemes' success. For the developed countries at least, the incidence of
poverty in old age has greatly diminished since the 1940s and 1950s, in relative
as well as absolute terms. In large part this has been due to extensions in the
coverage of social security schemes and to the increase in benefits. But it can
also be attributed to the general growth of real incomes and savings, especially
in the form of housing. The focus of the normative basis of pension schemes
shifted towards the provision of retirement income for all members of the popu-
lation, especially those workers whose earned incomes were clustered around
the middle of the income distribution. For developing and middle-income
countries, the impact of pension schemes on poverty among the elderly has
been much less: their levels of coverage and benefits have been much smaller
and many of them have been adversely affected by processes of structural
economic adjustment and transition from a planned to a market economy.
This raises questions of the appropriateness of earlier normative standards,
and whether or not there now exist two types of problems and two sets of
normative criteria: one for countries which may be considering whether they
have developed too generous a pension system; one for countries where pension
schemes need to be expanded rather than contracted.

Finally the acceptance of state intervention in all parts of the economy,
which prevailed during the 1950s and 1960s, began to be reversed in the mid-
1970s, and has continued. With a greatly reduced risk of poverty there are
thoughts of moving away from public pay-as-you-go social security pension
plans towards defined contribution schemes and greater individual responsibil-
ity, which place priority on a tight connection between individual contributions
and benefits and reduce the emphasis given to solidarity between income classes.
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All these considerations create a need to re-examine the normative basis
established when the schemes were first begun, especially as far as those in
the developed countries are concerned, although for the developing, transitional
and middle-income countries many of the original concerns remain: chief
among them, as the first part of this book has set out, are the questions of cover-
age, governance and the prevention of poverty in old age. But whichever cate-
gory a country falls into, revised normative criteria will be needed to examine
closer relationships between pension schemes and needs, to provide more
scope for individual choice and to identify closer relationships between social
costs and economic efficiency.

THE GUIDING PRINCIPLES OF PENSION REFORM AND
DEVELOPMENT

General

The general objectives for the benefit structure of pension schemes can be
thought of in terms of five components:2

the extension of coverage to all members of the population;
protection against poverty in old age, during disability or on death of the

wage earner for all members of the population;
provision of an income, in replacement of earnings lost as a result of

voluntary or involuntary retirement for all those who have contributed;
adjustment of this income to take account of inflation and, at least to

some extent, of the general rise in living standards;
creation of an environment for the development of additional voluntary

provisions for retirement income.

Other criteria and principles are discussed below, but it is clear from this
general statement that some form of universal coverage is a priority; that
pension schemes should at least encompass the original aim of preventing
poverty in old age, ensure the provision of an earnings-related pension for
workers whose income is above the poverty line, provide the opportunity
for workers to add to the benefits provided by the (mandatory) schemes,
and protect income against inflation and also adjust, at least partially, to
the rise in real wages. To this extent the five principles above reflect not
only the original anti-poverty motivations for pension schemes but also the
complexities involved in providing earnings-related pensions for the average
worker and the other issues which have evolved over the second half of
this century.

Nevertheless the five points indicated above leave a great deal unsaid and
unspecified. There are a number of other criteria which must also be taken
into account.
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Coverage

Ideally pension schemes should cover the whole population. We are all going to
grow old and we will all need an income when we do. This, together with the
principle of compulsory affiliation, is the quid pro quo for the state's responsi-
bility to provide a minimum income in old age to all citizens, regardless of their
previous employment or contribution history. But 100 per cent coverage is not
always possible. As previous chapters have discussed, in many developing
economies a large proportion of the economically active population does not
possess a regular job whose earnings can be monitored, and on which contribu-
tions can be levied. Even in developed economies a significant proportion of the
labour force is self-employed. And in all economies there will always be some
people who are simply unemployed. This clearly limits the number of people
who can be brought under the umbrella of a formal social security pension
scheme. Other factors are important, especially the capacity of the pensions
agency to force employers and their workers to comply with mandatory regis-
tration. As a consequence, some countries do not possess the fiscal means to
provide minimum anti-poverty pensions for all citizens regardless of their con-
tribution history. The International Labour Standards recognize the problem
and attempt to set minimum standards: the Social Security (Minimum Stan-
dards) Convention, 1952 (No. 102), sets a minimum coverage of 50 per cent
of all employees, or 20 per cent of all residents, and these levels were increased
in the Invalidity, Old-Age and Survivors' Benefit Convention, 1967 (No. 128),
to all employees, or 75 per cent of the economically active population, or all
residents below a certain means-tested income limit. These criteria are rarely
completely fuffilled, but full coverage remains the ideal.

Compulsory affiliation

Whatever the financing regime, compulsory affiliation by all workers and
employers is important for two main reasons. First, where the financing of
minimum anti-poverty pensions relies on the revenue collected by the general
pension scheme, there must be no possibility for individuals to opt out simply
to avoid their share of supporting those on low incomes: the burden must be
equitably spread over a large population of the non-poor. Second, and perhaps
more important, is the fear that a large part of the population is myopic. There
is substantial evidence that, left to themselves, many individuals will be too
shortsighted to save enough for their retirement and will become a burden on
the state when, given a push, they could have contributed sufficiently for their
retirement.

Solidarity

The principle of solidarity, reflected in the second of the five general criteria set
out above, is what justifies the existence of social security pension schemes in
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addition to individual protection measures, including those based on insurance
mechanisms or individual savings. This principle applies first and foremost to
financing techniques. Irrespective of the approach chosen for the financing of
pension schemes (full or partial funding, pay-as-you-go, general taxation or a
combination of these), collective financing is indispensable to ensure that
money is available to support the incomes of the most vulnerable. This does
not necessarily apply a priori only to low-income categories but to all those
who, through the occurrence of social risks, lose a substantial portion of their
earning capacities.

One form which this protection can take is that of means-tested social assis-
tance, under which the basic support for a minimum income is provided from
general taxation. This is the option chosen in a number of countries, such as
the United Kingdom. In other countries the financial support is provided out
of the contributions for the general pension scheme, and reflects the solidarity
inherent in them. Whichever is the case, two points need to be noted. First,
the responsibility for ensuring a minimum income in old age lies with the
state, which must draw on general taxation where individuals cannot afford
to buy adequate protection from the market or cannot afford adequate contri-
butions to public schemes in the case of old age, invalidity or death of the wage
earner. Second, and this applies to a number of developing countries, the capa-
city of the state to make such provision depends not only on the taxable capacity
of the country but also on the distribution of income within it If large numbers
of the elderly require basic support - because there are a minority of rich people
- the task of providing it becomes that much more difficult.

Equality of treatment

Equality of treatment corresponds to the fact that the Universal Declaration of
Human Rights,3 according to which every human being has the right to social
security, prohibits discrimination of any kind as to race, colour, sex, language,
religion, political or other opinion, national or social origin, property, birth or
other status (article 2.1). In the social security field this type of preoccupation is
of particular importance concerning discrimination based on sex,4 on national-
ity and on residence. But achieving equality, even with the best will in the world,
is by no means an easy task, the two most awkward areas concerning women
and migrants.

As far as differences of treatment between men and women are concerned,
there are of course obvious cases of discrimination which need to be eliminated,
where different rules and conditions are applied to men and women workers.
But there is also a range of other areas where application of the same rules to
men and women results in different outcomes. This is the case, for example,
where women are obliged to take a number of years away from work to
bring up young children, and in so doing lose years of contributions towards
pension entitlements. There are other cases where a woman's right to a pension
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is derived from that of her husband and where she may lose it if she becomes
divorced or separated. And there are yet other situations where discrimination,
in terms of wages and earnings, means that a woman's entitlement to a pension
is also lower than it should be. Conversely, the higher life expectancy of women
can provide them with a longer (if lower) pension than their male counterparts.
The experiences of different cohorts also matter. Later cohorts of women have
higher participation rates (and also higher levels of skills, training and educa-
tion) which means they are less reliant on pension rights derived from those
of their husbands. These differences are slowly being addressed in most devel-
oped countries, in ways which take account of the differences in life experiences
as well as removing the most obvious forms of discrimination, although they are
much less adequately tackled in less developed countries.5

The treatment of migrant workers can also present problems. Migrant
workers who pay social security contributions in their host country can also
receive benefits for health care, unemployment and other short-term cash
benefits such as family allowances. But in the case of pensions and long-term
cash benefits the problem becomes complicated because the right to a benefit
is accumulated and paid over a long period, and because it is necessary to com-
bine benefits and entitlements from two or more countries. This is usually done
by calculating the discounted present value of the amounts due in each country,
and combining them through some form of clearing house. But this can create
some unfairness where benefits are related to contributions in a non-linear way,
or where the benefit formulas include a degree of redistribution towards those of
lower incomes. Many countries have concluded bilateral and multilateral agree-
ments to resolve the problem.

Guaranteed and predictable benefits

Although the prevention of poverty is one of the cornerstones of the normative
basis, the other is the provision of a retirement income - for those workers
whose lifetime incomes are generally above the poverty line - which does not
differ too greatly from the income received while in work. In essence, this
means an earnings-related pension. Considerations of individual equity mean
that such a pension should be financed during the working career by contribu-
tions which are also earnings related. There are numerous formulas which can
reflect this principle, some more so than others,6 but there is general recognition
that once the formula is determined, the pension amount should be predictable
and guaranteed. This raises difficult questions about how to cope with risk. As
Chapter 12 has argued, some forms of pension financing, especially those in
which benefits are related to the investment performance of accumulated
savings, place the risks on the pension recipient. Other forms of financing, espe-
cially pay-as-you-go schemes, pass the risk back to the community as a whole.
The risks maybe large. They depend upon the rate of increase of real earnings,
the rate of return on investment, whether or not the burden of demographic
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change is to be met by present contributors or by present beneficiaries, and who
will bear the cost of increasing longevity.

Indexation

Indexation of benefits reflects the view that pensions should be adjusted to take
account of price movements and possibly also to take account of movements in
real wages. As far as indexation to prices is concerned, the point is a fairly
obvious one and does not need elaborating: contributors are entitled to benefits
which reflect the real value of their contributions and should not be placed in a
position where, after relatively few years as retirees, inflation can erode a sub-
stantial part of their benefits. Many countries have now established automatic
mechanisms for the adjustment of pensions. As far as indexation of benefits to
real wages is concerned, the point is more debatable. The case for indexation to
real wages is based on the view that retirees are entitled to a share of the general
growth of productivity as well as protection against inflation. There would seem
to be some natural justice in this view, but relatively few countries have gone so
far as to establish automatic legislation which provides it. Most rely on ad hoc
adjustments to pension levels at irregular intervals. Clearly some sort of adjust-
ment is required if pensioners' incomes are not to be left gradually behind the
incomes of those in the remainder of the population.

Democratic management

The participation of workers' and employers' representatives in the manage-
ment f social security schemes is the direct consequence of financing through
contributions. The aspect is a crucial one since it makes reference to the free
use of salary whose suspension through the introduction of social security con-
tributions (deferred salaries) becomes acceptable only when workers have,
through their representatives, the right to influence the use of what, at the
end of the day, remains their money. Application of this principle clearly
becomes much more difficult when the pension scheme is of a defined contribu-
tion type, operated through private pension funds but nevertheless mandatory.
In this case the equivalent protection, as far as the management of the funds is
concerned, must be the right of workers to change from one fund to another,
depending on performance. A sufficient number of pension agencies must
exist for the workers' selection to be a real one, and sufficient transparency con-
cerning their performance should be available for workers to be able to choose.

State responsibility
It follows from the normative principles outlined above that the state has a
responsibility to ensure that the conditions of pension schemes and the delivery
of benefits are fuffilled. This includes not only the setting of the framework of
the schemes but also responsibility for their general management and efficiency,
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which stems from the compulsory nature of the schemes. But it does not neces-
sarily imply that the state should become directly involved in the operation of
the schemes itself. This may be left to other agencies (quasi state bodies, or
even private sector institutions) but, where the state does not operate the
schemes itself, it must establish a wide range of prudential regulations, coupled
with rigorous auditing processes, which safeguard individual contributions over
a long time, and ensure that the benefits are efficiently delivered.

Ceilings

The provision of earnings-related pensions, based on earnings-related contribu-
tions, is not without limit It is intended to provide income security to the broad
spectrum of workers in the middle range of incomes and is not intended as a
vehicle to reinforce the retirement incomes of those with high incomes.
Almost all social security pension programmes therefore impose an upper
limit on the value of retirement benefits and consequently an upper limit,
also, on the level and rate of contributions. For those workers (including the
self-employed) with relatively high incomes who seek to ensure a pension corre-
sponding to their lifetime incomes, or even for those workers on lower incomes
who wish to ensure a replacement rate higher than that provided by the manda-
tory public scheme, the state should ensure that adequate means are available to
do so. Generally this implies the use of private or occupational pension schemes
in which the individual can save on a voluntary basis. But it also implies that the
state has an obligation to regulate such funds and to ensure that the pension
contract - which can extend for a long time - is properly fulfilled

IMPLICATIONS OF THE PRINCIPLES

The implications of these principles in terms of the design, management and
operation of pension schemes can present difficulties in reality. The main
issues centre around questions of universal coverage and the question of
using defined contribution, individual savings accounts as a replacement for
public defined benefit schemes.

Universal coverage

Although universal coverage remains the ideal, few countries are able to achieve
it within the confines of a contributory system. The large size of the informal
sector in developing countries in Asia, Africa and Latin America prevents
countries from recording the incomes, many of which are in kind rather than
cash, of those who are self-employed, or collecting contributions from them.
The boundary between the informal and formal sectors of the economy is a
grey one and many countries, for practical reasons, are obliged to limit the
scope of their pension schemes to firms with five, or even ten or more, employees.

404



The normative basis for policy

The same is true in advanced economies and in economies in transition, where
the number of self-employed persons has grown substantially in recent years,
although it remains much smaller than in developing countries. Where countries
(such as Turkey) have tried to compel registration by informal workers, the
attempt has not generally been successful. This leaves such countries in a quand-
ary if they still wish to provide anti-poverty minimum pensions in old age. One
approach is to make participation by the self-employed voluntary and to provide
a flat-rate minimum pension which is separate from, and higher than, the basic
anti-poverty pension. This would permit a degree of solidarity within the pension
schemes, financed mainly by the contributions from formal sector workers, and
it would leave the anti-poverty pension to be financed directly from general
taxation. But the countries which have large informal sectors have problems
collecting sufficient taxes and hence in financing anti-poverty pensions on any
significant scale. And it raises the question of incentives: if those who are poor
throughout their working lives know that, when they grow old, they will receive
a state-financed anti-poverty pension, they may be unwilling to contribute to the
additional amount provided by the basic flat-rate pensions. As a result, anti-
poverty pensions in such countries are not high enough to bring many indivi-
duals out of poverty. And many of the self-employed cannot afford, do not
wish, or are too myopic, to make the necessary contributions voluntarily.
They may also be sceptical about the reliability of the state's promises actually
being fulfilled

The dilemma is a vital one for the expansion of pension schemes in develop-
ing countries, and it is one to which formal social security schemes do not have a
ready answer. In the end it means that a majority of workers in developing
countries must rely on the support of children or family members, a social con-
tract which has become less viable given increased rates of urbanization and
exposure to economic recession.

Funded or unfunded, private or public, defined contribution or
defined benefit schemes
Much debate has recently developed around the choice of regime for pension
programmes. Technically it is possible to design a pension scheme which is
fully funded or pay-as-you-go, operated by public or by private agencies, or
of the defined contribution or defined benefit type. Any permutation - or any
gradation - of these aspects is technically feasible and the choice of an optimal
design has been much discussed among academics and practitioners, and in the
media. Much of the debate has focused on the need to meet the pension require-
ments of an ageing population and on the impact of pension design on incen-
tives in the labour market, especially in a period of high unemployment. It
has also reflected, although rarely explicitly, views about individual equity,
the extent to which contributors to a pension scheme should be obliged to
contribute to the redistribution of income to the poor, and the degree to
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which individuals should be responsible for their own social protection in old
age. As previous chapters have shown, much of the controversy which this
has provoked has been misguided: funded schemes do not provide additional
protection against ageing populations; private schemes are not necessarily
cheaper to administer than public ones, nor are they necessarily more efficient
at investing contributors' money. But as far as the general principles affecting
pension schemes are concerned, the argument can be reduced to two main
issues: whether fully funded individual accounts can provide the necessary guar-
antees required to support individual pensions, and the question of democratic
management.

Under public pay-as-you-go social security pension schemes, risks are borne
by contributors. The pension which an individual will receive is not affected by
interest rates, present or future rates of unemployment or demographic develop-
ments which affect the ageing of populations or the longevity of the population.
Nor is the individual affected by rates of inflation, now or in the future. Pro-
vided governments stick to their promises, the future pension is predictable
and guaranteed, depending only on the earnings and contribution profile of
the individual and the benefit formulas in force. There is always the risk, of
course, that the governments will not stick to their promises, or that the
public pension scheme will be mismanaged, and for many people - especially
in developing countries - this risk is a major one.

With a defined contribution scheme, however, risks are largely borne by
pensioners and their pension is not predictable. Contribution rates are fixed
and the amount of capital which will be accumulated by the time of retirement
is determined by interest rates, which are variable and uncertain. The amount
of the pension will also be affected by the expectancy of life at retirement,
and the rate of interest which will apply to the annuity to be obtained from
the capital accumulated. These risks are large, as much as 30 per cent of the
ultimate pension, and they are volatile, as recent developments in capital
markets have shown. They will also be affected by the reaction of capital
markets to demographic changes. And under a defined contribution scheme
the ultimate level of pensions will also be affected by the expected length of
retirement both for the pensioner and for his survivors. Finally, under a defined
contribution scheme which reckons an individual's pension entitlement entirely
in terms of his own contribution, there is no scope for solidarity with those on
low incomes: any basic or anti-poverty pension will need to come from general
revenues.

Clearly pension schemes of the defined contribution type cannot meet some
of the principles set out above. They cannot provide a guaranteed retirement
income, nor the degree of solidarity necessary to provide anti-poverty minimum
pensions. Where they are mandatory, but their management is placed in private
hands, they do not meet the principle of democratic management, It is much
more difficult for them to provide benefits which are fully indexed against
inflation.7 And, where they are in the hands of private agencies, they require
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a high level of state regulation and supervision. Of these the failure or absence of
a guarantee is the most serious.

That said, there are some economic advantages. Mandatory defined contri-
bution schemes may stimulate the growth of capital markets, create fewer dis-
tortions in the labour market and are much less susceptible to the risk of
overpromising on the part of government, or bad governance and management
(although contributors may be susceptible to over-generous advertising as to
rates of return by private pension agencies).

One compromise (and there are many possible ones) might be to think in
terms of a two- or three-tier structure of pensions composed in the following
way:

a lower tier which would provide a basic anti-poverty pension, available to all
citizens and financed from general revenues;
a broad public social security pension, financed by compulsory contribu-
tions, which would provide a moderate replacement rate for all who contrib-
uted to it;
an optional defined contribution tier, possibly privately managed and oper-
ated, which would provide a pension supplementary to the public one.

Much would depend upon the extent of the different tiers. A moderate repla-
cement rate for the second tier might mean something between 40 or 50 per cent
of previous earnings.8 This would leave any further increase in the replacement
rate to be financed by a scheme of the defined contribution type: voluntary, pos-
sibly occupational, perhaps privately managed, but well regulated by the state.
The risks associated with this last tier would have much less impact on indivi-
dual pensions since they would apply only to the supplement above the social
security pension and not to the whole pension. Such a scheme might still have
difficulties in financing the first anti-poverty tier from general revenues, particu-
larly if the country were in a weak fiscal situation, but it would also provide
scope for the provision of pensions higher than the ceiling imposed by the
middle social security tier. It would also impose on the state the double duty,
not only of setting the parameters of the mandatory social security tier and
ensuring that they are implemented, but also of establishing the prudential
regulations and the monitoring of the voluntary defined contribution tier. But
it would provide an acceptable compromise between the two kinds of risk:
the political risks associated with the implementation of the public social secur-
ity tier and the market risks associated with the defined contribution one. Risks,
including the risks associated with ageing populations, would be shared between
contributors and pensioners.

The use of a defined contribution scheme as the financing mechanism for the
third, voluntary tier also raises the question of its management and, in particu-
lar, may conflict with the principle of democratic management of pension
schemes indicated above. In principle, voluntary coverage may be taken into
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account in the assessment of pension schemes oniy when it (a) is controlled by
the state or managed by the social partners, (b) it is also applicable to low-
income workers, and (c) it meets the general requirements of compulsory
social security schemes, including collective financing, periodicity and predict-
ability of benefits, legal protection and financial guarantees. These conditions
are difficult to fulifi if the voluntary third tier is also to be privately managed.
One way to solve the problem is to ensure that contributors and pensioners
have an adequate choice of the private agency which will manage their supple-
mentary pension. As already indicated, there must exist a significant range of
competitive private sector agencies from which to choose, contributors must
be able to move from one agency to another at any time, pensioners must be
able to choose the agency which will provide their annuity,9 the private agencies
must be regulated and monitored by the state, and their performance must be
transparent so that workers have a reasonable basis for choice. And, of
course, benefits must be indexed.

Notes

Beveridge (1942).
2 See Iyer (1993).

the associated International Covenant on Economic, Social and Cultural Rights, 1966.
11.1 of the UN Convention on the Elimination of All Forms of Discrimination Against

Women, 1979, makes an explicit reference to social security (retirement and disability pensions).
See Brocas et al. (1990).

"The most equitable being those formulas which link pension amounts to average ljfrtirne
earnings, rather than simply earnings over the last few years before retirement.

difficult, but not impossible. Generally this would require the use of indexed bonds,
issued by the Central Bank, in formulating the annuity to be based on the accumulated capital.

"Social Security (Minimum Standards) Convention, 1952 (No. 102), stipulates that after 30
years of coverage a retirement pension should not represent less than 40 per cent of previous
earnings. This might mean the earnings over the last several years or over average lifetime earnings.
It should be noted that 40 per cent of the national average wage is within the normal range of relative
national poverty lines used by UNICEF for different developing countries.

"Which may be different from the agency to which they have paid contributions.
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This chapter reviews policies for extending the coverage of pension schemes,
both within the formal sector of the labour market and to the informal and
self-employed sector. Related issues which are dealt with elsewhere in the
book include a broad discussion of problems relating to coverage (Chapter 8)
and some of the normative issues (Chapter 15).

Most workers in developing countries will not be entitled to a social security
pension when they can no longer work because of old age or invalidity. Further-
more the majority of families are not protected against financial insecurity on
the death of the principal income earner. The categories of persons most
likely to be excluded were identified in Chapter 8 and reference was made to
initiatives which some countries have taken to respond to the problem. We
now discuss some of the policy options which could be appropriate.

A number of common considerations lie behind these policy options.

There is unlikely to be in any country only one solution to the goal of
universal coverage.

In developing countries it may be unrealistic to rely on an extension of a
social insurance scheme designed for the formal sector as a means of covering
the self-employed and those in the informal sector.

High levels of coverage depend on a high degree of consensus and the
latter depends on the scheme being related to the needs and circumstances of
those that it seeks to cover.

Achieving an extension of coverage is interdependent with good govern-
ance and scheme design.

Policy options include the following:

extending, without a significant modification of the contribution and benefit
structure, existing schemes to cover excluded groups;
restructuring or adapting existing schemes to facilitate coverage of excluded
groups;
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designing special schemes for excluded groups;

introducing tax-based universal or selective schemes;
encouraging the development of special schemes based on self-help or mutual
insurance principles.

The first three approaches seek, each to a different extent, to bring the
excluded within the scope of the existing system and imply the general applica-
tion of at least some social security principles, particularly contributory-based
entitlement and compulsory insurability and related obligations that ensure
compliance The fourth breaks the contributory link and presumes, with finan-
cing from general taxation, the payment of benefit based on evidence of a
contingency such as old age or low income. The fifth presumes that, at least
for some of those excluded, coverage under a public social security scheme is
unrealistic and implies that private and group arrangements based on mutual
support might be the only solution. The following paragraphs discuss these
policy options.

EXTENDING EXISTING SOCIAL INSURANCE SCHEMES

This approach presumes that the national economy will grow, causing the
formal sector to increase and the informal one to decrease so that the number
of small and intermittent enterprises will decline in relative terms. This assump-
tion of classical development theory has not been substantiated in practice in
most developing countries, and this approach is likely to produce only a limited
extension of coverage within the time span of one generation. It was recently
estimated for India that about 10 per cent of the workforce is covered by
formal social insurance schemes, down from 13 per cent during the mid-1980s.

Nevertheless governments can take a number of practical steps to improve
opportunities for extension. Where coverage is restricted under the law by the
exclusion of those who work for small employers or in certain occupations
such as agriculture, these restrictions may be removed or reduced by statute
(see box 16.1). Inprinciple, and in a fully developed scheme, no one who is
working as an employee should be excluded from protection. Since such persons
were excluded for administrative considerations, they can be brought effectively
under the scheme only if the administrative implications are addressed. These
apply to employers, workers and to the social security scheme itself. Time
must be allowed for the necessary preparations to be made. If a timetable is
prescribed in the legislation, this may provide the discipline to ensure that
administrative steps are taken to prepare for the extension of coverage and it
also has the advantage of avoiding further rounds of negotiation and political
reflection.

The best approach would be for social security legislation to cover all
employees, but to permit certain exceptions. These might be divided into two
categories: those who are to be permanently excluded from coverage @erhaps,
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Box 16.1 Extending social security coverage to government and military
workers

In many countries government employees and the military are covered by
generous pensions financed out of government general revenue and are
excluded from coverage under the national social security system. These
generous pensions are part of the compensation received by people working
in these occupations, and may be used by the government to attract qualified
people to those jobs. Nonetheless it is desirable for several reasons to include
government employees and the military in the national social security system.
First, it helps to foster a sense of national solidarity that all citizens of the
country are treated equally under the national social security system, rather
than some groups receiving privileged treatment. Second, in small countries,
it enables the social security system to benefit, with increased efficiency
from economies of scale.

There is a growing tendency towards including government employees and
the military in the national social security system. All new government employ-
ees have been included in the United States social security system since 1983,
in the Irish and Jordanian social security systems since 1995, and it is envi-
saged in the new legislation enacted in Zambia in 1998 to establish a national
pensions scheme. It may be considered expedient, as it was by these countries,
to restrict coverage to new employees, since current employees had been
hired with the expectation that they would be covered under their existing
system. Those employees could be given the option of switching.

In making this change it may be advisable to start a new occupational
pension scheme for government and military employees, to supplement their
benefits received from the social security scheme.

in some circumstances, members of the armed forces who have their own
scheme, and employees of foreign governments or international organizations)
and those who it is foreseen would eventually be brought within the scope of the
scheme. The exclusion of the first group c9uld be provided in the legislation
while the second group (including those who work for small employers, agricul-
tural workers, domestic workers and casual workers) could be recognized in a
schedule in legislation.

Any enlargement of coverage under the social security scheme can only be
achieved with the concurrent improvement of its administrative capacity and
governance (see Chapters 9 and 17). However, with respect to the specific
issues related to the extension of coverage, the administrators of social security
schemes often find it difficult to deal with the special circumstances of the self-
employed and casual wage workers. When such schemes are extended to smaller
enterprises, each new employer has to be identified, registered, educated and
persuaded to comply with all the rules of the scheme in so far as they relate
to the registration of employees and to the mode and timing of the payment
of contributions. In the case of casual workers, contributions are difficult to
secure, and maintaining up-to-date and correct records is administratively
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complicated when such persons work intermittently and irregularly for different
employers. There is also a conflict with the underlying concept of the receipt of
benefits for replacement income, if the income to be replaced cannot be deter-
mined easily.

Other administrative reforms may improve compliance and enforcement.
An example is the development of cooperation with other public agencies,
such as tax authorities, to identify individuals and businesses who should be
covered by the social security scheme. Improved governance, supported by
effective public relations and educational activities to increase awareness as to
rights and obligations, needs to be underpinned by compliance and enforcement
procedures and powers that reinforce the mandatory character of the scheme.

The extension of coverage in a mandatory scheme should depend on the
capacity to enforce it. Where a country has decided to broaden the scope on
a mandatory basis without a supporting administrative infrastructure, the
solidarity and redistributive basis of the scheme may be threatened and insured
persons may strategically plan the payment of their contributions so that they
maximize the benefit of their participation in the scheme. An example is
provided by the Philippines, where the Social Security System scheme was devel-
oped to provide universal coverage but was restricted in its enforcement by a
combination of public sector restraints on resources and a soft compliance
policy.

ADAPTING EXISTING SOCIAL INSURANCE SCHEMES

Extending coverage by adapting existing schemes relies on the view that the
existing schemes are inappropriate for many of those not covered and also
for some who are covered but are evading contributions. This may be because
the contribution rate is high - for instance, because the self-employed would be
expected to contribute at the same rate as the combined employer/employee
contribution - or because the benefit package does not match the perceived
priorities of those excluded.

One approach for the self-employed would be to permit a degree of choice in
the selection of insurable earnings used for the calculation of contribution lia-
bility. This could be achieved by prescribing minimum insurable earnings
levels for different occupations (Egypt, for example, follows this approach).
Consideration might also be given to revising the benefit and contribution struc-
ture to facilitate the entry of the self-employed and informal sector workers. The
design could have a structure with two components. The first component would
be mandatory in order to provide entitlement to a basic flat-rate pension (sub-
ject to satisfaction of a prescribed period of insurability and with considerable
variation depending on national circumstances). This basic component could be
applicable to all gainfully occupied persons and would require a relatively low
contribution rate or even be replaced by a flat-rate contribution for workers in
the informal sector. The second component would provide an earnings-related
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benefit on a defined benefit basis. This component would be applicable only to
formal sector employees and possibly the higher income self-employed. (This
system is also discussed in Chapter 19.) Since it seeks to address the problem
of low coverage, it is designed to provide a more realistic entry threshold for
the self-employed and for informal sector workers. Such workers would be
within the scope of the national scheme but on a basis which neither strained
the solidarity principle of the scheme nor represented a major contribution
burden for them. Where the scheme covers a range of benefits other than
pensions, some flexibility could be allowed as to the coverage of groups such
as the self-employed, domestic and casual workers.

Another possible adaptation of existing schemes is to introduce defined con-
tribution principles to provide a clear link between individual contributions
paid and pension entitlement. However this is inappropriate in the case of pro-
tection for invalidity or surviving dependants since insurance must be provided
against the risk that these contingencies occur early in the life of an insured
person. In the context of extending coverage for a retirement pension, there is
no clear evidence that a defined contribution system is more likely to encourage
compliance among the self-employed and informal sector workers. On the
contrary, the absence of any redistributive element (except perhaps in a basic
anti-poverty tier) is likely to lead to such persons choosing to place any spare
resources in other forms of savings.

The experience of the defined contribution schemes in Latin America (see
box 16.2) and of the provident funds in Asia and Africa does not suggest that
such schemes provide a substantive solution to the problem of covering the
self-employed or those working in agriculture. Furthermore the low level of
contribution liability of these workers, and difficulties in securing their compli-
ance, tend to result in private pension fund providers making limited efforts to
attract and maintain their membership. If their coverage were considered
desirable, as part of a poverty alleviation programme, the government could
consider special intervention in the scheme to stimulate participation by the
self-employed, such as through a subsidy directed at either guaranteeing an
interest rate above the market rate, guaranteeing a minimum pension, covering
the risk associated with invalidity or death, or treating contributions as tax
deductible.

SPECIAL SCHEMES FOR THE SELF-EMPLOYED AND THE
INFORMAL SECTOR

The above reference (on the possible application of defined contribution princi-
ples to the development of an income maintenance scheme for the self-employed
and the informal sector) leads to consideration of whether it is feasible to design
special schemes for the self-employed, or other sections of the labour force, who
do not fit within the parameters of a redistributive social security scheme. There
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Box 16.2 A comparison of the apparent advantages and actual experience
concerning coverage under defined contribution schemes in Latin
America

414

Easier threshold to entry due to
incentives noted below

No employer's contribution

Competition reduces administrative
costs thus facilitating coverage

Direct link between insured
person's contributions and benefit is
an incentive to register and pay

Minimum pension is guaranteed
hence another incentive to join

Increased barriers for entry when
insured person's contribution is
increased (Bolivia, Colombia, El
Salvador, Peru), plus high
administration and commission fees, no
solidarity (subsidies for self-employed),
and unattractive to private pension
funds because of low contribution and
burden of compliance for lower-income
workers

Where this has been done, the insured
person's contributions have been
increased (except Chile), hence higher
barrier to entry (in Latin America,
employer's contribution has not been
eliminated in Argentina, Colombia, El
Salvador, Mexico and Uruguay)

Administrative costs are high

Compliance (active/affiliate ratio) is
about 50 per cent in five countries for
which data are available

Many of the low-income insured
(estimated as 50 per cent or more in
Chile) cheat the system, minimize their
contribution to maximize state subsidy

are essentially two ways of doing this: either designing a special public scheme
which corresponds to the needs and circumstances of the excluded group but
which is administratively and financially distinct from the scheme for formal
sector workers, and is either financed wholly by those insured or partially,
with a government subsidy; or encouraging (and assisting) the development
of mutual support systems covering occupational groups or communities.

An example of the first approach would be to design benefit packages for the
self-employed and the informal sector which would make a basic core of social
protection obligatory for all gainfully occupied persons, but give a more
comprehensive protection, on an optional basis, for those satisfying tests of

Apparent advantages Effects in practice
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membership. Survivors' and invalidity benefits could be the priority compo-
nents of such a core package. Public social insurance schemes would have a
comparative advantage in providing such benefits because insurance against
these risks requires a large pooi of contributors.

Various problems would need to be addressed, however. Since many persons
at some period of their working lives would be insured under the principal
scheme, consideration would have to be given as to how this could be linked
with membership of a special scheme. Such an arrangement implies the need
for transfer of information and funds. Furthermore, even though the special
scheme would be designed specifically to appeal to excluded groups, it would
probably fail if membership were voluntary since moral hazard considerations
would cause members to seek to maximize their entitlement in relation to their
contribution liability. But ensuring compliance in a compulsory scheme would
also be difficult, depending on the categories of persons included. If a significant
percentage of those covered saw no advantage in such a scheme or felt unable to
afford to pay the contribution, the effect of this would be to undermine both its
financial viability and its solidarity base. The government could either subsidize
the scheme to ensure a higher level of participation, as is done in Ecuador, the
Islamic Republic of Iran, the Republic of Korea and Turkey, or establish ear-
marked taxes specifically designed to support the social security pension
scheme.

A special scheme could also be considered in countries with many domestic
workers. Such employment is, in general, stable with limited turnover. Simpli-
city would be an essential feature of such a scheme and a fiat-rate scheme
may be advisable. Similarly, special schemes could be established for agricul-
tural workers through a levy on produce and for construction workers by a
levy on the overall construction site contract.

As regards the approach based on mutual support, over the past decade
many new self-financed schemes have emerged that are managed by, or at
least for, various groups of informal sector workers. These schemes often
have their origins in community- or occupation-based support systems estab-
lished to enable their members to cope with common problems. They are as
likely to be concerned with promoting income-generating activities as with
insurance, but many have savings and credit systems to pooi resources to
meet social protection needs, although these normally relate to sickness, dis-
ability and death rather than to retirement.

The success of such schemes and the extent to which they can be replicated
elsewhere depends on the following:

the commitment and charisma of one person or a small group of people;
whether there is a consensus on the priority contingencies which should be
covered;

the scope for "sound control" among the members and the prospects for
reciprocity of entitlement;
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access to external resources that will ensure long-term financial viability;
o the capacity of the scheme's administrators (who are often unpaid);

opportunities for pooling between different but similar schemes;
opportunities for linkage with private insurance or possibly social insurance
schemes.

For lack of these conditions, many schemes founder after a short period. To
promote stability they need encouragement in the form of tax concessions or
financial and administrative support, possibly from the social security system.
However careful consideration needs to be given to the relationship between
such schemes and the social security scheme. Some of these self-help schemes
have been established by individuals and small employers who are legally insur-
able under the national social security scheme. Perhaps such coverage under the
national social security programme is premature, but it is inadvisable to legiti-
mize evasion through support for an informal arrangement covering workers
who were also legally covered by the national scheme. On the other hand, it
may be that the social security programme should be modified to better suit
the circumstances of certain sections of the labour force.

One fundamental question is whether mutual support schemes should be
encouraged as a supplement or as an alternative to a basic national social secur-
ity scheme. In most cases, taking on the additional role as a provider of a basic
pension would require a level of resources and administrative capacity signifi-
cantly beyond that which the scheme currentlypossesses. Furthermore provid-
ing for a pension on retirement may not be seen by the participants of such
schemes as a priority, but to open the possibility, and to encourage participation
in a special scheme organized by an informal sector association may compro-
mise efforts to strengthen and extend the formal sector scheme which will be
trying to maintain the principle of compulsory insurability and uniformity.
Thus a dilemma confronts policy makers and a balance needs to be struck
between strengthening and extending the formal sector public scheme and
encouraging those clearly outside its scope to make separate arrangements.

There may be scope for using self-help associations as agencies on behalf of
the national social security scheme for the administration of a basic pension
scheme. They could facilitate the registration of their members and the collec-
tion of contributions, and be reimbursed for this. They could even be rewarded
for increasing coverage. This is effectively the arrangement in those countries
where members of cooperatives are insurable under the social security
scheme. The social security system scheme in the Philippines is pursuing a
progressive policy of contacts with informal sector associations to forge links
to identify and remove obstacles to coverage. Training of managers of informal
schemes could be contemplated.

Most mutual support schemes for informal sector workers are organized
either by communities, or by persons with similar occupations or trading activ-
ities. While this may generate the trust that must underpin any social insurance
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scheme, it may be insufficient to ensure such schemes' extension and replication.
Area-based schemes might be both easier to establish and more sustainable
because they would have the backing of the government itself. Such schemes
could be developed as pilot projects focusing on workers who are above the
poverty line but outside the formal sector with its statutory protection.
Membership might be open to all workers in a defined geographical area,
irrespective of the nature and duration of employment or the place of work.

The range of benefits would depend on the level of funds available both from
the contributions of members and from other sources. Basic benefits may
include insurance against death or invalidity, health insurance and scheme
benefits. Contributions would have to be mandatory, but could be fiat rate.
Members could be given the option to select from among different premium
amounts with corresponding benefit packages worked out on an actuarial
basis. Some other possible sources of finance which could be considered by
the government include fiat-rate levies on selected employers, and additional
taxation or social security levies linked to specific items (such as electricity con-
sumption, clearance of negotiable instruments, motor vehicles and licences).

Administrative responsibilities could be given to local government bodies,
perhaps in collaboration with national bodies. The management of the finances
and benefits could be entrusted to a professional insurance agency. It would be
desirable to use the existing administrative mechanism as far as possible.

DEVELOPING TAX-FINANCED PENSION SCHEMES

Three variants of tax-financed schemes might be considered here.

Schemes could provide fiat-rate benefits, based on subsistence levels, for
all those over a prescribed age and who are permanently and totally disabled.
Those entitled to a pension from another source would be excluded. Such
pensions would be financed from taxes and this could include indirect taxes
or special levies on produce. A problem with such a tax-based approach is
the difficulty in many developing countries of collecting taxes and also the
narrow tax base. Even if it were possible to collect more tax, a universal pension
scheme might not attract priority over improvements in primary health care.
There is also a risk that such a scheme would cause higher evasion under any
contributory scheme which was operating simultaneously in the country.

A tax-financed scheme could be aimed at the poor through the applica-
tion of a social assistance system based on a means test. This option might
help to solve the problem of low coverage under social insurance pension
schemes in that a social assistance scheme would ensure a subsistence level
income. It could also be complementary to a defined contribution mandatory
savings scheme. Many of those working in developing countries in the urban
informal sector, and in agriculture, are subject to periods of unemployment
and underemployment and also earn so little when they work that they are
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unable to contribute to their future social protection. For such people, social
protection is best supplied through schemes provided directly by the state. How-
ever, it is also equally difficult to distinguish those who have the resources from
those who do not.

3. A general poverty alleviation programme could include provision to
provide assistance to the most vulnerable groups. Most developing countries
cannot afford a social assistance system covering the poor and are thus
unable to establish a comprehensive safety net. Many such countries do,
however, have more general poverty alleviation programmes and these should
contain an appropriate mix of income-generating infrastructure development
and income-support measures. It may be necessary, when establishing target
groups, to take account of the very old (such as those over 65) and the disabled.
Drêze and Sen (1989 and 1991), for example, see income support for widows
without adult sons as representing a significant step towards relieving an impor-
tant social problem in India involving some 30 million widows who suffer from
much higher rates of poverty and deprivation than the general population.

Even where criteria for selection are less demanding, there is evidence that
cash payments to the elderly can greatly improve old-age security. For example,
in South Africa a cash transfer about twice the median income of African house-
holds, where eligibility is determined on the basis of age irrespective of previous
contributions, has been an effective tool for redistribution, as it has mainly
benefited poorer African households. This redistributive effect is largely
driven by a low take-up rate by white households and the fact that efforts
were made to reach poorer African households in rural areas. Interestingly,
because the elderly poor in South Africa also tend to live in extended families
containing poor children, and because the cash payment was shared within
the household like any other source of income, the scheme was also effective
in reducing child poverty and poverty overall.

Tax reform and social protection are strongly linked, and financing reforms
should be seen as integral to rethinking how to provide social protection for the
elderly poor effectively. Tax reform in this context should be in the direction of
broadening the revenue base with a much stronger focus on domestic indirect
taxes (such as sales taxes and VAT), as opposed to direct income or social
security taxes. These taxes, though non-distributive, are much easier to collect
and can be applied to a much wider tax base than is the case with income or
social security taxes. Because they are less conspicuous, and are not directed
at particular groups, they do not run into the same evasion and political
economy problems faced in the collection of individual income and social
security taxes. In essence infOrmational, incentive and administrative con-
straints impose severe limits on the scope for redistribution via taxation in
developing countries, therefore the focus of tax reform to promote social
protection should be on creating a broad-based, buoyant and stable revenue
base.
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There is now a large body of evidence which suggests that switching expen-
ditures within an overall governing budget towards, for example, the social sec-
tors (such as health and education) can have a large pay-off in terms of
improving the welfare of citizens, including that of the elderly. Understanding
the budget process, and the political economy of how the overall pattern of
expenditures is determined, is central to understanding how this type of expen-
diture reform might be accomplished. Given a typically strong demand for basic
social services by the general population, the viability of this type of reform
would appear tO hinge on whether there are political institutions in place
which effectively aggregate these preferences (for example, via voting) so that
they are reficted in government allocation decisions.

The difficulties associated with the administration of a social assistance
scheme should not be underestimated. These include the following:

the determination of the poverty line or threshold,
the design of the system,
the basis for distinguishing those persons among the many who arepoor who
are most vulnerable,
the determination as to what extent account should be taken of support
provided (or expected) from other members of the household and family

A recent field study on the application of the Indian old-age social assistance
scheme in Gujarat, Orissa and Uttar Pradesh (Sankaran, 1998) showed various
cases of patronage - for example at the selection stage, and of abuse, in parti-
cular in the case of cash payments. It also highlighted problems in determining
a suitable means test.

Thus, in assessing the cost-effectiveness of social assistance programmes,
some of the following issues need to be addressed.

What are the responsibilities of the central and local government in the
financing, administering and fixing of the social assistance benefits?

What should be the criteria for the means test (income, land, assets) and
at what level of government should eligibility be determined?

How can corruption-free mechanisms be designed?
How can administrative costs be controlled?
How should social assistance and social policy interventions, such as

food for work and employment guarantee schemes, be coordinated?

Given the dominant role that informal mechanisms play in supporting the
elderly poor in developing countries, it is essential to consider, in the design
of social assistance programmes, how such schemes would affect the incentives
to provide private support. There is a possibility, for example, that children may
reduce transfers to parents if the latter begin to receive state transfers, thus dilut-
ing the welfare impact of a given programme. The available empirical evidence
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on this suggests that there is a moderate trade-off between public and private
financial transfers; however this is not dollar for dollar so public support
measures still improve the welfare of the elderly. Incentives to provide private
support appear not to be completely undermined by public support.

More importantly there are a range of circumstances where complementari-
ties may exist between private and public support. Rather than crowding out
private support, public support measures may actually strengthen incentives
to care for the elderly leading to a crowding in of private support. These corn-
plementarities may be particularly strong in extended or geographically proxi-
mate households. Within families living together, or close together, the elderly
play a productive role in providing a range of services, such as child care and
domestic work, in exchange for which they receive housing, food and health
care. If the effect of a public support measure is to reduce their cost to the
family (for example through subsidized health care) then the incentives to
provide support for them will tend to be strengthened as their value to the
household is enhanced. These effects will be even stronger when the elderly
can directly contribute monetary resources to the household, as is the case
when they receive a cash payment from the state. It can be argued, for instance,
that a widowed, or elderly dependant, who receives, say, a cash payment from
the state may be less - rather than more - vulnerable to neglect within the house-
hold, in so far as the availability of an independent source of income increases
his or her bargaining power vis-â-vis'other household members. Household for-
mation and the configuration of caring arrangements are endogenous, therefore
measures that reduce the costs of caring for the elderly and increase the benefits
of having them present in the household may encourage the formation of
extended households or, at a minimum, will improve the functioning of the
exchange market between related individuals.

Given the variety of situations in different countries, with differing levels of
economic development as well as institutional capacity, it is inappropriate to
propose policy conclusions of general application. Furthermore in most
countries there is no one solution to the problem of extending coverage and
the policy options discussed are not mutually exclusive. The problem varies in
form and significance, depending on the degree of development and a range
of other factors.

Broadly there are three types of countries. The first consists of the developed
countries, where the problems of coverage are of relatively limited significance.
Here the emphasis needs to be on ensuring that social security and employment
legislation are adapted to take account of new forms of contractual relation-
ships, steps are taken to improve compliance and, where this has not already
been done, mechanisms are established to cover the self-employed.

The second consists of the middle-income countries, some of which have
well-developed social security institutions. Here the general approach should
be to progressively cover the labour force through an extension of the social
insurance programme. Where resources permit, consideration should be given
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to the establishment of a universal flat-rate pension scheme or more selective
protection through social assistance.

Third, there is a large group of low-income countries where a rapid increase
in social protection for income security on termination of employment is diffi-
cult to attain. Universal schemes, whether based on residence or on means,
are the most effective ways of ensuring high coverage, particularly of the
poor. But such schemes are seen by most developing countries as beyond
their resources and often as being of relatively low priority. Moreover in
many such countries it has not even proved possible to ensure that those who
are gainfully occupied in the formal sector make some provision for their future.

New approaches to social assistance are required that can encompass people
in financial need who cannot be reached by policies for employment and who
cannot (and/or have not been able to) contribute to self-financed social insur-
ance schemes. The advantage of social assistance benefits is that they can be
directed to those most in need, such as children, the disabled and the retired.
However they require a sophisticated administration to determine who is
really deserving and to make sure that the benefits reach the target population
effectively. Accordingly the costs of delivering the benefits are often high, and
without a tight benefit administration there are likely to be leakages or corrup-
tion. Naturally the size of any social assistance schemes must depend on the
resources, administrative capacity and priorities of the countries concerned.

Beyond the tax-financed universal and social assistance schemes, various
policy options have been discussed and reference has been made to international
experience. Those who work as employees for small businesses should be
brought within the scope of the formal social security scheme, but this must
be carefully planned and preceded by a strengthening of the administrative
capacity and the education of the employers and workers. Insurability should
be mandatory and be seen to be so. The process of extension of coverage to
this sector has generally been slow and it has not been accompanied by sufficient
efforts to establish the essential administrative functions. However this sector is
the easiest to address and should be given priority since the needs and circum-
stances of its employees are virtually indistinguishable from those of employees
already covered.

Attempts by governments to integrate self-employed workers into public
social insurance pension schemes have met with mixed success. Some self-
employed workers who are part of, or close to, the formal sector (such as the
professional self-employed, shopkeepers and employers) may be induced to
join such schemes, particularly if there is scope for them to select the level of
their participation. If, on the other hand, the self-employed are obliged to
pay both the employers' and workers' contributions, evasion is likely if they
identify what seem to them to be better opportunities elsewhere for protecting
their future. Some liaison with the tax authorities would seem essential and
there may even be scope for integrating the collection of tax and social security
contributions from the self-employed.
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Special schemes for the self-employed may have more success if the govern-
ment is willing to subsidize the coverage to make it attractive, but there are
limits to the extent that other contributors or taxpayers will be prepared to sub-
sidize those who are seen as having the opportunity of participating in the
scheme on a basis which is determined by their best interests. Self-employed
workers have much greater opportunities for non-compliance than employees
working in formal sector enterprises. In some developing countries, govern-
ments have attempted to create special schemes for casual and home workers
outside the formal sector. These have had some success, in particular where
such schemes could be supported by earmarked taxes. In those countries
where coverage is low because many workers are engaged in informal sector
activities, or are working on their own account, consideration could be given
to designing the scheme to take account of this fundamental problem. Instead
of designing a scheme for the minority of the labour force that is in the
formal sector, it would be better to design one that takes account of the
needs and circumstances of the majority. Such a scheme could include optional
additional provision or it could be a basic social protection package. Where
possible, excluded groups should be brought at least partially within the
scope of the principal scheme where there would be some scope for the applica-
tion of solidarity principles.

The self-financed informal sector schemes are fragile and subject to collapse.
Nevertheless they keep springing up because they fuffil basic needs. Most of the
self-financed social insurance schemes for informal sector workers are organized
on an occupational or sectoral basis. While such bases may be good for gener-
ating the necessary trust that must be the foundation of any social insurance
scheme, they may not have the capacity to provide long-term income security
for their members and are more likely to be able to meet short-term needs,
such as health care and lump-sum assistance, to alleviate family distress.
There may be more scope for area-based schemes which are more replicable,
and which imply the backing of the government itself. Bringing social protec-
tion provision down to a lower level of government, explaining responsibility
to communities or NGOs may improve matters because these providers may
be more accountable and have a higher valuation of the preferences of the
elderly poor.

Greater priority needs to be given to achieving a wider coverage under pen-
sion schemes. There is a need for more research on the social security priorities
and contributory capacities of the non-covered population, as well as on the
various mechanisms that could be used to extend coverage through the adapta-
tion of existing formal social security programmes. There is scope for innova-
tion and experimentation based on a general recognition that no one solution
is appropriate for all situations.

Living standards are tied to economic growth and in the long term provide
the basis for improved and broader-based social protection schemes, whether
these are financed by contributions from those covered or through taxes, as
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in the case of social assistance or basic income schemes. In the meantime the
approach for developing countries should take account of the following:

revising schemes to facilitate partial membership by the self-employed,
domestic workers, agricultural workers and those with a regular income
from informal sector activities;
setting time limits for such an extension;
strengthening the administrative capacity of the social security scheme,
particularly in compliance, record-keeping and financial management;
undertaking education and public awareness programmes to improve the
image of the social security system;
encouraging the development of mutual support schemes for those outside the
scope of extended coverage and as supplementary protection for those only
covered for basic protection: concentrating on the organized informal sector;

enlisting the support of cooperatives and self-help schemes in the administra-
tion of the national social security scheme;
developing social assistance schemes aimed at the absolute poor within
prescribed vulnerable groups;
ensuring that social protection is integrated and consistent with other devel-
opment programmes for the informal sector, such as improving access to
credit and savings mechanisms, bolstering community and informal sector
support and ensuring the provision of basic social services.

In the countries in transition, the scale of the problem is not as severe, and its
consequences are cushioned to some extent by social assistance schemes. But it
is essential for social security schemes to complete their own process of transi-
tion to enable them to take on the new responsibilities of administering social
security schemes for the private sector. The basic mechanisms and provisions
exist to improve the level of coverage, but registration, collection and compli-
ance provisions need to be strengthened and the legislation revised to fit the
new situation, all in the context of efforts to develop a relationship with repre-
sentatives of private sector workers and employers.

Finally the implementation of defined contribution schemes, and the priva-
tization of social security administration, will not contribute to increased
coverage (unless this is subsidized in some way by government). First, the
individualization of responsibility for social protection restricts the scope for
redistribution to those with lower incomes and intermittent employment
records - the bulk of those excluded from coverage. Schemes based solely on
individual savings are unattractive to the poor. Second, private sector adminis-
tration would not be attracted to the task of administering schemes for the self-
employed-- and the informal sector and this approach would have the effect
of aggravating the fundamental problem of the provision of adequate social
protection.
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PLANNING, POLICY AND COORDINATION ISSUES

Chapter 9 draws attention to the fundamental importance of good governance
if social security objectives are to be met. It also identified the principal prob-
lems that are being experienced by social security schemes throughout the
world. Recognizing that governance embraces each aspect of the implementa-
tion of the scheme, from its conception to its operation, the chapter categorized
these problems according to whether they occurred at the strategic or macro-
policy level, at the institutional or operational level. This chapter looks more
closely at what might be done to address these problems. It then discusses
some key issues which relate to the overall approach to the objective of achiev-
ing good governance of social security schemes. Among related topics discussed
elsewhere in the book, issues relating to governance are covered in Chapter 9,
contribution evasion is analysed in Chapter 10 and issues relating to design
are discussed in Chapter 19.

Social protection issues are invariably both complex and wide-ranging. They
involve difficult decisions as to priorities and the allocation of resources. Within
the government, responsibility for social protection is likely to be divided
between several different departments. Even in the relatively narrow context
of pensions, there may be separate statutory schemes for the private sector,
the self-employed, public servants and the armed forces and, as regards risks,
for employment injury as well as for retirement, invalidity (disability) and sur-
vivors. In addition there will often be occupational schemes and private pension
funds and there may also be a social assistance scheme providing a safety net.
The roles and interrelationships of these different segments of the social protec-
tion system need to be clear and, furthermore, they should each represent a
component in a long-term strategy which provides a policy framework for
development. Problems will inevitably emerge which need to be tackled, but
it is preferable if this can be done in a strategic context rather than on an ad
hoc basis. It is thus advisable for governments to formulate an overall national



Governance, management and compliance

social protection strategy within which objectives, roles and responsibilities can
be defined and development monitored.

The absence of such a strategy often illustrates two other weaknesses. First,
there is a need for some coordinating mechanism to ensure that the development
of social protection as a whole is consistent with the overall objectives. There
should be policy cohesion between the different initiatives of individual govern-
ment departments. This implies the need for an interdepartmental committee or
some other administrative mechanism, established at a high level and with the
power to ask individual ministers to reconsider policies, if necessary, in the
broader context. Such a committee or authority could be the responsibility of
the central planning authority, or of a subcommittee of the cabinet, or it may
be that less formal coordination arrangements between departments can be
established. But without coordination at the policy level there is the risk of
inconsistency.

Second, coordination and the development of social protection strategies
depend on information and analysis to enable informed choices to be made on
policy options. A quantitatiye analysis of the implications of different options,
in both the wider macroeconomic context and the narrower social protection
context, is essential to this. The application of social budget modelling tech-
niques (described in Technical Brief 1) represents a useful tool in this process.
Since this analysis must be interdepartmental, it presumes that the planning
process - and the capacity to make it so - exists, as well as the skills.

Another essential ingredient of the planning process is consultation with
those affected by the proposed scheme in order to make them aware of the
reason for the reform, what it is trying to achieve and what it will mean to
them in obligations and entitlements. The need for transparency starts with
the conception of the scheme. This is discussed further in Chapter 20.

When policy decisions have been taken, and the reforms designed, the pro-
cess of drafting and enacting legislation must begin. Drafting skills and specia-
list knowledge of social security issues are essential, but the legislative system
may be cumbersome and may inhibit the introduction of straightforward
reforms which are not subject to dispute. Fundamental reforms, which require
the preparation of new principal legislation, will inevitably take time to process
but there should be sufficient flexibility in the legislative system to permit mat-
ters of a subordinate or recurring nature to be enacted under ministerial powers.

The process of reform of the social protection system can be lengthy and
timetables are often unrealistic. Since the issues can be highly political, it is
common for there to be a long period of consultation, reflection and consensus
building, which tends to result in a desire for speedy implementation once the
policy has been settled. The failure to take account of the time necessary to pre-
pare the systems and the public for the new requirements has resulted in some
schemes being introduced prematurely and unsuccessfully. In the experience of
the ILO through its technical cooperation programme, it takes a minimum of 12
months (and 24 months would generally be more realistic) from the date of
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enactment of the principal legislation to complete preparations for the imple-
mentation of social security pension schemes.

INSTITUTIONAL ISSUES

A key issue in securing the good governance of either a new social security
scheme or an existing one is the choice of the institutional arrangements.
There are basically three choices, but with considerable scope for modification
of each:

direct administration by a government department;
administration by an autonomous public institution with a supervisory
board of directors or trustees;
private administration by insurance companies and pension funds.

In each case a government department retains responsibility for policy and
for the overall performance of the scheme. Thus the responsible minister has to
account to the public for the overall effectiveness of the scheme. (These different
institutional arrangements are discussed in Chapter 4.) They all have the same
objectives and their differences reflect varying viewpoints as to the best way of
meeting these objectives, but each presumes a need for a degree of supervision
and control over the resources that it provides. Thus the choice of a government
system presumes that well-established systems for audit and budgeting will
apply to the public social security system and this should be integrated with
other national priorities; or the choice of an autonomous public institution
based on the notion that social security finances are distinct from those of the
government and that the different interests of the stakeholders (government,
contributors and beneficiaries) should be reflected in the management of the
scheme; or the choice of private organizations, operating under statutory regu-
lation and in a competitive environment, will ensure that the scheme provides
good service to its customers and that the resources are managed efficiently.

It has already been noted that the majority of social security pension
schemes are administered by autonomous public institutions with a supervisory
board which represents the principal stakeholders. But it has also been noted
that in many countries the governance of these social security schemes has
been unsatisfactory and that these public institutions have not performed in
the way that was envisaged. It has proved difficult for many of these institutions
in developing countries to apply the delicate balance of interests and power
implicit in the concept and it has been a common experience for the scheme
to be heavily controlled by the state, particularly during times of economic
adversity or political uncertainty.

This has tended to result in different approaches to governance reform. One
approach is to move along the spectrum towards privatization, while another is to
maintain the present arrangements but to concentrate on reforming those aspects
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which do not work well. There are, however, alternative approaches which seek to
improve efficiency through a specialization of functions, or which give priority to
integration and rationalization and which thus favour the unification of schemes.
These approaches are discussed in the following paragraphs.

REVIEWING PUBLIC/PRIVATE RESPONSIBILITY FOR
PENSIONS

In some countries, particularly in Latin America, the problems and issues dis-
cussed in Chapter 4 have, to some extent, undermined the validity of social
security schemes based on social insurance principles. A linkage exists between
the concept and the performance, particularly in the minds of those who advo-
cate a reduced role for the state in relation to social protection and who regard
private sector management as inherently more efficient than the public sector.
There is often a connection with the philosophy which lies behind a national
structural adjustment programme for the economy, in which the role of the
state would be scaled down and instead private sector development would be
promoted to revitalize the economy. To what extent is privatization the
answer for improved governance of social security?

First, the debate concerning the privatization of social protection is essen-
tially on two levels: one relates to the responsibility for providing it, and thus
to its structure, and the other to the management of it. At the structural level,
those who argue against the principles of social insurance maintain that
social security overprotects individuals and removes their freedom of choice,
on the basis that they are somehow incapable of making rational decisions as
to what is best for them. It is argued that the state should withdraw to a position
in which it provides a minimum level of protection and then creates and
encourages an environment under which private arrangements can be made.
But it is invariably recognized by proponents of this approach that it is neces-
sary to counteract individual myopia by imposing mandatory obligations to
contribute to social protection.

At the administrative or institutional level it is argued that the social security
institutions are not subject to market competition (they are effectively monopo-
lies) and they are not required to make a profit. Administrators consequently
pay insufficient regard to the financial implications of the decisions they are
obliged to make. The increasing acceptance of neoliberal thinking which stres-
ses the rights of individuals to choose has combined with a disillusionment as to
the value of state intervention and has provided the momentum for the privati-
zation of social security. There was a tendency to assume that the competitive
forces of the market place would have a generally beneficial effect, but there
is little information or research as to how this would be achieved in practice
with a system that owed its existence to the need to counteract the harshness
and inequalities of the marketplace. Experience in those countries where private
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schemes have taken on a more significant role has revealed that the problems
experienced by public schemes are by no means exclusive to those schemes.

Employers may be unwilling to provide the necessary information on the
different pension plans relating to their employees and may also fail to deduct
contributions or simply fail to pay them.

There is an inherent contradiction between the objectives of a mandatory
social security scheme which seeks to counteract myopia and to provide social
protection on a broad basis, and the motives and approach of a private sector
organization, which seeks to maximize income and minimize expenditure. All
things being equal, such organizations will tend to ignore or pay less attention
to the lower paid, those in irregular employment and those reluctant to partici-
pate.

Decisions taken as to the structure of the scheme will determine the role
to be undertaken by the state, but the state cannot remove itself from the overall
responsibility to ensure that social protection is provided for its citizens.

Provisions which relate to income replacement on termination of employ-
ment require an array of administrative procedures, both to monitor the estab-
lishment of entitlement and then to make pension payments. These tasks must
be carried out either under a publicly managed defined benefit scheme or under
a privately managed mandatory retirement savings scheme which is subject to
the necessary compliance measures to ensure that employers and workers are
registered and pay the contributions that are due. In the case of mandatory
retirement savings schemes, such as have been introduced in Latin America,
the tasks may be spread among many approved pension funds which are also
obliged to invest pension funds and provide annuities at the point of retirement.
Administration is complicated by the opportunity which must be afforded to
individual members to switch from one fund to another. The scale and complex-
ity of the responsibility, combined with the fact that pension funds are profit
making, have obvious implications for the application of the scheme at the
lower end of the market (among lower-paid workers or among employers
with a high turnover of workers) and obliges the establishment of a public
supervisory authority whose task it is to make sure that employers, workers
and pension funds all meet their obligations.

Since the scheme must be mandatory, some measures must be taken to
ensure compliance, and these should be conditional not on the profit motive
but on the need to counteract myopia and avoid inequity (those who do not
comply will nevertheless qualify on a means-tested basis for the basic pension).
Experience in Chile illustrates that non-compliance remains a problem in spite
of the establishment of the resources allocated for the implementation of an
efficient regulatory authority.

In those countries where there is considerable reliance on occupational
pension schemes or on personal pension plans, it is also essential for a regulatory
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framework to be established to protect individuals, whether or not such arrange-
ments are compulsory. It is also relevant to note that there have been, in recent
years, a number of scandals relating to private pension funds in such mature
economies as Germany and the United Kingdom. In the latter the Maxwell
affair involved the misappropriation of large sums of money from pension
funds and the misselling scandal involving improper sales practices to persuade
people to switch from the public scheme, or from occupational pension schemes,
to inappropriate personal pension plans.

Thus the level of government intervention required where there are manda-
tory retirement savings schemes or considerable reliance on occupational or
personal pension plans is at least as great as that required where there are
wholly public schemes, and this intervention is probably more complex because
it has to be exercised through private organizations. Furthermore government
intervention leaves the opportunity open for political manipulation. This
leaves open the question as to whether mandatory privately administered retire-
ment savings schemes are more efficient and whether they better meet the objec-
tives of good governance. The evidence is not conclusive either way, and
comparisons are difficult because of conceptual and functional differences
between the systems. There is, for example, a striking contrast between the volu-
minous and complicated regulations governing private pensions in the United
Kingdom and the simple regulations governing complementary pension
schemes in France, where all decisions must be taken jointly by employers'
and workers' representatives. Furthermore administrative costs for established
defined benefit schemes in OECD countries average about 3 per cent of benefit
expenditure and there are many examples of pension schemes being implemen-
ted in developing countries with low administrative costs.

In terms of the transparency of the respective systems, it is apparent that
insured persons are often as confused about the provisions of a mandatory
retirement savings scheme as those of a public scheme. Indeed it seems that
many people find it difficult to make the choices envisaged under the private
systems and are thus susceptible to advice and guidance for which they must
invariably pay. The uncertainty extends, in particular, to the level of benefit
to be provided. Thus the mandatory retirement savings schemes lack the pre-
dictability which many regard as an integral part of social protection. Neither
does privatization protect individuals against political risks, since crucial
aspects of the scheme especially the level of benefits, may still be seriously
affected by public policy decisions. Public policy can place limits on the invest-
ment decisions of private pension funds and it determines how contributions,
capital gains and the pensions themselves are taxed. It also affects interest
rates, and thus the growth rate of pension investments and the value of annuities
purchased.

It is often argued that members of a defined contribution scheme will be
less inclined to evade payment since the level of benefits they receive is
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directly related to the level of contributions they have paid. This hypothesis is
questionable, for two reasons.

A typical defined benefit scheme also provides benefits which are related
both to earnings and contributions. Although there is provision for insurance
cover in respect of death and invalidity, and for redistribution to the lower
paid, there is generally a linkage between contributions and benefits and
many schemes are being modified to strengthen that linkage.

Even under defined contribution schemes, employers choose not to pay
(or at least to delay payment). Sometimes such a decision is reinforced by collu-
sion with workers who are anxious either to keep their jobs or to maximize their
take-home pay because they give a higher priority to current needs.

A shift in responsibility from public sector to private sector management can
take many forms. First, there is a spontaneous trend, particularly where private
arrangements have developed in a void created by the failure of public sector
schemes to provide adequate social protection, in terms of either coverage or
level. Second, some countries have a more programmed approach to increased
private sector responsibility which is the reflection of specific policy initiatives
and where, for example, in the pension context, the public scheme has been
reduced to represent a basic tier of protection, with additional pension entitle-
ment being dependent on individual membership of private pension funds.

Some countries have introduced private sector participation in the adminis-
tration of the social security scheme. If the scheme lacks the expertise to operate
a computerized record system, this task could be contracted to a private sector
organization. This was done in Thailand and Uganda, but at least for some
time in both countries there were problems since it was difficult both to obtain
the required infomiation in good time from employers and to ensure that the con-
tracted company gave sufficient priority to the processing of the data. Similarly
many schemes lack the specialist knowledge needed to take full advantage of
investment opportunities: thus responsibility for the management of the invest-
ment of social security funds could be contracted to private investment managers
as an alternative to establishing their own investment department. Many schemes
do not have their own actuarial services. Consideration should therefore be given
to identifying tasks which could be better performed by private specialist compa-
nies. Management contracts could then be devised to set out the requirements of
the task and these contracts could be backed up by supervision and penalties in
the event of failure to comply with the contractual obligations.

MAKING PUBLIC SOCIAL SECURITY INSTITUTIONS MORE
EFFECTIVE

Whether the structure of the social security scheme is private or public, the
state must play a major role in ensuring that it meets its objectives. Where
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th administration is entrusted to the private sector, significant supervision will
be needed by a public sector body. Efficiencies through competition may be
counteracted by the loss of economies of scale or because of advertising costs
of private organizations. It is not easy to reconcile the motives of private, for-
profit organizations, with the task of administering a truly universal social
security scheme. This tends to suggest a need for the establishment of well-
managed autonomous public institutions charged with thetask of administering
public social security schemes providing at least a core of social protection on
a uniform basis, and empowered to do so in a way which takes advantage of
techniques of efficient management applied by successful private sector organi-

zations.
Social security schemes financed by employers' and workers' contributions

are obliged to give priority to the interestsof their contributors and beneficiaries
who should, as a consequence, have the opportunity to participate in the super-
vision of their scheme. At the same time, the scheme has the opportunity to use
some of the resources derived from these contributions to administer the scheme
and the obligation to do so in the most efficient way. Can truly autonomous
public institutions be established which can combine the advantages of public
and private management? Experience, discussed in Chapter 4, suggests that
many developing countries (and even higher-income countries and countries
in transition) have found it difficult to establish a public institution responsible
for the administration of a social security scheme which is truly autonomous,
achieves the delicate balance of representation of the interests of the govern-
ment, the contributors and the beneficiaries and is able to operate with an
acceptable level of efficiency. Nevertheless in many such countries there are
no clear indications that large-scale privatization would result in more effective
systems and it may be more appropriate, in the reform process, to give priority
to addressing the weaknesses in the public institution which limit their
effectiveness.

IMPROVING THE COLLECTION OF CONTRIBUTIONS

All social security schemes depend on information provided by employers and
insured persons and on their capacity to organize and record this information.
Much of this information is given by employers and individuals to different
government agencies for different purposes. This represents a considerable
burden which is reflected in lower levels of accuracy and compliance.

This provides the basis for an approach to governance reform founded on
the premise that the separation of the administrative functions of a social secur-
ity scheme would provide an opportunity for greater specialization to focus on
the problems of each function. An example of this relates to the collection and
enforcement of contributions. It is argued not only that compliance levels are
low, but also that the collection procedures duplicate those employed by the
authorities to collect income tax since, in many countries, this is also deducted
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at source and then paid over by employers. It is also argued that the tax author-
ity specializes in the collection of public funds, is not hampered by welfare con-
siderations and generally has special powers to enforce payment. Accordingly it
is suggested that the tax authority should collect social security contributions
together with tax or, alternatively, that a separate revenue collection agency
should be established to collect all public revenue. Such a system is already in
operation in a number of industrialized countries where social insurance
schemes exist (for example Sweden, the United Kingdom and the United
States). In the United Kingdom social insurance contributions and income
tax are collected by the Inland Revenue which transfers the amounts collected
to the social security fund and also provides the Department of Social Security
with copies of the documents submitted by employers showing the amounts
paid by each insured worker. Enforcement action is also, in general, taken by
the Inland Revenue but disputed liability is the responsibility of the Department
of Social Security which also, through its Contributions Agency, carries out
compliance checks on employers and enforces the liability of the self-employed
through its own inspectorate. There is scope for arrangements of this kind to
work satisfactorily in developed countries where interdepartmental agreements
can be devised and implemented without great difficulty.

A unified system for collecting tax and social security contributions may
be cheaper, but an evaluation would need to consider the cost of changing
a well-established dual system. Other developed countries (for example
France, Germany and Japan) prefer, however, to have separate systems for
the collection of tax and social security and the application of a unified
system would be rather more difficult in developing countries for a number of
reasons:

Contributions collected by the tax authority need to be transferred to the
social security fund.

Equal priority would need to be given in the collection and enforcement
process to both tax and social security liabilities.

Social security contributions might come to be regarded merely as another
tax and thus compliance might suffer.

Social insurance principles of solidarity and uniformity might be prejudiced.
If social security contributions are collected by another publicagency, parti-
cularly one closely connected with central revenue collection functions such
as the Ministry of Finance, the financial independence and autonomy of the
social security institution might be weakened.

The introduction of a unified system would also imply the need to harmonize
taxable and insurable earnings and definitions as to the status of workers!
taxpayers. A unified registration system would also be necessary. Furthermore
data requirements for determining long-term entitlement to pension would be
more demanding than those relating to annual tax liability.
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In developing countries the tax systems often display greater weaknesses
and lower compliance rates than the social security system. Some of the
countries in Central and Eastern Europe have introduced a unified system
and here the circumstances may be favourable in that the functions relating
to the collection and enforcement of contributions are new, the social insurance
concept is not well established and there is no tradition of a distinct social
security contribution paid by workers. However, in those countries, tax autho-
rities are often far less successful in collecting revenue than are social security
institutions.

Collection practice varies among the mandatory savings schemes in Latin
America. In Chile where there is no employers' contribution, the employer is
obliged to deduct the contribution from the worker and pay this to the appro-
priate agency (AFP) with whom the worker is registered. The system is super-
vised by a superintendency of AFPs but there is no central collection agency.
Similar arrangements apply in Peru. In Uruguay all contribution deductions
are passed to the public institution (BPS), which administers the basic pension
scheme; BPS then passes on contributions for the second-tier pension to the
appropriate pension fund. In Argentina a unified revenue collection agency
has been introduced which includes responsibility for collection on behalf of
approved private pension funds.

THE UNIFICATION OF SOCIAL SECURITY SCHEMES

The unification approach is the reverse of the specialization approach and
derives its appeal from two sources: first, where the social security system is
fragmented between different sections of the population or different risks with
duplicated functions and inconsistencies; second, from the viewpoint of employ-
ers and insured persons it may be argued that there should be one point of
contact for social security obligations and entitlements. Many countries, such
as France, Germany, Japan and the Republic of Korea, have developed systems
with different specialist agencies administering different schemes, sometimes in
respect of different occupational groups. Some developing countries have done
the same (for example, Gabon, India, Pakistan, the Philippines and Senegal).
Such an approach reduces the range of risk pooling since those insured are
more homogeneous, but it could be argued to be inconsistent with social
insurance principles and, in the governance context, to lead to a duplication
of functions and to higher aggregate administrative uses. The increasing devel-
opment of health insurance schemes provides an example of the arguments for
and against specialization or unification. The nature of the benefit has little in
common with pensions. Indeed its linkage with pensions could have compliance
implications, since people might be more inclined to insure against health care
costs than save for their pensions. On this basis one could make a case for
specialization. On the other hand, the two benefits require similar administra-
tive mechanisms and insure the same people.
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There are conflicting considerations relating to the specialization/unification
question and, furthermore, it is rare for the issue to be considered on a level
playing field. Political considerations and an inclination to preserve the status
quo may well be dominant factors. Consequently there is no one approach
which can be promoted with confidence internationally. Moreover, what is
already established and accepted in any country presents a powerful obstacle
to a radical restructuring of institutional responsibilities.

CONCLUSIONS

Issues of governance lie at the heart of the debate on how to best provide more
effective social protection. But the debate is distorted by misconceptions and by
a firm adherence to certain basic principles as regards, for example, the role of
the state. It is also worth noting that a mandatory system which collects contri-
butions from people - including some with low incomes and retains these for
perhaps 30 years, will never be popular and is unlikely to work better than the
level of economic and political development in the country permits. The over-
riding objective should be to create a realistic scheme which commands a
broad consensus and then, having regard to all relevant aspects in the country,
to establish a system of governance that has the best chance of delivering the
essential services.

There are many systems of administration in the spectrum between reliance
on private insurance and direct administration by central government and it is
difficult, and probably inappropriate, to try to reach any general conclusion as
to which system is best. Both extremes of the spectrum seem to present obvious
disadvantages with the scheme being susceptible to the influence of either the
government or the shareholders and managers of insurance and investment
management companies. The nature of the scheme is a crucial consideration.
It is difficult to envisage a public pay-as-you-go defined benefit scheme adminis-
tered wholly under private sector management, although certain functions may
be contracted to private sector specialists in the interests of efficiency. A truly
autonomous public scheme should be able to display many of the characteristics
of efficiency associated with private enterprise, but it should also respect the
principles of social security.

To some extent the debate about the relative merits of private and public
management is a false one: there is only good management and bad manage-
ment. Although attractive concepts are at the mercy of human beings, some
stand a better chance than others. If the establishment of a mandatory
scheme based on the collection of contributions from employers and workers
is being considered, the model of an autonomous public social security institu-
tion, with its own legal identity and powers, and subject to the control of a
tripartite management board, seems to present prospects for a balanced
approach. It provides an opportunity for participation by the stakeholders
and for the implementation of efficient administrative techniques and effective
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human resource development. But it has to be conceded that, in practice and
thus far in many countries, the model looks better in principle than in practice
and much needs to be done to achieve the right balance and to provide the
right basis for effective governance. (See Regional Brief 2 on Africa and, in
particular, the statement of the Commission on Social Protection and Social
Dialogue issued on behalf of all African countries in the CFA zone in Yaounde
in 1997, which calls for the reform of social security institutions with a
view to ensuring that they function with the autonomy envisaged in their
legislation.)

Where public accountability systems exist with a sophisticated democratic
framework of public scrutiny, the objectives of a social security system can be
achieved through direct public management without the direct participation
of employers' and workers' representatives. Still in such cases someform of con-
sultative process is desirable. This argument also applies to schemes financed
wholly from general tax revenues which are invariably administered directly

by government.
It is difficult to restructure social security institutions once they have been

established. The exception is where there is a climate of radical reform, such
as has existed in recent years in Central and Eastern Europe. In any event
many of the weaknesses in the governance of social security would not necessa-
rily be solved by privatization, specialization or unification: they may only
appear in another form or be replaced by different problems. For many
countries, therefore, the most realistic and effective approach would be to
seek improvement within the present structure. There are certain key
problems here which have already been mentioned but which deserve to be
highlighted.

The need to improve the basic administrative functions such as maintain-
ing records and making payments accurately and on time. Where these func-
tions depend on the cooperation of employers and insured persons special
emphasis should be placed on making the procedures and tasks as simple as
possible: this implies the need for simplification both in procedural and institu-
tional terms, and consideration should be given to rationalizing social security
obligations to avoid employers and insured persons having to deal with several
institutions and to provide detailed information to each; independent appeals
systems should be established to resolve disputed decisions on benefit claims
and contribution liability.

Increase income by focusing on improving compliance and investment
performance. Compliance is a particular problem and a compliance and enfor-
cement policy needs to be established and supported by the allocation of
resources, including trained inspectors and effective penalties and enforcement
mechanisms; workers should be encouraged to report non-compliance by their
employers and should be provided with an annual social security statement by
the institution so that they can check the progress of their membership.
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The need to control administrative expenditure by means of a thorough
examination of procedures, the allocation of functions, staffing levels and non-
essential expenditure.

The need to improve the service to the clients through increased transpar-
ency and accessibility, and by generally restoring confidence in a system which
exists for the benefit of insured persons and not its administrators. Transpar-
ency could often be improved by better public relations activities aimed at
making social security obligations and rights simj?le to understand and by
emphasizing (where appropriate) the linkage between benefit entitlement and
contributions.

Many social security schemes seem to have lost sight of the basic objectives
of the scheme. This may be attributable, in some cases, to poor working condi-
tions and low expectations for staff. These issues also need to be addressed so
that an environment of responsibility and motivation is created.

Operational weaknesses are often a consequence of failures elsewhere. in the
governance structure, in the institutional arrangements (for example, the chief
executive may be appointed on political criteria rather than on merit) or in
the policy decisions over the choice of scheme (thus the scheme selected may
be difficult to implement effectively). But the effectiveness of social security
schemes is judged by their members at the operational level and in relation to
the efficiency in maintaining records, answering enquiries and providing ade-
quate levels of benefit in accordance with clear rules of entitlement and without
delay. Many schemes have not yet been able to meet these expectations and are
unable to maintain a working consensus with their contributors and insured
persons. Problems are often compounded by the general absence of any
mechanisms to monitor performance in key areas and thus to provide a basis
for addressing the problem. Many schemes tend to rely on informal and irregu-
lar subjective judgements when faced with uncertainty, a lack of clarity or
conificting demands and lack a reference point against which to measure the
problem. It would be relatively easy to separate the basic objectives of the
administration of a social security scheme into broad sections such as the liabi-
lity and payment of contributions, maintenance of records, payment of benefits,
management of finance and general administration, and to identify the key
functions the performance of which lies at the core of each section's objective,
such as the number of active insured contributors or the number of claims for
benefit received and still outstanding. Targets could then be set for the perfor-
mance of these functions, measured, evaluated and revised as appropriate. A
system of performance indicators is only successful if it is supported by the
management and staff and if it relates back to the objectives of the scheme
and to the perspectives and needs of its contributors and beneficiaries.
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INFLUENCING THE AGE OF
RETI REMENT 18

This chapter discusses policy issues involved in setting the minimum retirement
age and concerns about the actual age at which workers retire. Among related
issues presented elsewhere in the book, the minimum retirement age as a
requirement for receipt of retirement benefits is considered in Chapter 3. The
effect of increasing life expectancy on the cost of retirement benefits is dealt
with in Chapter 11, on pension transfers and redistribution. The impact of
the minimum retirement age on worker retirement is analysed in Chapter 13,

on the economic effects of pension schemes, which indicates that both defined
benefit and defined contribution plans may influence retirement age Minimum
retirement age in a number of countries is discussed in the regional briefs,
particularly Regional Brief 4 on Arab states of the Middle East.

The minimum age at which social security retirement benefits can be
received has an important effect on the cost of the social security scheme. The
cost of benefits providing a target replacement rate of, say, 40 per cent will be
lowered if the minimum age at which benefits can be received is raised.

Policy concerning the minimum age at which retirement benefits can be
received is affected by a number of demographic and economic factors. In
many countries the increase in life expectancy, combined with a decline in the
age at retirement, has caused a considerable increase in the percentage of
adult life spent in retirement. Economic and demographic factors affecting
the choice of a minimum age for social security pension benefits require a
balancing of the costs of social security against the desire of workers to retire
and receive retirement benefits.

RETIREMENT AND RETIREMENT POLICY

In western Europe social security retirement benefits play only a small role in
determining retirement age. The minimum age at which they can be received
is just one element of retirement policy. In western Europe most workers
retire before the minimum age at which social security retirement benefits can
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be received. In Belgium, France, Germany and Luxembourg only one in three
or four older workers, and a considerably smaller number in the Netherlands,
directly receives benefits from the social security retirement scheme on leaving
the labour force.

Retirement policy can be flexible, allowing workers a range of ages over
which they may retire without penalty, or it can be structured to induce retire-
ment at particular ages. Retirement policy can promote the withdrawal of older
workers from the workforce or it can encourage older workers to continue
working or to re-enter the workforce if they have left it. Legal protection against
age discrimination can facilitate work at older ages, while permitting employers
to set a mandatory retirement age may discourage it.

Retirement has quite a different meaning in developed countries than in
developing ones. The transition from work to retirement in developed countries
can be an abrupt change from full-time work to full-time retirement, it can
include a period of part-time work, involve full-time retirement followed by
re-entry into the labour market and a subsequent second retirement, or leaving
one's career job and taking a bridge job before fully retiring.

The elderly poor in developing countries are generally not covered by social
security. Their exit from the labour force generally does not follow any of these
patterns. They work with diminished vigour until they can no longer work. As
they grow older they may change to tasks that are less physically demanding,
with younger family members taking over the more difficult tasks.

The need to raise the minimum retirement age

The minimum retirement age is the earliest age at which a worker can receive
social security retirement benefits. It is an important parameter in designing a
social security scheme in some countries because of its potential effect on
system costs and retirement age. During the 1990s a common criticism of the
social security schemes of Central and Eastern Europe was that they allowed
retirement at too young an age.

A common criticism in OECD countries is that, because of their increase in
life expectancy, their minimum retirement age should be raised. In discussing
raising the minimum retirement age in OECD countries, critics often note
that the fraction of life spent in retirement has increased. The common analysis
for both regions assumes that there is a formula for determining retirement age
relative to international norms or life expectancy. This chapter provides a
framework for analysing these criticisms.

In examining the minimum retirement ages set by social security schemes in
different countries, as indicated in the regional briefs, several facts are evident.
First, once the minimum retirement age is set, it tends to stay the same for many
years. Second, at some point most OECD countries have reduced their social
security minimum retirement age. Third, more recently OECD countries have
reduced the benefits available to workers retiring at the minimum retirement
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age. Fourth, many countries have established lower minimum retirement ages
for women than for men, but the trend is towards raising the minimum age
for women to that for men. Fifth, in countries having a number of different
social security programmes, privileged groups tend to establish low retirement
ages for themselves. Sixth, during the 1990s some countries increased the mini-
mum retirement age, but with the effective date of the increase generally early in
the 21st century. These facts provide the background for analysing policy
towards the minimum retirement age.

Economic considerations in determining the minimum
retirement age
The minimum retirement age under social security should be set taking into
account life expectancy and ability to pay. A simple way to think about the
minimum age, incorporating life expectancy and ability to afford retirement
at different ages, would be to determine an appropriate ratio of retirement to
work years for the average pensioner. The lower the ratio, the lower the savings
or contribution rate needed by the worker to fund retirement. In developed
countries the ratio of retirement to work years is roughly one to two, there
being roughly 20 years of retirement and 40 years of work. In these countries
many people have the luxury of retiring while still in good health, so that
they can enjoy an active retirement.

Because of their lower income, developing countries are less able to afford
retirement. In these countries the minimum retirement age should be related to
the age at which many people can no longer work. The ratio of retirement to
work years is generally less than in developed countries because of the greater dif-
ficulty in paying for retirement. Inmost developed countries, the minimum retire-
ment age is at least 60, and reaches 65 or as high as 67 in some countries (see table
18.1). In developing countries with shorter life expectancies it is frequently 55, but
may be as young as 46 or less. It is age 60 for most African countries.

The life cycle model
The life cycle model of consumption, savings and labour supply provides a more
formal way to think about retirement age. It posits that individuals save while
working to pay for their retirement. In the absence of government programmes,
workers choose a retirement age depending in part on how much they are able
to save. If they save a high fraction of their earnings while working, they can
retire at an earlier age and finance a longer retirement. Retirement age depends
on the age at which people start working (which affects the length of the period
during which they save), the amount of savings they accumulate while working
and life expectancy.

People with higher lifetime wealth tend to consume greater lifetime leisure.
With increasing wealth people tend to spend more years in retirement. Increasing
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Table 18.1 Minimum pensionable age in social security,
selected countries, 1997
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Country Age

Kuwait 45 for men, 40 for women
Yemen 45
Jordan 46
Zambia 50
Pakistan 55 for men, 50 for women
Burkina Faso 55
Luxembourg 57
Bulgaria 60 for men, 55 for women
Canada 60
United States 62
Netherlands 65
Norway 67

Sources: National social security legislation.

Note: These ages generally require a minimum number of years of covered
employment.

wealth is also associated with greater life expectancy. Thus greater life expectancy
does not automatically translate into an increase in the desired minimum retire-
ment age. Assuming that years of healthy, active life increase with higher
life expectancy, such higher life expectancy would lead to a postponement of
retirement. If wealth has also risen, however, it is unclear in terms of the life-
cycle planning of workers whether the minimum retirement age should be
raised. In OECD countries the ratio of retirement years to work years has
increased over time (see box 18.1).

Pay-as-you-go financing

With pay-as-you-go social security the system dependency ratio is an important
aspect of financing. It can be measured as the ratio of social security benefici-
aries to workers. The higher this ratio, the more difficult it is to provide social
security benefits. Thus with pay-as-you-go financing the optimal minimum
retirement age will depend on the system dependency ratio: the higher it is,
the higher the optimal minimum age for retirement.

The savings considerations of workers in the life cycle model and the effect
of their wealth on the demand for leisure determine the demand for a given
retirement age. Pay-as-you-go financing and the system dependency ratio can
be thought of as determining the costs of benefits provided through social secur-
ity. The higher the system dependency ratio, the greater the cost of providing
retirement benefits.

The physical demands of work also affect the age at which workers retire.
Workers retire at younger ages in physically demanding occupations, such as
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Box 18.1 Retirement experience and the cost of providing pensions in devel-
oped countries

The last four decades of the twentieth century witnessed a widespread ten-
dency for workers in industrialized countries to retire earlier.1 A retiree may
be defined as a person who has withdrawn from the labour market and is no
longer economically active. The effective retirement age may be estimated
from the reduction of labour force activity rates with age. Retirement is then
not linked directly to the entitlement to retirement pensions, although the
cessation of economic activity is associated normally with the payment of
retirement pensions or other long-term or bridging benefits.

In the OECD countries the average effective retirement age decreased by
five years, from 66 in 1950 to 61 in 1990. As shown in table 18.2, the effective
retirement age decreased throughout the period in all the regions except in
Japan, where it increased slightly between 1950 and 1970 and decreased
over the following 20 years. Average retirement age varies between regions
and sexes. In 1990, the average retirement age was 59.3 in Central and Eastern
Europe and 59.2 in the countries of western Europe. By comparison, it was 65.5
in Japan and 62.6 in North America. The average retirement age was three
years higher for males than for females.

Current generations of retirees enjoy longer retirement than their predeces-
sors because of both a lower retirement age and a longer life expectancy. The
duration of retirement increased from 12.5 years on average in 1950 to 18.9
years in 1990. It is higher for females than for males: females retire earlier
and have longer life expectancy. In 1990 the gender difference in the duration
of retirement averaged 5.8 years: 22.6 years for females versus 16.8 years for
males.

Table 18.2 Effective retirement age and expected duration of retirement
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Region affective retirement age Expected duration of retirement

1950 1990 1950 1990

Japan 66.2 65.5 12.0 17.8

North America 65.9 62.6 13.1 18.1

Oceania 65.3 60.0 13.2 20.5

Northern Europe 67.2 61.9 12.2 18.7

Southern Europe 69.0 60.1 10.5 19.9

Western Europe 65.7 59.3 12.8 20.7

Central and Eastern Europe 65.0 59.2 12.8 18.6
Average wlo Central and 66.5 61.8 12.4 19.0

Eastern Europe

All countries 66.0 61.0 12.5 18.9

Source: Latulippe (1996)
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Using those figures of average retirement age (61) and duration of retire-
ment (18.9 years) makes it possible to compare the number of years spent in
retirement with the number of working years. This is called the passivity
ratio. Assuming that people who retired in 1990 joined the labour market at
age 20 and worked continuously until retirement, the passivity ratio is 45 per
cent. By comparison people who retired at the age of 66 in 1950 with an
expected duration of retirement of 12.5 years had a passivity ratio of 25
per cent, assuming an earlier entry age of 17. This trend towards an increase
in the passivity ratio will continue in the future if retirement age is not
increased.

mining, the military, the police and the fire service. Often legislation has created
special pension schemes for these occupations. The physical demands of work
set a limit on the age up to which people are able to continue working. Because
the physical demands of work have decreased over time for most workers, that
would tend to raise the average retirement age.

Thus six factors have been identified that affect what the minimum age
of retirement through social security should be (the sign of the predicted
effect of an increase in the factor on the minimum retirement age that will
best meet the needs of society is indicated in parentheses): age at which
people start working (+), life expectancy (+), problem of disability (-),
physical demands of work (-), the system dependency ratio (+) and lifetime
wealth (-).

This model can be applied to analysing the minimum retirement age in
Central and Eastern Europe compared to western Europe. Life expectancy,
average age at which work starts, and lifetime incomes are lower in Central
and Eastern Europe and the prevalence of disability is higher than in western
Europe, while the comparison of the system dependency ratio depends on the
countries compared and the physical demands of work are higher on average.
On the basis of lower life expectancy, lower age at which work starts and greater
physical demands of work, the retirement age should be lower in the countries
of Central and Eastern Europe. Since lifetime income is lower, it would be
expected that fewer years and a lower percentage of life would be spent in
retirement in those countries, which would raise the retirement age (see table
18.3).

In developed countries, life expectancy, the age at which work starts, and
lifetime income have increased. The first two changes would increase retirement
age while the last would decrease it. The system dependency ratio has increased
and the physical demands of work have decreased, both of which would increase
retirement age. Thus, assuming that the effect of increased wealth is not predo-
minant, the age at retirement should be increased. Empirical evidence over most
of the twentieth century, with falling retirement ages, indicates that for that
period the effect of increasing wealth has predominated.
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Table 18.3 OECD countries with current or future legislated minimum pensionable
age of 65 or older for social security benefits

Country Gender to which minimum pensionable Age Effective date if later than 1998
age applies

Australia men and women 65 2013 (women)
Germany men and women 65 2001 (men), 2004 (women)
Iceland men and women 67
Ireland men and women 65

Netherlands men and women 65
New Zealand men and women 65 2001

Norway men and women 67
Switzerland men 65

United Kingdom men and women 65 2013 (women)

Source: National social security legislation.

POLICY OPTIONS

An alternative that governments have considered to raising the minimum retire-
ment age is to cut the benefits available at that age. This alternative preserves the
option of retiring at a particular age, but the reduced benefits encourage work-
ers to retire later. Raising the minimum retirement age may pose serious difficul-
ties for individuals with moderate disabilities who are unable to qualify for
disability benefits but have difficulty working. This problem could be addressed
by easing the rules for qualifying for disability benefits.

Some countries have allowed retirement on the basis of a minimum number
of years of work, with no minimum age. Turkish men initially covered under the
social security scheme before January 1976 can retire after 25 years of work,
with some retiring as early as age 43. Turkish women can retire after 20 years
of work, so that some retire as early as age 38. In Kuwait women can retire
after 15 years of work. In Italy, until the mid-i 990s some workers were eligible
for "baby pensions", meaning they could qualify for them at young ages on the
basis solely of years of work. Countries that have allowed retirement with no
minimum retirement age have found that some workers retire at young ages
and have lengthy retirement periods. It is expensive to provide retirement
benefits for these workers. Retirement eligibility requirements should always
be set as a minimum age, in conjunction with minimum years of work, rather
than solely as minimum years of work.

POLICY CONSIDERATIONS

Increasing life expectancy requires some adjustment in preparing for retirement.
Unless workers are willing to increase their personal saving rates for retirement,
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all countries need either to raise their minimum retirement age over time as life
expectancy increases or to raise their social security contribution rate. This
applies both to countries with defined benefit and to those with defined contri-
bution schemes. If countries with defined contribution schemes fail to raise the
minimum retirement age or contribution rate as life expectancy increases, they
will have more and more beneficiaries with low annual benefits, as the account
balances accumulated at retirement will need to fund an ever longer retirement
period.

A country that has decided to raise the minimum retirement age must
consider how best to do this. A gradual phase-in period is seen by the public
as fairer than an abrupt change. If the retirement age is raised gradually, the
effect of this is borne by a number of age groups and no one age group sees
itself as being singled out. Raising the minimum retirement age should be
done with a lag following the decision so that it does not affect workers near
retirement who have insufficient time to adjust their savings and retirement
plans.

Raising the minimum retirement age in defined benefit schemes is usually
done in a way that reduces the lifetime benefits workers can expect to receive.
An alternative way of viewing the change, however, is that increases in life
expectancy raise lifetime benefits and raising the minimum retirement age is
done to keep lifetime benefits constant. This is similar to the concept of price
indexing benefits, where nominal benefits are raised to maintain real benefits
constant with increases in prices.2

How far in advance should an increase in minimum retirement age be
announced? Above what age should people not be adversely affected? The
longer the time before the first increase in retirement age occurs, and the
slower the speed with which the change occurs once it starts, the lower are
the budgetary savings. Variations in these parameters do not affect different
age groups in the same way. Thus the decision on the timing of raising the retire-
ment age must be based on the trade-off in terms of the benefits of minimizing
the disruption of people's lives with a slow phase-in versus the budgetary gains
of a fast phase-in.

When the minimum retirement age for receipt of social security benefits is
raised, the result could be an increase in labour supply as workers decide to
retire at an older age. This might be offset to some extent by decreased
labour supply at younger ages as workers shift leisure hours to earlier in life.
Alternatively it could mean only a cut in benefits, with workers continuing to
retire at the same age but with lower benefits.

Raising the minimum retirement age affects other social programmes. It
may cause older workers to increase their benefit claims for unemployment
insurance, disability insurance and social assistance. The increases in these ben-
efits must be considered in determining the total benefit savings that occur by
raising the retirement age.
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Equity

Considerations of fairness play an important role in discussions of raising the
minimum retirement age. Is it fair that women, who have longer life expectancy,
are permitted to retire earlier than men? The arguments made in favour of
allowing earlier retirement for women are that wives tend to be several years
younger than husbands and allowing females to retire earlier than males
allows husbands and wives to retire at about the same time. Furthermore, in
countries where women rear many children, it is argued that women have the
double burden of work and child rearing and thus have earned an earlier retire-
ment. In Algeria and Tunisia child-rearing responsibilities are explicitly taken
into account in setting the minimum retirement age for women. Beliefs concern-
ing fairness have changed, however, and in many countries it is now felt that this
difference in treatment of the two sexes is unfair. Thus many countries have
decided to gradually raise the minimum retirement age for women until it
reaches the level for men. In the European Union occupational pension plans
are required to have equal retirement ages for both men and women.

Raising the minimum retirement age affects people in different ways. Its
effect is felt most strongly by people with short life expectancy, because raising
the retirement age is a greater percentage reduction in years of benefit receipt for
them than for workers with longer life expectancy.

Raising the retirement age poses difficult policy issues. Workers have
accrued entitlements to benefits and in some countries these accrued entitle-
ments cannot legally be reduced. In all countries, even if there is not a legal
issue, there is the question of workers' moral claim to the entitlements. Raising
the retirement age can be done so that benefits received at the higher age are the
benefits that would have been received if retirement had been postponed, which
in the long run will have little effect on total benefit payments. Alternatively
benefits can be provided at the new higher minimum retirement age than
would have been provided at the previous minimum retirement age, which
reduces lifetime benefits.

Pathways to early retirement

Early retirement can be financed in a number of different ways. It can be
financed through social security retirement benefits, special government pro-
grammes that provide early retirement benefits, occupational pension benefits,
disability benefits, unemployment benefits and savings. In countries that have a
high minimum retirement age of 67, such as Denmark and Norway, many work-
ers take earlier retirement by qualifying for disability benefits or special early
retirement programmes (see box 18.2).

In western Europe, retirement policy has been greatly affected by high
unemployment rates. Countries have encouraged older workers to leave the
labour force in an attempt to make more jobs available for younger workers.
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Box 18.2 Early retirement in Denmark: The Post-Employment Wage Plan
The Danish pension scheme has several characteristic features. First, while
the official retirement age via the social security pension (Folkepension) is
high at age 67, the actual average age of retirement is much lower: 62 for
males and 60 for females. Several early retirement options make this possible.
Second, social security is available to all older people in Denmark, regardless
of previous labour market attachment. Third, the decision to retire is generally
not reversed, with few transitions back to work after people retire. Fourth,
private pensions are a small fraction of the total pension structure. Fifth,
many of the early retirement plans are only available to workers who have
been affiliated to an unemployment union for many years, and therefore
mostly popular among workers in blue-collar jobs. Sixth, there has been a
dramatic growth in the numbers opting for early retirement, particularly after
the introduction of the Post-Employment Wage (PEW) in 1979. Finally, replace-
ment rates are relatively high under the Danish pension scheme. Under the
PEW, for instance, retirees are entitled to 90 per cent of previous wage earnings
for the first two-and-a-half years and 82 per cent of previous earnings over the
next four-and-a-half years if they retire before 63. If early retirement is taken
after 63 but before 67, retirees are entitled to a 90 per cent replacement rate
for the entire period under the PEW.

The PEW plan allows early retirement starting at age 60 to workers who
had been members of an unemployment insurance fund originally for at least
ten of the previous 20 years (now increased to 20 of the previous 25 years).
It was introduced by the government in 1979 mainly in an attempt to curb
long-term unemployment and to create jobs for the young unemployed.
While the first objective was more or less served, job creation did not
result as it was difficult to fill jobs vacated by older, trained personnel
with young, inexperienced new entrants. After its introduction in 1979 there
was an immediate drop in labour force participation rates for older workers.
For males in the 60-64 age group (the eligible age group), participation rates
fell 18 percentage points from 70 per cent to 52 per cent immediately after
the introduction of the PEW. Among women, participation rates decreased
only slightly because of the opposing effects of two trends: first, a decrease
in participation rates among elderly women because of the availability of
early retirement plans; and second, increases in women's labour market
participation at all ages (Pedersen and Smith, 1996). The PEW has proved
to be popular and an increasing number of workers say they expect to
retire through the PEW. In the 18-66 age group, 63 per cent of women and
60 per cent of males expect to retire through the PEW (Pedersen and
Smith, 1995).

The PEW may be a mixed blessing for the elderly. While most older workers
prefer to retire earlier than the minimum age for social security benefits of 67,
recent surveys have shown that many feel the hours' constraint of the PEW is
too restrictive. Under the PEW, retirees can only work a maximum of 200
hours a year or else forfeit their benefits. A gradual phase-in of retirement
between the ages of 60 and 67 is seen as the most desirable option by most
elderly. Partial retirement options are available but participation has been
low because of financial disincentives.
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The PEW plan has proved to be costly to the Danish welfare state. Analysts
are considering the likely effects of a cut in its generosity or availability.
Christensen and Datta Gupta (1998) looked at the effect on the retirement
age and government budget of two alternative changes in the PEW plan: first,
a 25 per cent decrease in PEW benefits accompanied by a relaxation of the
hours' constraint from a maximum of 200 hours a year up to a maximum of
705 hours a year (15 hours per week for 47 weeks), thus making the reformed
PEW programme more attractive to workers; and second, an increase in the
age of first receipt of the PEW from 60 to 62. The effects of the two reforms
are compared across married females and males.

They found that women defer retirement more than males following the
reduction in benefits and relaxation of hours' constraint (a 0.65 years average
deferral for women compared to 0.2 years average deferral for males). In terms
of the effect of these reforms on the government budget, the researchers have
calculated government savings, which are pre-reform expenditures minus
post-reform expenditures (where expenditures include all government outlays
on PEW and other early retirement plans) to those in the 60-66 age group plus
unemployment insurance benefits to those out of work, less tax revenues from
those working full-time or part-time or doing supplementary work on the PEW.
The savings are per capita figures and cover a seven-year period (ages 60 to
66) to reflect society's burden associated with this cohort. Under this reform,
savings are greater for males than for females.

Comparing the two policy changes, deferral of retirement age is greatest
under the second reform, that is, raising the eligibility age. In terms of budget-
ary implications reducing benefits, plus increasing maximum allowable hours
of work, entails at least 50 per cent more savings than raising the eligibility age.
This is true for all population groups, except for unskilled workers (both
females and males), for whom increasing the eligibility age entails more
savings.

The Danish government faces a distributional challenge if these alternative
policies are to be considered. Reducing benefits while increasing hours of work
is fiscally more attractive than raising the eligibility age yet entails lower
savings for unskilled workers, a key subgroup of workers which is therefore
at a relative advantage if the first reform is adopted, For both reforms, females
are at a relative advantage to males, since savings are greater for males in
almost all cases, again a distributional issue that needs to be faced. However,
from pure cost considerations, reducing benefits while relaxing the hours' con-
straint emerges as the winner.

Many European countries have provided extended unemployment benefits for
older workers as a bridge to retirement. These schemes have often been com-
bined with policies to encourage youth employment, with clauses requiring
the replacement of departing older workers by younger workers. Examples
are the early retirement solidarity contract in France, the early retirement pro-
grammes in Germany and Luxembourg, and the job release schemes in the
United Kingdom. Also countries have made it easier for workers to qualify
for disability benefits when unemployment is high by relating eligibility to
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ability to find work. These policies have disguised the true level and cost of
unemployment and although they have encouraged earlier retirement they
appear to have had little effect on reducing the unemployment of the young.

In Canada, the United Kingdom and the United States some employers
have introduced private pension schemes to encourage older workers to retire
early. This path to early retirement is more important in these countries than
elsewhere.

Many countries allow early retirement in some physically demanding occu-
pations. While in most countries this only affects a small percentage of the
workforce, in Central and Eastern Europe the practice of special early retire-
ment for specified occupations is widespread. While early retirement in certain
physically demanding occupations may efficiently use early retirement benefits,
this practice should be applied selectively. Politically powerful groups can abuse
it by winning generous early retirement benefits unjustified by the physical
demands of their work. In the countries of the former Soviet Union, generous
early retirement benefits rewarded work in certain occupations, rather than
being based solely on physical demands.

Special preferences in the form of early minimum retirement ages in the
social security retirement benefit scheme are not the best way to accommodate
the special circumstances in industries with hazardous or arduous work. They
essentially tax all workers to subsidize the price of the commodity or service
being produced in the one industry. Such indirect subsidies are inefficient.
Economic efficiency is sacrificed to the extent that the subsidized commodity
competes with unsubsidized commodities because the prices consumers face
are distorted, thus biasing their purchasing decisions.

Indirect subsidies in the form of retirement age preferences discourage
employers from making capital investments that could make the work less
dangerous or strenuous. In countries with multi-tier retirement income schemes,
an occupational pension benefit can allow employees to stop working before
they become eligible for social security retirement benefits. To avoid providing
excessively high replacement rates, the occupation-specific benefit can be
integrated with the government-financed benefit. Benefit integration results in
the occupational pension benefit being reduced once the worker reaches the
minimum age for social security benefits.

While workers doing physically demanding or dangerous work may need to
retire sooner than those in occupations with fewer such demands, this is unlikely
to be true of workers engaged in intellectually demanding work. Nonetheless in
Poland journalists and teachers are among those eligible for early retirement
based on the demands of their work.

In some occupations the productive working life is unusually short. Few
ballet dancers perform past their 30s. Some social security schemes attempt
to accommodate such occupations. In Poland ballerinas are eligible for
early retirement benefits. The needs of such people are best accommodated
through second careers, however, since a retirement benefit awarded at an
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age when some people are only beginning their active work life is prohibitively
expensive.

Defined benefit social security schemes often increase benefits for workers
postponing retirement past the minimum retirement age. This is done to com-
pensate for the loss in benefits due to their being received later and for a shorter
period. Some countries have tried to make this increase actuarially equivalent,
meaning that for workers with the actuarial life expectancy, the increase in
annual benefits with postponement of retirement is sufficiently large for the
expected lifetime value of benefits not to be affected by workers postponing
retirement. An advantage of making benefit adjustments actuarially equivalent
is that it is thought to minimize the effect of the retirement scheme on the
decision of workers on the age at which they retire. Workers with short life
expectancies, however, would still be induced to retire since that adjustment
would be insufficient to maintain their expected lifetime value of benefits if
they postponed retirement.

Some countries, such as Sweden, allow older workers to work part-time and
receive proportionally reduced benefits. This option allows workers to move
gradually from full-time work to full-time retirement. It is thought that many
workers would prefer a gradual transition to retirement rather than an abrupt
one. Other countries, such as Japan, have an earnings test that permits labour
earnings up to a certain level and full or partial benefit receipt (see box 18.3).

POSTPONED RETIREMENT

Countries have a number of policies to choose from when trying to raise the age
at which workers retire. They can raise the age at which benefits are first paid in
social security. Alternatively they can leave the minimum age unchanged but
reduce the benefits available at that age. Sweden has enacted an innovative
reform that automatically reduces benefits received at retirement to take into
account increases in life expectancy. There are several related options. They
can make it more difficult to qualify for benefits at the minimum age by raising
the number of years of service required to qualify, as in France, or reward post-
poned retirement by raising the percentage increase in benefits with postponed
retirement.

To encourage later retirement beyond a certain age, the condition for benefit
receipt may be liberalized. Beyond a certain age, people may be allowed to
continue working and to receive their social security benefits at the same
time. While an earnings test may apply at earlier ages, in most countries it
does not apply above a maximum age. The marginal increase in benefits with
postponed retirement may be smaller than at earlier ages once a certain age
has been reached, which discourages postponed retirement. Because a one-
year postponement of retirement at older ages is a greater percentage reduction
in expected years of benefit receipt, the increase in benefits with postponement
should last longer.
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Box 18.3 Partial retirement: Lessons to be drawn from OECD countries
The terms "partial retirement', "phased retirement" or "gradual retirement'
refer to a transition period of part-time work between the career job and retire-
ment which includes either partial or full payment of a pension. Partial retire-
ment is different from the related concept of flexible retirement age, where
workers are given a range of ages over which they can retire, but the transition
from work to retirement is abrupt. Yet another transition pattern is intermittent
full-time work at older ages, as an older worker may leave a career job, be out
of the labour force for a while and then return for a period to a full-time job.
Although that pattern of work does not involve part-time work, some govern-
ment programmes consider it to be partial retirement.

Potential benefits
Partial retirement provides workers with an adjustment period between their
career of full-time work and full-time retirement. A gradual transition gives
workers a period to adjust to the greater amount of non-work time, to develop
new interests and activities, and to face a gradual reduction of income. It could
also reduce health problems among elderly workers by providing workers in
need of it greater flexibility in dealing with health needs while giving them
more opportunity for continued employment.

Partial retirement may also have positive effects on the labour market.
The greater flexibility may improve worker morale and reduce absenteeism.
It may allow the retaining of skilled older workers, or, more generally, partial
retirement may lead to later full-time retirement and greater total labour
supply.

Finally partial retirement could reduce the financial burden on social secur-
ity pensions if receipt of full benefits is delayed and the adjustment of benefits
with postponed retirement is less than actuarially equivalent, thus resulting in a
reduction of lifetime benefits.

Potential drawbacks
The partial retirement option could result in an earlier partial retirement than
would have occurred under full retirement, with less total labour supply.
Accordingly it could increase rather than reduce the burden on social security,
especially if financial incentives are provided to encourage people to opt for
partial retirement or if governments subsidize training of older workers who
wish to delay retirement.

Also fixed costs of employment, both for employees and employers, may
make partial retirement an undesirable option. Overhead costs may be
increased and productivity reduced if more people with reduced working
time are needed to do the job. The availability of partial retirement benefits
could legitimize precarious job conditions for older workers: workers could
be constrained to accept part-time work, along with job reclassification, as
they get older. This could be especially important in a context of corporate
restructuring or downsizing.

Several OECD countries have policies that allow or encourage workers to
take partial retirement. In most countries few workers have taken advantage of
the option, while in a few countries the option has been popular. The following
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lessons can be drawn from the experience of the OECD countries with respect to
partial retirement.

Wcrkers are sensitive to the financial incentives embedded in the pro-
grammes. Workers consider the income earned and hours worked - required
by full-time work and partial retirement - and compare that to the retirement
benefits received in full retirement. Workers will be less inclined to opt for
partial retirement if they are provided with good pensions for full retirement.
Employers also look at the costs and benefits of providing partial retirement.
A generous early retirement programme at no direct cost to the employers
will make it unlikely that many workers will opt for partial retirement.

The availability of part-time work, training for older workers and the flex-
ibility of work patterns are also critical factors in the successful implementation
of a partial retirement programme.

The effect of partial retirement on the pension scheme and the labour
market is not clear. Countries where part-time work is more popular among
older workers tend to have a higher average retirement age. This does not
mean that the total number of hours worked in late career by individuals is
greater, since they work a reduced number of hours. Moreover the introduction
of partial retirement provisions could modify the work and retirement
behaviour of individuals, depending on the retirement provisions, the personal
circumstances and the social and economic situation.

Partial retirement policy can be carried out either through social security
or special national programmes, or through policy encouraging employers to
offer partial retirement benefits through employer-provided pension plans.
Although the United States does not have a formal partial retirement pro-
gramme, the percentage of older workers who combine work and pension in
the United States is high compared to other countries.

The distributional effects of government-supported partial retirement
programmes should be considered. These programmes may be used primarily
by upper-income workers but supported by all workers out of general revenue.
They could also be used either by people with limited pension entitlements or
by career workers, depending on how the partial pension is calculated and its
effect on the pension paid at the time of full retirement.

In past years, the priority of governments was towards early retirement as a
way to buy out older workers from the labour market. Now some governments
are trying to encourage later retirement. Partial retirement, designed to encou-
rage people to stay in the labour market, could become more popular.

OTHER GOVERNMENT POLICIES AFFECTING RETIREMENT
AGE

The minimum age at which workers can receive occupational pension benefits
may also affect the age at retirement. In Denmark that minimum age is 67 for
receipt of benefits from a tax-favoured occupational pension, but as indicated
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in box 18.2, other programmes facilitate early retirement. In Canada the mini-
mum age is 55.

Retirement age may be affectd by regulations governing the generosity of
accrual of benefits with delayed retirement in occupational pensions. Laws
may require that occupational defined benefit plans increase benefits for delayed
retirement up to a certain age. Laws limiting the ability of employers to require
retirement may encourage continued work. Employers, however, can substitute
financial inducements for mandatory retirement rules and possibly achieve the
same retirement ages.

For several decades following the end of the Second World War, many OECD
countries enacted programmes to facilitate early retirement. Now these
countries, and countries in Central and Eastern Europe, are considering ways
to encourage workers to postpone retirement.

Countries seeking to raise the retirement age of their workers have a number
of policies they can pursue. In both defined benefit and defined contribution
schemes, with increasing life expectancy it becomes increasingly expensive to
finance old-age benefits. The speed with which an increase in the minimum
retirement age is instituted depends on the trade-off between the budgetary
savings from a rapid raising of the retirement age and the disruption of the
lives of older workers that would come. An increase in the minimum retirement
age may increase the labour supply of older workers or it may simply reduce
their social security benefits. In the latter case it would probably increase the
claims on other government-provided benefits, which should be recognized
when measuring budgetary savings.

Notes

Retirement has a different meaning for large segments of the population of less developed
countries. The nature of work might change over the years but people often do not actually retire
unless obliged to do so for reasons of sickness or disability.

2This interpretation was suggested by Robert Myers.
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DEVELOPING PLURALISTIC DESIGNS
AND FLEXIBLE STRUCTURES 19

This chapter discusses the structure of retirement income schemes, bringing
together the issues of risk, costs, progressivity, governance and the need to
extend coverage that are discussed in earlier chapters. It studies the role of
pay-as-you-go schemes versus funded schemes, defined contribution versus
defined benefit schemes, mandatory versus voluntary benefits, and public
versus private benefits. It investigates what economic, demographic, political
or institutional factors cause the answers to these questions to differ in different
regions of the world. The chapter first analyses the determinants of retirement
income schemes, focusing on the roles of political philosophies, governance
capabilities and rates of return on alternative sources of financing, including
the role of costs. It presents different structures of retirement income schemes
for developed and developing countries.

While the issue is beyond the scope of this chapter, countries need to con-
sider the structure of retirement income schemes within the larger framework
of social expenditures. A balance must be struck between the well-being of
the elderly and the non-elderly. In addition, developed countries need to balance
health care expenditures on the elderly and cash benefits they receive.

The chapter draws on material introduced and discussed in greater detail
earlier in the book, such as the issue of extending coverage in developing
countries, where coverage is low (Chapter 8), governance as an important
aspect of pension policy (Chapter 9), and the risks of different types of retire-
ment income schemes (Chapter 12).

There is no one universal perfect retirement income scheme. The level of
economic development, the population age structure and political factors
affect the retirement income scheme appropriate for different countries. As
the economic, demographic and political situation in a country alters, changes
in retirement income schemes may also be required. Because of the interaction
between social security retirement benefit schemes and economic development,
retirement income schemes evolve over time and different systems may operate
more successfully in different countries.
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Retirement income schemes are often characterized as composed of a
number of tiers. A tier refers to a source, or a group of similar sources, of retire-
ment income. Such a characterization is generally a simplification of reality but
it aids in understanding the general structure of a retirement income scheme.
Originally, in all countries, retirement income was provided for elderly persons
by other family members, primarily their children. Gradually a social safety
net developed as government began taking responsibility for providing
retirement income. The earliest government systems focused on means-tested
assistance programmes They were followed by government-sponsored social
insurance, which first developed about a century ago. In many countries,
such as the Netherlands, Norway and Sweden, social security retirement
income schemes initially only provided flat benefits, often with an earnings-
related benefit added later. Over time, the number ofcountries with social secur-
ity schemes has increased, and recently Comoros and Thailand have indicated
that they intend to institute social security schemes to provide retirement
benefits. At the end of the twentieth century, most countries have such systems
(table 19.1).

Employer-provided pensions are another source of retirement income.
Among large employers they predated social security programmes in many
developed countries and have grown in importance during the second half of
the twentieth century in about a dozen developed countries. In most other
countries, however, their role is minimal.

Over time, retirement income schemes in developed countries have become
increasingly complex and retirement income is being provided by an increasing
number of sources with different characteristics. Increasing complexity is desir-
able because it provides greater diversification against risks.
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Source: US Social Security Administration (1995, 1997).

Table 19.1 The increase in the number of countries with
mandatory old-age security programmes

Year Number of countries

1940 33
1949 44
1958 58
1967 92
1977 114
1987 130
1989 135
1993 155
1995 166
1997 166
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DETERMINANTS OF THE STRUCTURE OF RETIREMENT
INCOME SCHEMES

Three factors are of key importance in determining the structure of retirement
income schemes. Two involve a comparison of the government and the private
sector, while the third is a comparison of pay-as-you-go and funding:

political philosophies which incorporate values concerning the appropriate
role of government versus the private sector responsibilities of individuals
and families;
governance capabilities of government - its capability to collect contribu-
tions, manage investments, and pay benefits - versus the capability of private
financial market institutions;
the risk and expected rate of return of pay-as-you-go retirement benefits
versus those of funded benefits.

Political philosophies: Individuals versus social insurance
The role of government in retirement income schemes is affected by the pre-
vailing political philosophy. Within each country the prevailing political
philosophy affects the role of state versus individual responsibility, and corre-
spondingly, compulsion versus free choice. Competing political philosophies
are based on different concepts as to how society can best meet human needs.
They differ in their views of the ability of individuals to meet their own needs.

According to the laissez-faire philosophy, the state has no responsibility for
the retirement income of the individual. Thus the state should not require retire-
ment saving by individuals. Individuals should be free to make their own deci-
sions, including their own mistakes, without the interference of a government
bureaucrat. Individuals know best their own interest. High-level bureaucrats,
who are more educated than the general population, tend to view their values
as superior and impose them on others. Besides, according to this view, bureau-
crats are inefficient in managing programmes because they are not subject to
competition and the profit motive. For this reason it is thought that government
programmes are less well managed than private sector programmes

All individuals belong to families. According to the laissez-faire philosophy,
the family has primary responsibility for its members. Beyond that, private
charity has a role to play in caring for the needy lacking adequate support
from their families. Governmental programmes displace the rightful primary
roles of individual responsibility, family and charity. Elements of this expres-
sion, with its focus on individual responsibility and minimizing the role of the
government, frequently enter debates over the structure of retirement income
schemes.

Social security policy makers universally accept that the state has a role.
Recognizing the important roles of individuals, families, charities and employers
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in providing retirement income security, there are reasons why the state must also
have a role. While most decisions are best left to individuals, decisions concerning
retirement savings are particularly difficult for individuals to make because of the
long time frame involved, extending 50 or more years for young workers.

Within this consensus, people differ over the proper role of state versus pri-
vate responsibility. Some favouring a laissez-faire approach, sometimes referred
to as neo-liberals, feel that the government should be restricted to mandating a
minimum level of saving, regulating the voluntary part of the retirement income
scheme and providing a social safety net. This individualistic approach favours
retirement income provided through mandatory defined contribution plans
managed in the private sector, with minimal income transfers through govern-
ment programmes. It places considerable responsibility on the individual and
mistrusts government, arguing that government mismanages programmes and
resources. Activities should be left as much as possible to the private sector,
which is believed to be more efficient.

Adherents of the social insurance approach argue that government should
reduce the effects of risks facing individuals, It should make their lives more
economically secure by providing social insurance. This approach sees the
fundamental purposes of social security as being to relieve poverty, to reduce
income inequality from that determined by market forces and to provide a guar-
antee of security against social and economic risks. It views the market as
producing a distribution of income that is socially unjust, being too unequal.
Social insurance has an important role in achieving social justice by distributing
resources more fairly. It helps reduce social conflict and achieve social solidar-
ity. The traditional social security programmes in Europe, Japan and North and
South America are social insurance plans designed to provide income transfers
between groups. The social insurance approach uses government to facilitate
intergenerational transfers and transfers across income groups within a
generation.

The social insurance approach is the dominant approach worldwide. Out of
160 countries in 1998 with social security retirement benefits programmes, more
than 125 countries had traditional contributory defined benefit earnings-related
programmes.

Political philosophies and goals

The basic goal of social security retirement benefits programmes is to provide
security for vulnerable people in society. In old age, they do so by reducing
or preventing poverty among the elderly. To meet this goal requires a system
that transfers income to low-income elderly. Often, when social security
schemes are first started, their primary focus is on this goal (Wheeler and
Kearney, 1996). One of the challenges in designing social security schemes is
to develop a system that alleviates poverty but does not discourage work and
saving by low-income workers.
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As social security systems have developed, they have adopted a more ambi-
tious goal. The goal, an adequate retirement income for all elderly, extends the
responsibility of social security beyond that to the poorest segment of society.
This goal is sometimes expressed as the smoothing of lifetime consumption so
that it does not fall precipitously at retirement. Retirement income adequacy
can be measured by the replacement rate: the percentage of income while work-
ing that retirement income replaces. The target replacement rate should be
higher for low-income workers than for high-income workers because the
consumption of low-income workers is a higher percentage of their income.
One possible goal is to provide a replacement rate from all sources of retirement
income such that workers with average and below-average income have the
same standard of living in retirement as they have while working.

The social insurance approach favours a government role to alleviate
economic risk. Governments can do so through mandatory risk sharing.
Social insurance can reduce the effects of risks workers and their families face
by providing insurance unavailable in the market. There are at least two signifi-
cant sources of risk to individuals that the market does not provide insurance
against but for which social security social insurance can be structured so
that it does.

First, social insurance can provide insurance against being poor. Poverty has
numerous causes, but in every society the circumstances of the family one is
born into have a large effect on one's economic well-being. The economic
circumstances of one's birth are, in many countries, the largest risk factor affect-
ing an individual's lifetime income. Social security can insure against the eco-
nomic risks associated with being born to a poor family by providing income
transfers to retirees who have had low lifetime earnings. These transfers
reduce the economic effects of risk in society, making everyone better off
(Rawls, 1971).

Upper-income workers could have had the misfortune of being born poor.
They or their children may suffer economic misfortune. They receive an insur-
ance benefit from a social security scheme that is of value to them even if they do
not make a claim on the insurance. If these risks decrease as countries develop,
that would reduce the need for social insurance. Statistical evidence indicates
that in the United States a person's socioeconomic background has declined
in importance over time as a determinant of the person's income as an adult
(Urban Institute, 1997).

Second, social insurance can provide insurance against wage variability. The
market does not provide insurance against wage variability. While large
employers may provide some implicit insurance against it for some workers,
most workers bear this risk entirely on their own. Social insurance programmes
can reduce the effects of risks workers face owing to the variability in their wages
through drop-out years, where workers can drop out low-earnings years when
calculating their social security retirement benefits. Social insurance pro-
grammes can also exclude low earnings from liability for payroll tax payments,
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or exclude low benefits from income taxation, and provide higher benefits rela-
tive to earnings for low-income beneficiaries.

By moderating the risks that workers face in free market economies, social
insurance sustains support for market capitalism. Because of risk sharing across
participants in a single national plan, social insurance fosters a sense of national
solidarity and reduces social conflict. In well-developed social insurance
schemes, essentially all members of society are connected in a risk-sharing pooi.

Macroeconomic goals, such as encouraging economic growth, are second-
ary goals of social security, not because their importance is secondary but
because other policies and programmes of government are better suited to meet-
ing these goals. Governments have other policy instruments that are more
directly designed to encourage growth, such as a tax policy concerning saving
and investment, policies towards education and infrastructure development.
Nonetheless an important goal of social security is not to discourage savings
and growth. Related macroeconomic goals include full employment and
labour market flexibility; microeconomic goals include lack of distortion of
incentives in labour and capital markets.

Governance capability as a determinant of retirement income
structure

Governments differ in their ability to manage social security schemes. Some
countries have efficient, professional civil servants, while in other countries
civil servants are inefficient or corrupt. The relative efficiency of the public
sector versus the private sector is a factor in determining their relative impor-
tance in providing retirement income. Even when considerable responsibility
for providing retirement income is entrusted to the private sector, however,
the government still retains an important role as a regulator. Thus the govern-
ment's capacity to regulate needs to be considered when analysing the relative
roles of the public and private sectors.

Small countries may lack workers with the specialized skills needed to
run some social security schemes, such as actuaries, economists or lawyers
trained in the social security field, nor do they have the capability to regulate
financial market investments. Although 40 per cent of the world's population
live in China and India, most countries are small. In 1995 roughly half the
countries in the world - more than 80 - had populations of fewer than two
million people.

The governance requirements differ for different types of social security
schemes. A traditional pay-as-you-go defined benefit scheme requires the ability
to collect contributions, keep records concerning contributions and make
benefit payments. A funded defined contribution scheme has all those require-
ments, as well as requiring the ability to regulate capital markets and multiple
financial institutions managing funds. For developing countries with weak
governance capabilities, a pay-as-you-go scheme may be easier to regulate.
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Rates of return and risk on alternative sources of financing
Social security schemes provide mandatory retirement benefits. An approach to
analysing pay-as-you-go versus funding concerning their mandatory savings
role compares the rates of return of the two financing methods1. Under simpli-
fying assumptions, the internal rate of return to pay-as-you-go social security
equals the growth rate of the labour force plus the wage growth rate2. Because
declining population growth due to declining fertility generally accompanies
growth in per capita income, a decline in social security's rate of return appears
inevitably to accompany economic development3. (Information on population
growth in different countries is presented in the Statistical Annex.) Thus it
appears likely that as the population growth rate declines, the role of pay-as-
you-go social security will decline relative to funded benefits. An implication
often drawn is that, when the implicit rate of return on social security falls
below the market rate of return, social security participants would be better
off had they invested in the market rather than participated in social security.

Comparing only the rates of return to funded and unfunded social security is
incomplete because it ignores risk. It does not consider social security as an asset
in a portfolio of assets. In particular, evaluation of social security as an invest-
ment should consider not only its rate of return but also its riskiness and the
covariance of its return with other assets, both marketable and non-marketable,
in the household portfolio4. Even with a low rate of return, social security may
be a valuable part of a retirement income portfolio because of its low risk in
many countries and the low or negative correlation of its rate of return with
the rate of return on other assets. Any financial evaluation of social security
also needs to incorporate the value of the insurance it provides.

The risk and rate of return on pay-as-you-go social security varies across
time and across countries. When economic growth is robust, a pay-as-you-go
scheme is more desirable. The Republic of Korea experienced rapid economic
growth at an average annual rate of 7.7 per cent over the period 1980-94,
while Brazil experienced economic decline, with an average annual growth
rate of 0.54 per cent. While economic growth has been experienced over
long periods in the developed countries, among developing countries long per-
iods of decline are common A quarter of the 60 countries with initial per capita
GDP of less than $1,000 in 1960 had negative average annual growth rates
through the mid-1990s, and a third had growth rates of less than 0.05 per
cent (Pritchett, 1997).

The strength of labour markets should be compared with the strength of
capital markets. Pay-as-you-go financing is based on labour markets while
funding is based on capital markets. In small countries funding based on the
labour market may be relatively riskier than in large countries because there
is limited diversification of the risks affecting the labour matket. At the same
time small countries can take advantage of international diversification of capi-
tal markets. Well-managed funded systems have a small to moderate risk of a
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large loss occurring quickly, whereas well-managed pay-as-you-go schemes
do not face such risks. The demographic changes that affect pension systems
generally occur over a period of years, allowing workers and social security
schemes time to adjust. Generally pay-as-you go systems are less risky than
funded systems.

Capital markets in many countries are poorly regulated. Thus stockholders'
rights may be poorly protected. Many countries' markets trade few stocks, and
have relatively light trading in some stocks. Most countries, as of the late 1 990s,
did not have national stock markets, and in those where they did exist the mar-
kets were risky. Statistical evidence indicates that the emerging stock markets
are more volatile than the well-developed stock markets (Richards, 1996). In
1995, when the International Finance Corporation stock market price index
for the United States increased by 34 per cent, 35 of the world's 78 national
stock markets lost money (International Finance Corporation, 1996). In
1998, stock markets in Asia suffered large losses. (See the Statistical Annex
for information on national stock markets around the world.)

Even well-developed capital markets have considerable risks. Between 1950
and 1990 in the United States, with its large, well-developed and reasonably
well-regulated stock market, declines of 10 per cent or more in the Standard
& Poor's 500 index occurred on average every 18 months, and declines of 20
per cent or more occurred on average every 78 months. Far more dramatic is
the experience in Japan - the world's second largest economy - where the
Japanese Nikkei stock market index reached a peak of more than 40,000 in
December 1989. During the early 1990s it lost more than half its value and by
1998 was trading at times below 13,000. Thus a decline of more than 60 per
cent in the Japanese stock market persisted for more than eight years.

Risk can be reduced through diversification. The risks to retirement income
can be reduced by providing retirement income from different sources. The risk-
return mix in a retirement income scheme may be optimized in some countries
when workers participate at the same time in both unfunded defined benefit
plans and funded defined contribution plans. When participating in both
types of plans, the worker effectively has a defined contribution plan with a
guaranteed minimum benefit. Countries can trade off the level of the minimum
benefit against the size of the expected defined contribution benefit. Combining
the two offers the 1.lownside protection of defined benefit plans, yet allows
workers to invest in high expected return assets.

In most countries the greater the reliance on a funded defined contribution
plan, the greater is the uncertainty as to the benefit level most workers will
receive. At least in countries with well-run defined benefit plans, those plans
are less risky for most workers than defined contribution plans. This is because
labour market financing is generally less risky than capital market financing. It
is also because the adverse effects on a worker's benefit entitlements resulting
from that worker's unemployment are typically much more severe in defined
contribution schemes than in traditional defined benefit schemes, For this
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reason recognizing the risk aversion of most workers, for countries that can
provide defined benefit plans with low risk, a sizeable portion of the retirement
benefit should be provided through a defined benefit plan. The greater the risk
in the defined benefit plan, however, the lower is the amount that should be
provided through it relative to a funded defined contribution plan.

A mixed system offers the most diversification against risks (see Chapter 12).
In such a system many workers have both unfunded defined benefit and funded
defined contribution plans Risks are reduced in a mixed system because
unfunded plans and funded plans are subject to different risks that are not per-
fectly correlated. A pay-as-you-go social security scheme is subject to risks to
the level of its contribution base of national wage earnings, but is not directly
subject to financial market risk. By comparison the situation is reversed for
funded plans, since they are subject to financial market risks considerably
more than labour market risks. In both defined benefit and defined contribution
plans, retirement income is subject to labour market risks, such as unemploy-
ment, which reduce the accrual of retirement income.

Administrative costs of individual accounts
Administrative costs of pension funds reduce realized investment returns,
lowering the pension in the case of defined contribution funds and increasing
the cost to the sponsor for defined benefit funds. They need to be considered
in the light of investment performance which may compound or offset differ-

ences in costs.
Conceptual problems arise in the measurement of administrative costs.

Because of economies of scale, large schemes tend to have lower administrative
costs relative to their size than do small ones. Funded schemes tend to have
higher administrative costs relative to their contributions received than do
unfunded ones because of the costs of managing investments. Thus higher
costs do not necessarily imply less efficient managemed but, in the case of fund-
ing, they may indicate that more activities are being carried out.

The issue of personal pension costs arises for Chile. There a major problem
is that the ability of investors to switch managers, which is necessary in order to
ensure competition among management companies, generates high promo-
tional expenditures (30 per cent of total costs). This contributes to high overall
management expenses equivalent to 15 per cent of contributions, 1.5 per cent of
wages and 1.6 per cent of fund assets (James and Vittas, 1995). These none-
theless represent an advance on the start of the programme when costs were
proportionally much higher: 14.5 per cent of assets in 1982. These fees are
composed of fund management fees, costs of administering contributions and
pension payments, advertising costs and administrative fees for switching
accounts. The Chilean system remains small (the size of a large occupational
defined benefit fund in an OECD country), however, so reductions in costs
due to further scale economies may be envisaged.6
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There is a major contrast with efficient provident funds, as in Malaysia or
Singapore. In Malaysia operating costs in 1991 were 1.7 per cent of annual con-
tributions, around a tenth of those quoted for Chile. According to Bateman and
Piggott (1997), this is linked to the existence of a single investment fund. In Sin-
gapore total operating costs in 1990 were 0.5 per cent of annual contributions
and 0.1 per cent of accumulated assets. This also compares favourably with
employer-based pension funds in OECD countries, although the ratio to contri-
butions is affected by the high contribution rate of around 40 per cent.

Administrative costs of occupational pension funds are available for a selec-
tion of OBCD countries. They suggest generally that the administrative costs
for occupational funds, as for Australia and Switzerland, are intermediate
between those of centralized public funds and personal accounts. The data
imply economies of scale in asset management and pension administration,
which has been confirmed by various studies. United States data (Turner and
Beller, 1989) show that costs are greater for small occupational funds than
large, and for defined benefit relative to defined contribution. The higher
costs for ocbupational defined benefit plans than for defined contribution
plans in the United States are at least partially due to the costs of complying
with regulations. For funds with assets of $1 million in 1985, costs were 2 per
cent of assets per year for defined benefit and 1.4 per cent for defined contribu-
tion. For plans with assets of $150 million, the costs were 0.7 per cent and 0.2
per cent, respectively. An alternative way of expressing costs is in terms of con-
tributions. Andrews (1993) notes a figure of 8.3 per cent of contributions for
United States defined benefit funds and 4 per cent for defined contribution.
For the United Kingdom, Hannah (1986) quotes administrative expense to
cash flow ratios of 6 per cent for medium-sized companies with insured schemes,
2 per cent for large defined benefit schemes and 1 per cent for social security.
The data from the latest survey by the United Kingdom Government Actuary
(outlined in Davis, 1997) show that schemes with fewer than 11 members had
average costs of 9 per cent of income, which fell to 3-4 per cent for schemes
with up to 10,000 members and 1.4 per cent for schemes with 10,000 and
over. Costs as a proportion of assets were 1.1 per cent, 0.3-0.5 per cent and
0.1 per cent for the corresponding size classes.

Administrative costs of individual accounts affect the net rate of return that
workers receive from social security and may affect the structure of retirement
income schemes for low-income workers. The costs of individual accounts are
largely fixed costs, not varying with the size of the account. For example, the
cost of producing an account statement and mailing it to a participant is the
same for a small balance of $100 or a large one of $100,000. Because their
costs are fixed costs per account, profit-making institutions tend to charge
fixed fees to manage individual accounts.

Administrative costs vary considerably across different types of retirement
income plans, affecting their relative role in a retirement income system. The
least cost plan is not necessarily the best since plans also differ in the services
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Table 19.2 Administrative cost of Dutch old-age pensions
(percentage of total contributions, 1993)

Type of plan Cost (%)

they provide. In the Netherlands, individual account defined contribution plans
are 20 times more expensive to administer than the national social defined
benefit plans (table 19.2). Because these statistics are for a single country,
they are not affected by differences across countries that make cross-country
comparisons of plans of different types difficult. Also these statistics incorporate
the cost of annuitization of individual accounts, often ignored in this type of
consideration. They do not include, however, the cost of adverse selection,
which further reduces the monthly benefits provided by individual account
plans because their clientele tend to be relatively long-lived. These statistics
are affected, however, by economies of scale, with the individual account
defined contribution plans having higher costs in part because they do not
cover all workers in the Netherlands and thus do not benefit from economies
of scale to the same extent as the national social insurance. They also have
higher costs because of the costs of managing investments.

The problem of fixed costs for small individual accounts can be managed
several ways. First, subsidies for small accounts from large accounts can be
mandated by requiring that fees be a fixed percentage of assets or contributions.
A problem with this approach is that profit-maximizing firms will prefer large
accounts to small accounts when the fees are charged this way since large
accounts will be more profitable. The firms may seek other ways to attract
large account balances and discourage low-income workers from participating
in their fund. Second, workers below a threshold of earnings or hours can be
excluded from mandatory contributions, as in Australia and Denmark. Work-
ers working fewer than ten hours a week are excluded in Denmark while work-
ers earning below a threshold are excluded in Australia. Third, all workers can
be given a flat government subsidy for their accounts, as in Mexico. Fourth, the
government could give a selective flat subsidy for the accounts of low-income
workers. Fifth, the government could run a clearinghouse for the collection
of contributions, the allocation of contributions to fund managers and the dis-
bursement of benefits, as is done in the Thrift Savings Plan for Federal Govern-
ment workers in the United States. In this plan the government mandates
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subsidization of small accounts by charging a fixed percentage administrative
fee relative to account balances.

It may be desirable for lower-income workers to be covered by fewer sources
of benefits than upper-income workers because of the fixed costs for managing
financial accounts. In particular it may be desirable not to extend mandatory
funding to lower income workers.

Administrative costs may be a problem in small developing countries (James
and Palacios, 1995) and can be particularly burdensome, as the wages of
workers involved in the provision of benefits tend to be higher than average
wages, while the reverse is more likely to be the case in developed countries.
Also small countries have high expenses because they are unable to fully
attain economies of scale.

THE STRUCTURE OF RETIREMENT INCOME SCHEMES

Analysts typically characterize retirement income schemes in developed
countries as having three tiers. However, because analysts have stressed differ-
ent functions or attributes of retirement income schemes, they have differed as
to what the three tiers are. Sometimes they have divided the tiers according to
the provider of retirement income: government, employers, families or indivi-
duals. Sometimes they have divided the tiers according to their purpose: anti-
poverty, income replacement and supplementary (World Bank, 1994). In this
case, the government provides minimal anti-poverty benefits, the government
or private sector provides mandatory funded benefits, and individuals and
families provide supplementary benefits. Two Canadian policy analysts have
characterized the Canadian retirement income scheme as having three tiers
based on the type of funding: a general revenue-funded anti-poverty tier, a
largely unfunded social insurance defined benefit plan tier and a voluntary
funded occupational pension plan tier (Banting and Boadway, 1996). The
multiple-tier approach is often best understood not as an empirical statement
about the way retirement income schemes actually are, but as a statement
about how they should be structured. For some countries the tier approach is
a simplified way to conceptualize a complex retirement income scheme.

This book stresses the roles of the retirement income scheme in reducing
poverty and providing low-risk retirement income. To do that, retirement
income must have an element that is redistributive and it must be provided
from diversified sources. The relative importance of the different sources will
depend on their rate of return and risk. Whether the sources are managed in
the public or private sector will depend on political philosophies towards indi-
vidual and private sector responsibilities versus the role of the government and
views as to the relative governance capabilities of the private and public sectors.

These statements concerning the structure of retirement income schemes can
be remade in the customary framework of tiers. To reduce risk through risk
diversification, the best approach for developed countries can be characterized
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as a three-tier system plus a social safety net, with the tiers being determined by
their risk and redistributive characteristics. The essential aspect of this approach
is not a particular number of tiers but that retirement income be provided from
different sources having different risk characteristics in order to diversify risk.
This approach stresses the desirability of increasing complexity in retirement
income schemes as they develop to allow for greater diversification of retirement
income risks.

The social safety net is a government-provided anti-poverty benefit. It
includes means-tested and income-tested benefits for low-income elderly and
universal fiat-rate benefits that are primarily designed as anti-poverty benefits.
Flat-rate benefits are equal for all recipients. It should be stressed that the
important point in analysing a retirement income scheme is not whether a
particular programme is a safety net programme, or first-tier programme, but
that the system has a safety net benefit, an unfunded benefit and a funded
benefit. (Social assistance benefits are discussed in Chapter 5.)

The primary characteristics of the first-tier programmes are that they are man-
datory and unfunded. Thus they include mandatory unfunded defined benefit
schemes or notional (unfunded) defined contribution schemes provided through
the government social security scheme. This tier is the traditional pay-as-you-go
social security scheme found in most countries. It generally provides social insur-
ance for workers against some economic risks by spreading the effects of risk
across the population. In countries where this type of benefit can be provided
with low risk, it should form the basis of the retirement income scheme. Since
a desirable characteristic of retirement income benefits is that they are transpar-
ent, in the sense that their value is clearly known in advance, these benefits should
generally be the most important source of retirement income.

The second tier is funded and could be mandatory or voluntary. These pro-
grammes could be provided by the government, or by private sector institutions,
depending on views on the role and capability of government in society. This
tier could be combined with the first tier as a single partially funded plan. It
includes funded occupational pension plans and funded individual pension
accounts. When it is provided through the private sector it reduces the role of
the government. While retirement income schemes generally need a funded
source of retirement income, it is not essential in all countries that the sources
be mandatory. Box 19.1 and Chapter 7 discuss issues relating to national readi-
ness for funded pensions.

The third tier comprises voluntary and supplementary non-pension sources
of retirement income. It includes private savings, labour earnings, support from
family members and charity. In some countries saving in the form of housing is
an important aspect of retirement savings in the third tier. Housing can be used
both as an investment that is liquidated in retirement and as a source of services
that are paid for before retirement.

As well as having different risk characteristics, the three tiers are distin-
guished by three factors: (1) whether they are solely anti-poverty benefits
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Box 19.1 National readiness for individual account plans
With the growing popularity of funded defined contribution plans around the
world, it is becoming clear that many countries, both developed and those
less so, are not fully prepared for what these plans require.

The government that formulates and adopts the plan may not be ready for it.
Hungary adopted legislation providing for a funded defined contribution tier in
its social security programme late in 1997 but did not have the computer sys-
tems necessary to collect contributions and transmit them to the proper
funds. Many developing and transition economies are debating individual
defined contribution plans without having reliable and auditable systems for
tracking wages throughout the employee's career and making sure that payroll
tax contributions are made, In many such countries the principal method for
maintaining and documenting one's earnings history continues to be the
labour book. This notebook is maintained by the employee, who is responsible
for obtaining certification of employment history from successive employers.
But active resale markets in labour books are common, weakening their proba-
tive value, and without accurate wage and contribution records it is not possible
to verify benefit entitlements. Experience with defined contribution plans
around the world points to a set of criteria for determining whether a country
is ready for such a plan and could successfully implement one. These criteria
are not intended to be exhaustive, but rather represent lessons drawn from
pitfalls countries have already encountered.

Integrity of the payroll and benefit systems
The foundation for a well-functioning defined contribution-based retirement
scheme is an accurate, efficient and, above all, auditable payroll system.
Employers should know how many employees they have and how much they
pay them, as well as some key facts about them, such as their age and
length of service. The civil service of Pakistan, for example, does not meet
these criteria. People should not be on the payroll unless they are actually
employed. Dead people, imaginary people (called "ghost workers" in some
countries) and people who have gone on to other employment should not be
getting paid by their former employer. If employers do not have this informa-
tion, they cannot provide it to the social security institution. Employers
should not only know these things about their staff; they should also be willing
and able to transmit accurate information to appropriate government regula-
tory and revenue-collecting agencies. South Africa is an example of a country
with a limited capacity to audit payrolls.

Accurate payroll records are important in pay-as-you-go defined benefit
retirement schemes as well, but the record-keeping demands of defined contri-
bution plans are greater. In transition and developing economies, pay-as-you-go
defined benefit plans typically base benefits on final pay. Most people can docu-
ment what they earned last year, though the pension agency may have to take
verification of the pensioner's length of service on faith. But benefits in defined
contribution plans are effectively based on the participant's entire work career,
so earnings records have to cover that career as well. Poor records will reduce
confidence in the system, discourage compliance and, in plans with government-
sponsored minimum benefit guarantees, cost the government money.
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Convincing the public
It is said, perhaps apocryphally, that even Albert Einstein did not understand
the power of compound interest. And Einstein did not face the problem of incon-
sistent and uninformative accounting standards prevalent in many developing
and transition economies (see Chapter 7). Most people also have trouble
seeing far into the future, though people may be better able to envision the
intermediate than the long term (Korczyk, 1998). Finally people say they do
not feel as confident choosing investments, even for non-retirement saving,
as they do buying a car or household appliance (Cutler, 1996). Educating
people about saving for retirement thus faces formidable hurdles. For example,
in Kazakhstan, a group of key government officials travelled around the country
giving speeches and appearing on television and call-in radio shows to present
their case for pension reform (see Regional Brief 5).

How to invest
The next task needed to ensure that employees are ready for defined contribu-
tion plans is education about risk-return trade-offs. Employees need to under-
stand more than the fact that greater expected return requires taking greater
risks. They need to understand that different managers can trade risk against
return differently, but that risk-return combinations that sound too good to be
true probably are. They also need to understand the risk-return combinations
appropriate at various ages or life cycle stages.

Account-switching experience in some Latin American defined contribution
plans also suggests the need for participant education about buying and selling
financial assets. Participants should understand at least the basics of such
concepts as asset diversification, market timing, value investing and cost
averaging to avoid overreacting to short-term business cycle fluctuations -
or overblown solicitations from investment managers - and to build assets
for the long term.

Not all countries wishing to adopt defined contribution plans have the
preconditions present for doing so successfully. These preconditions include
prepared employers, educated employees, and reformed and prepared
social security schemes. Countries proceeding without at least these precondi-
tions may face problems in achieving their policy goals.

(safety net) or general benefits (first, second and third tiers); (2) whether they are
unfunded (safety net, first tier) or funded (second tier);7 and (3) whether they are
mandatory (first and possibly second tier) or voluntary (third tier). The govern-
ment manages the first tier and may manage the second. The household sector
manages the third tier. Private sector firms may manage the second tier. It is
expected that every country will have a safety net and the first and third tiers.
For many countries a funded tier may not be feasible. For others, it may be
feasible but should be voluntary. For some countries, with well-developed
capital markets and a poor governmental ability to manage an unfunded
system, a mandatory funded tier may be desirable, but the government's ability
to manage or regulate a mandatory funded tier must also be considered.
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A social insurance approach containing a pay-as-you-go plan combined with
some funding provides better risk diversification than an approach based solely
on capital markets. The social security benefits provided by pay-as-you-go sys-
tems are not subject to capital market risks. The benefits individuals accumulate
in pay-as-you-go social security schemes have risks that have low correlation with
capital market risks. Thus the inclusion of these benefits in the retirement income
of individuals helps diversify their retirement income portfolios.

FIRST TIER

Countries with low coverage

Different types of retirement income schemes are appropriate for developing
and developed countries. Countries where a sizeable percentage of the labour
force does not participate in social security should consider instituting a
multi-tier scheme to deal with the problem of extending coverage. Extremely
poor workers would be covered by a means-tested social assistance pension
to the extent permitted by budgetary considerations. The first tier would be
composed of two parts. The part would provide a basic fiat-rate benefit,
which could be structured so as to increase with years of contributions. This
part would be designed to meet the social goal of providing a minimum benefit
that prevented poverty in old age. The second part would be an earnings-related
benefit to which only workers earning above a minimum amount would contri-
bute. It would provide earnings-related benefits for upper-income workers. This
part would be designed to meet the social goal of providing income replacement
for middle- and upper-income workers. The structure of the system could vary
across countries depending on the minimum earnings level for participation in
the earnings-related benefit. Figure 19.1 illustrates the system, with a flat-rate
benefit covering most workers and pay-as-you-go and funded benefits only
covering higher-income workers.

For developing countries, to keep the flat-rate benefit affordable at a low
level of financing, eligibility for benefits could be limited to only disability
and survivors' benefits, or could provide retirement benefits starting at a rela-
tively old age compared to the life expectancy in the country, say 65 or 70 in
most developing countries. The flat-rate benefit could be financed in different
ways. It could be financed as a separate fund on a pay-as-you-go basis and
have a low mandatory contribution rate, say 2, 3 or 4 per cent. Thus, it
would be redistributive from higher-income to lower-income workers, but
would maintain an incentive to contribute because contributions in more
years lead to greater benefits. The extent of the redistribution would be greater
the higher the earnings ceiling on taxable earnings. An alternative way to
finance the fiat-rate benefit would be to finance it out of the same fund as the
earnings-related benefit. As a further alternative, general government revenue
could be used to subsidize the fiat-rate benefit.
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Figure 19.1 A possible retirement income scheme for a developing country
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Source: ILO compilation.

To reduce the administrative costs of the flat-rate benefit, contributions
of people oniy participating in that part could be collected quarterly. Con-
tributions for workers participating in both tiers could be collected monthly.
To simplify administration for employers, all workers in enterprises with at
least a minimum number of workers could automatically be included in both
parts.

While the goal of the flat-rate benefit is to extend coverage to all workers, in
some developing countries a sizeable percentage of the workforce may still be
excluded. Excluded groups might be the poor, the young, or employees working
few hours in the formal sector. As countries developed, coverage of the flat rate
benefit, and eventually of the earnings-related benefit, could be gradually
extended so that it included all workers.

The third tier would include voluntary savings. This tier would be designed
to meet the social goal of allowing upper-income workers to supplement their
mandatory benefits through voluntary saving. Uruguay has a retirement
income scheme similar to this. It has two mandatory tiers - a social insurance
benefit and an individual account defined contribution plan - but low-income
workers only participate in the first tier. Workers earning above an earnings
ceiling are not required to make contributions above the ceiling but may save
voluntarily from that segment of their income. In Switzerland low-income
workers are not required to participate in the mandatory supplementary
employer-provided pensions. The Irish pension scheme, discussed in box 19.2,
provides an alternative model that may be appealing for developing countries.

Developed countries

One of the most important issues in designing retirement income schemes is how
large the role of the pay-as-you-go social security scheme should be in the retire-
ment income scheme. Should it provide generous benefits at all income levels,
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Box 19.2 Social security in ireland: A model for pension reform
Of the 26 OECD countries which have social insurance schemes, Ireland has
the fifth lowest social security contribution rate and the third lowest contribution
rate for programmes covering old age, disability and death. In addition it is
expected to have the closest balance between pensions expenditure and con-
tributions of all of the OECD countries over the next 75 years. This is shown in
the 1996 OECD study, Ageing in OECD countries: A critical policy challenge,
which estimates the net present value of the expected deficit as a percentage
of GDP over the period 1994-2070.

Ireland has both contributory and non-contributory retirement pension
schemes which cover employees and the self-employed. Total expenditure
on these schemes amounted to 4.8 per cent of GNP in 1996. It is projected to
fall to 2.6 per cent in 2056 if pension benefits are increased in line with
prices or to increase to 8 per cent if pensions are indexed in line with average
earnings. The administrative cost of the contributory schemes is low, 2 per cent
of contributions, compared with occupational schemes, 5 per cent of contribu-
tions. The way in which social security is provided in Ireland may, therefore,
serve as a model for countries which are interested in reforming their pension
schemes using social insurance principles. Such an approach would facilitate
the provision of basic pensions at costs which are affordable now and which
will continue to be affordable in the future.

Overview of retirement programmes in Ireland
The main difference in the way in which social insurance pensions are provided
in Ireland and other OECD countries is that the contributions are pay-related
while the benefits are flat-rate. Means-tested non-contributory pensions are
financed out of general tax revenue, Insured members of the working popula-
tion who satisfy the contribution conditions qualify for flat-rate pensions as of
right. Those who do not satisfy the contribution conditions may qualify for a
flat-rate non-contributory retirement pension if they pass a means test.

There are two social insurance schemes, the Retirement Pension Scheme
and the Old-Age (Contributory) Pension Scheme, and one social assistance
scheme, the Old-Age (Non-Contributory) Pension Scheme. The contributory
schemes pay pensions to people reaching age 65 and 66, respectively. Eligibil-
ity for a retirement pension requires retirement from insurable employment but
this condition does not apply on reaching age 66. The pensions which are pay-
able are sufficient to keep most elderly people out of poverty when account is
taken of other sources of income and benefits-in-kind, such as free travel on
public transport, free electricity, free telephone rental and a carer's allowance
payable to someone to look after an old person when full-time care and atten-
tion are needed.

About half of the labour force is covered by an occupational or personal
pension scheme which will provide a retirement income related to final salary.
Most organizations with more than 50 employees have an occupational
scheme.

Qualification conditions
To qualify for a pension an applicant must have started paying Pay-Related
Social Insurance (PRIS) at least ten years before retirement. For the maximum
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retirement pension the applicant must have paid a total of at least 156 weeks'
PRIS and maintained a yearly average of at least 48 weeks' paid or credited
contributions since 1979 or at least 24 weeks' paid or credited contributions
since 1953 (or commencement of employment, if later). For the minimum retire-
ment pension, a yearly average of 24 weeks' contributions is required. For the
Old Age (Contributory) Pension, the contribution conditions are similar except
that, for the minimum pension, a yearly average of at least ten weeks' paid or
credited contributions is required.

Contribution rates
Employer, employee and self-employed contributions are proportional to earn-
ings up to an income ceiling of about one-and-a-half times average industrial
earnings for the employee and 1.8 times for the employer. There is a lower
earnings limit equal to around 10 per cent of average industrial earnings
below which PRIS contributions are not payable. Above this limit there are
earnings thresholds on which the PRIS contribution varies by slice of
income. There is no specific contribution rate for the two contributory old-age
pension schemes because there is a unified social insurance scheme which
provides cover for the contingencies of unemployment, illness, death of a
spouse and old age. However, an Actuarial review of social welfare pensions
recently carried out for the Irish government estimates that the payment for
the contributory old-age pension scheme by the employer is 5.3 per cent and
2.8 per cent for the employee up to the employer and employee income ceil-
ings. In addition there is a contribution equal to about 1.5 per cent of total earn-
ings by the state out of general tax revenue to cover the gap between pension
expenditures and contributions.

Contribution rates have increased slowly from the relatively low levels
which existed when the contributory old-age pension scheme was introduced
in 1960. The actuarial review mentioned above shows that the employer and
employee contributions wilt grow moderately in the period up to 2046 to 6.3
and 3.3 per cent, respectively, if pensions are indexed in line with prices
and, more significantly, to 17.3 and 9.2 per cent if they are indexed in line
with average earnings.

Indexation
Although there is no legal obligation to index pensions in line with prices or
earnings, the practice has been to increase them in line with average male
industrial earnings. Consequently pensioners in Ireland have shared in
increasing prosperity along with the working population. This contrasts sharply
with experience in the United Kingdom where pensioners have not shared in
the increase in living standards because of a decision taken by the Conserva-
tive government in the 1980s to increase pensions only in line with prices.

Social security coverage and number of beneficiaries
When the contributory old-age pension scheme was introduced in 1960 almost
two-thirds of the labour force were covered by the scheme. The coverage rate
has increased steadily over the years following the phasing out of regulations
which restricted coverage to blue-collar workers and to persons earning less
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than a specified level. Today virtually 100 per cent of the labour force is covered
by the scheme. Because the scheme is financed on a pay-as-you-go basis, it
was possible to provide pension benefits immediately for qualified persons.
Thus, in 1961, the year after the scheme was introduced, 9 per cent of those
aged 65 and over received a contributory old-age pension. As the scheme
has matured and more and more people have met the qualifying conditions,
the percentage of the elderly population in receipt of a contributory pension
has increased steadily. Thus, in 1996, 44 per cent of the elderly population
were in receipt of a contributory old-age pension. It is projected that by 2026
almost 95 per cent of those aged 65 and over will receive a contributory old-
age pension.

The growth in the percentage of the population receiving a contributory old-
age pension will be matched in the long term by a decline in the percentage in
receipt of a non-contributory pension. At the time that the contributory scheme
was introduced almost two-fifths of those aged 65 and over were receiving
a non-contributory pension. The proportion fell to one-third in 1996 and it is
projected to fall to less than one-twentieth by 2026.

Ireland has succeeded in having relatively low pension costs mainly
because its social security pension schemes are strongly redistributive, with
flat-rate social insurance pensions being financed out of earnings-related
contributions, and flat-rate social assistance pensions being financed out of
general taxation, It also has a higher statutory retirement age for men and
women, 66, than the OECD averages (64 for men and 62 for women) and
lower life expectancy, 75.2 years at birth, than the OECD average (76 years
at birth). Its social insurance pension scheme is straightforward to administer
and its high coverage rate provides economies of scale which keep administra-
tive costs low.

provide flat, or relatively flat, benefits that are adequate for middle- and lower-
income workers but require supplementation for upper-income workers, or only
provide anti-poverty benefits?

The income replacement rate workers need depends on the comparison of
the costs of maintaining a similar standard of living while retired with those
while working. Thus, for example, it depends on the extent to which the indivi-
dual is responsible for paying for his own medical care and on the difference in
tax treatment between workers and retirees.

It is not possible to know whether a given replacement rate provided by
social security is too high or too low without knowing whether workers are
eligible for retirement benefits from other sources. A given replacement rate
may be adequate if universal health care coverage is available for retirees, but
not if retirees must pay for health care or health care insurance from their
own budget.

The share of retirement benefit expenditures relative to GDP measures the
overall size of the retirement income scheme. Retirement income benefits com-
pete with all other expenditures in terms of the share they take of GDP. An
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overly generous retirement income scheme will crowd out other worthwhile
expenditures.

SECOND TIER

Government management of a funded tier

Government bureaucracies have been thought to be inefficient at managing
programmes in comparison to the private sector. This inefficiency arises because
they are not subject to competition and the profit motive. Government manage-
ment of provident funds has frequently been unsuccessful and many countries
with provident funds have converted to pay-as-you-go schemes. Experience
has shown, however, that government bureaucracies can be more efficient at
managing social security programmes than private sector organizations. This
occurs for several reasons. First, the private sector has advertising and market-
ing costs; second, the private sector does not fully benefit from economies of
scale, especially in small countries, as there are multiple small institutions
managing social security funds; and third, the private sector may be too small
to accommodate a sufficient number of fund management firms for a competi-
tive market.

With government management of a funded tier, having the government
manage investments in the stock market raises several difficult issues. The
volatility, or risk, of stocks is considerably greater than that of Treasury bills.
Social security might be underfunded in any given year if the stock market
did not perform well. Another issue of concern with government management
of social security stock investments is how to keep the management of the
investments from becoming politicized. The government could use the
financial power associated with its investments to reward or punish firms or
industries. To prevent this occurring, the financial management may need to
be done by private sector firms. Even with private firm management, to prevent
politicization of investment, the investment policy may need to be a passive
policy of investing in a broad market index rather than picking individual
stocks.

The role of voluntary funded occupational pension plans
Private or occupational pensions that are funded play an important role in the
retirement income schemes of about a dozen developed countries. These include
Canada, Japan, the Netherlands, the United Kingdom and the United States.
Even there, however, their role is important only for people in the upper half
of the income distribution. Overall, the role of private pensions is much smaller
than that of social security. Because of problems facing pay-as-you-go social
security schemes, many countries are increasingly turning towards private
pensions as a potential source of retirement income. That raises the question
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of whether private pensions can take on an expanded role in providing retire-
ment income.

The role of occupational pensions in providing retirement income varies
across countries as a consequence of differences in government policy and
economic development. An important determinant of the role of occupational
pensions is the generosity of social security benefits. In planning their level of
consumption over their lifetime, workers take into account their lifetime
income. This determines a desired level of consumption in retirement. Because
occupational pensions typically are more likely to be provided for higher-
income workers than for lower-income workers, the generosity of the social
security scheme for the former is particularly important in determining the
role of occupational pensions. Italy, for example, has generous social security
benefits for high-income workers, and it has a relatively small occupational pen-
sion scheme.

A second important way that government policy affects the size of the occu-
pational pension scheme is through the income tax system. As a practical
matter, it appears that a tax subsidy is necessary to encourage the development
of an occupational pension scheme. All countries with sizeable occupational
pension schemes provide preferential income tax treatment for occupational
pensions compared to other financial assets that can be used for saving for
retirement (see box 19.3). Typically the tax preference takes the form of exempt-
ing pension contributions and pension asset income from taxation. Pensions are
taxed only when the worker receives pension benefits. Some countries, such as
the Bahamas, do not have a personal income tax system, and thus cannot use
this policy tool to encourage occupational pension plans.

Preferential tax treatment for pensions reduces the tax base, raising the tax
rate on all other taxable sources of income. A narrow tax base with a relatively
high tax rate will cause greater economic distortions than a broad tax base with
low levels. Middle- and upper-income groups tend to be the main beneficiaries
of the tax preference.

A third aspect of government policy that affects the role of occupational
pensions is government regulation. Government regulations may either encou-
rage or discourage workers to demand, and employers to provide, occupational
pensions. Government regulations determine the allowable features of occupa-
tional pension plans. For example, they determine whether employees may
receive a tax deduction for contributions or whether only employers may receive
a tax deduction. Government regulations determine whether all workers that
work for an employer must be provided with a pension, or whether the
employer may establish a pension plan but cover only some workers.

Effective occupational pension policy requires a skilled government bureau-
cracy. To establish and carry out policies governing pensions requires develop-
ment of a knowledgeable, capable and honest governmental bureaucracy. When
government bureaucrats can be bribed to ignore pension laws, a pension scheme
is less likely to develop.
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Box 19.3 Tax expenditures
Many developed countries provide tax concessions for occupational pensions
that are called tax expenditures. Tax expenditures reduce the net position of the
government budget from what it would have been had pensions been taxed
equivalently to other forms of savings. All countries with well-developed volun-
tary occupational pension schemes provide such tax concessions, and those
concessions appear to be necessary for the voluntary development of systems
that provide widespread coverage. An advantage of tax expenditures is that
they require less government administration than direct provision, making
them attractive to governments intent on reducing the role of the state. Usually,
however, the state then becomes involved in extensive regulation of occupa-
tional pensions to protect the rights of workers. In countries that rely heavily
on funded occupational pensions, tax expenditures for pensions are a major
non-transparent form of social welfare that favours middle- and upper-
income workers (Sinfield, 1998).

Tax expenditures tend to favour middle- and upper-income workers because
they are more likely than low-income workers to participate in an occupational
pension scheme, their marginal tax rates are often higher and their pension
assets, which are sheltered from taxation, are greater. In 1993, in the United
Kingdom tax expenditures for pensions cost taxpayers considerably more
than all means-tested assistance for the poorest old people (Sinfield, 1993).
Because of the large amount of assets in occupational pensions in some
countries, in particular the Netherlands, the United Kingdom and the United
States, the tax expenditures on pensions are often the largest tax expenditures
in those countries. In the United Kingdom the revenue cost of the tax expendi-
tures on pensions is about 15 per cent, as large as personal income tax reven-
ues. In Ireland in 1989 tax expenditures on occupational pensions are
estimated to have cost the equivalent of 36 per cent of annual expenditure on
state contributory retirement pensions.

A greater role for occupational pensions in the retirement income scheme
may increase income inequality and poverty among the aged. Traditional
social security programmes tend to redistribute income towards lower-income
workers. Occupational pension plans do not. Thus, if occupational pension
plans partially replace social security, the inequality of the income distribution
may increase. If an increase in the role of occupational pension plans was asso-
ciated with a general reduction in social security, low-income workers would be
worse off. Their social security benefits would be reduced while it would be
unlikely that they would receive occupational pension benefits. This change,
conversely, would benefit high-income workers who would have lower social
security benefits, but disproportionately lower social security taxes.

DEFINED BENEFIT VERSUS DEFINED CONTRIBUTION PLANS

First-tier plans are defined benefit plans in most countries, the exceptions
being countries with provident funds or mandatory privately managed defined
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Table 19.3 Defined contribution plans in selected countries

Type of plan Country Name of plan Contribution formula

Mandatory, funded Australia Superannuation guarantee 15% by 2003
charge

Sweden Premium reserve account 2%
Mexico Administradoras de Fondos 6.5%

De Retiro
Chile Administradoras de Fondos 10% required, 20%

de Pensiones max.

Contracted out, funded United Kingdom Approved personal pension 4.6%

Mandatory, unfunded Sweden 16.5%
France ARRCO (employees) 6% mm,

AGIRC (managerial stafi) 16%*

Voluntary, group USA 40 1(k), profit sharing, money 18% max.
purchase

Canada Registered pension plan 18% max. C$13 500
United Kingdom Personal pensions 17.5%

Voluntary, individual USA Individual retirement $2000 max.
account

Canada Registered retirement 18% max. C$13 500
savings plan max.

* Of portion of earnings over social security ceiling.

Note: There are generally minimum and maximum limitations on the earnings to which the contribution rates
apply. Maximum contribution rates in voluntary plans may be lower if the worker contributes to another plan.
The maximum contribution rate in tl1e United Kingdom for personal pensions is higher for workers aged 40
and older.

Sources: Country legislation.
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contribution plans. Many countries with provident funds have converted to
defined benefit plans based on social insurance principles. Second-tier plans
could be defined benefit or defined contribution, or both. Both defined
benefit and defined contribution plans may have a role in a retirement income
scheme.

Defined contribution plans around the world differ considerably in their
features. However, when defined contribution plans are a major part of the
retirement income scheme, their required contribution rate generally ranges
from 10 to 15 per cent. When they are voluntary, their maximum allowed con-
tribution rate tends to be in the range of 17 to 20 per cent (table 19.3). As
discussed in Chapter 12, defined benefit and defined contribution plans differ
greatly in the amount and type of risks borne by participants. In defined contri-
bution plans the worker bears the investment risk, although most government-
mandated defined contribution plans receive some form of government guaran-
tee. Because the worker's benefit is tied to the rate of return on the assets in his
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or her account, a downturn in asset markets at the point of retirement may
greatly reduce a worker's retirement income.

Social safety net: Anti-poverty means-tested benefits

Means-tested programmes have an important role in retirement income
schemes. They also have several weaknesses, They might motivate people
with low income and low assets to reduce their economic resources in order
to qualify for the programmes, or discourage savings and work and encourage
the elderly to transfer their resources to their children in order to qualify.
Means-tested programmes usually have incentives that motivate some people
to cheat to obtain benefits. They may allow the administration scope of discre-
tion when determining if the claimant really is needy, which can be humiliating.
Means-tested benefits can be constructed to give the claimant a legally enforce-
able right to a certain benefit, provided he or she can document that his or her
registered means (income and assets) are below legally specified limits Such
benefits are not necessarily stigmatizing to claim. In countries such as the
United Kingdom, however, many people who qualify for these programmes
do not apply for benefits because of the stigma, reducing the effectiveness of
the programmes in reaching the target population. Means testing greatly
increases the administrative cost of a programme.

Means-tested programmes sometimes are based on the mistaken view that
accurate provision of benefits is possible only by awarding benefits on the
basis of an income test. The poor can be identified in an alternative manner.
They can be identified by poverty indicators: family or individual characteristics
correlated with poverty. In some countries good indicators are poor health or
old age. In Egypt unmarried women aged 50 and older can receive a social assis-
tance pension, in recognition that women in that age group may have limited
work opportunities.

A fiat benefit is a type of anti-poverty benefit. It is, by definition, not related
to individual earnings. Thus there is no relationship between the tax payments
that fund it and the benefit received. The financing of this type of benefit leads to
distortions caused by taxes, such as discouraging labour supply. A guaranteed
minimum benefit encourages tax evasion by low-income workers because it
reduces the marginal benefit they receive based on their tax payments. By
evading contributions low-income workers can qualify for a minimum benefit,
which may about equal their benefit had they fully contributed.

These incentive problems can be limited by focusing social assistance
programmes on groups who are not expected to work, such as people above
a threshold age, say age 70. When resources are severely limited, such a strict
qualifying condition assures efficient allocation of benefits. In spite of their
weaknesses, social assistance benefits are a necessary part of retirement
income schemes. The alleviation of poverty should take the highest priority
among social policy objectives.
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There is no perfect social security system. All pension schemes are the result of
political and economic trade-offs, and require good management to function
well. They must cope with macroeconomic uncertainties: inflation, unemploy-
ment, wage growth rate, changes in demographics and interest rates.

A wide range of social security schemes is capable of meeting the goals of
society, but the following general recommendations apply for most developed
countries. There should be a poverty reduction programme, an unfunded
social insurance programme subject to labour market risks, a funded pro-
gramme subject to capital market risks, and private savings. The relative
importance of these sources of retirement income varies across countries
depending on their dominant political philosophy, the capacity for governance
in the public sector versus the private sector, and the relative rates of return and
risks of different sources of retirement income. There should be compulsory
participation in a unified national pay-as-you-go system without special
treatment for favoured groups. While a mandatory funded programme is not
desirable for many countries, if the funded programme is mandatory, considera-
tion needs to be given to the problem of fixed costs that are a relatively heavy
burden for small accounts.

In developing countries with poorly developed capital markets and regula-
tory capacity a simple system may be preferable, with an anti-poverty benefit,
private savings and a pay-as-you-go tier. The essential aspects of these recom-
mendations are that developing countries should take steps to expand coverage
and that, as countries develop, they should provide retirement income from
multiple sources to diversify risks. This recommendation is merely a restatement
of the adage, "Don't put all your eggs in one basket", or the associated financial
market advice that risk-averse investors should diversify their sources of
income. Exactly how many different sources, and the relative weight given to
each, should only be decided after an analysis of the particular situation of a
country. Within a broader framework, spending in society on retirement
income needs to be balanced against spending on health care, education and
other priorities.

ANNEX: ADMINISTRATIVE COSTS IN PUBLIC AND PRIVATE
PENSION PLANS: WHAT MAKES THE DIFFERENCE?

It is reasonable to expect that the cost of collecting contributions, managing
participant records, investing accumulated balances, determining benefit
eligibility and distributing benefits would differ between publicly managed
and privatized plans. These costs are charged to participants both in govern-
ment plans and in those sponsored by private employers, though not all such
costs are always charged to participants in either type of plan. Administrative
costs should thus be considered in the adoption or modification of national
retirement schemes.
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This analysis discusses some of the major issues of definition, measurement
and interpretation in evaluating pension programme administrative costs, some
of the principal factors that determine costs and concludes with an assessment
of options facing policy makers. The analysis is limited to plan-level costs. It
thus does not consider the distributional effects of alternative allocations of
plan costs to participants (for example, fiat fees on all accounts versus fiat per-
centage charges on all contributions or assets versus graduated fiat or percen-
tage charges). Once a given plan design, with a given level of aggregate costs,
is selected, it is possible to achieve any distributional result by means of appro-
priate fee structures. The distributional effects of plan. costs on participants
should therefore not generally be a consideration in the selection of plan design.

What to include in costs

Whether the goal is to compare administrative costs across countries or to
evaluate the cost impact of change in one country's programme, the first step
should be to decide on a comprehensive definition of plan administrative
costs. Administrative costs should include the full resource costs of turning
revenues into benefits.

Measuring these costs for government programmes turns out to be difficult.
Government agencies often do not purchase their inputs in competitive markets;
an example is the use of public buildings and land for government agencies.
Government programmes may benefit from economies of scale such as the
collection of payroll and other taxes by the central tax authority. When, as in
the United States, employers pay payroll and income taxes on one form, with
one remittance, and send them to one address, the costs of tax enforcement
may be difficult to allocate among the revenue streams collected. Differences
between government and private accounting procedures can also cause measure-
ment problems. For example, private entities report charges for depreciation of
fixed assets, while government agencies do not.

It is also important to note, however, that costs may also not be fully allo-
cated to participants in purely private pension schemes, such as employer-
sponsored plans in the United States. Employers' costs that are not passed on
to participants may include the costs of office space, personnel to manage
pension plan record keeping and other functions, and participant information
efforts.

Measuring administrative costs is further complicated by the fact that
administrative and benefit costs are inherently fungible. One national plan
may perform meticulous actuarial projections that provide advance warning
of demographic hazards and allow the country to consider benefit changes,
tax changes or other changes in public spending priorities in advance of spend-
ing increases that would otherwise occur. Another country may invest minimal
resources in projecting future trends, but be faced with unexpected benefit
liabilities as a result. The higher administrative costs resulting from actuarial
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projections in the first plan can be translated into benefit savings, while the
lower administrative costs in the second can increase benefit costs.

Monitoring the integrity of the payments process provides another example
of the trade-offs between administrative and benefit costs. Many countries face
problems in tracking their pensioners. People may collect multiple pensions
when only one is legitimately payable, or payments may continue to be made
to people who are dead. While dead pensioners are a problem to some degree
in almost every pension scheme, some countries with weak governmental infra-
structure have faced particular problems, especially in rural areas. A pensioner
may die and be buried on the family's land. No death certificate is issued, and
the family continues to collect the pension. Investing in administrative infra-
structure can limit such wrongful benefit payments.

If the administrative costs of retirement income plans are defined to include
all costs incurred by government agencies, employers and individuals, the true
costs of administering pension programmes are probably never measured. In
countries where public bureaucracies do not work well, pensioners may face a
difficult application process, receive incorrect benefit amounts and may even
have to bribe government employees to draw attention to their case. Competi-
tive systems may reduce these bureaucratic costs,8 but, in turn, require regula-
tion, which is not cost-free itself (James and Palacios, 1995).

Measures of plan costs

Cost figures must be applied to a unit of output. A number of ratios are com-
monly used to evaluate and compare administrative costs. All of these ratios
are informative but partial in nature. None of these measures takes account
of service quality or plan characteristics (redistributive or not, adequate replace-
ment rate or not), both of which can be considered elements of plan output.

Costs relative to contributions or benefits

Costs as a percentage of contributions or benefits can be used to assess admin-
istrative efficiency. But these costs reflect not only efficiency, but also a country's
demographic structure, system maturity and income level (James and Palacios,
1994). These costs will be highest in countries with young populations and
immature pension schemes (that is, a low ratio of pensioners to contributors).
These countries will have low total benefit payments but must still pay for
collecting taxes and keeping records.

Costs relative to assets

This measure would be used in private or privately managed plans, but not in
publicly managed programmes that accumulate few assets. Mutual funds and
other investment managers, who might be expected to take an active role in a
privatized retirement income scheme, often express their fees as a percentage
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of assets under management. Larger mutual funds tend to benefit from scale
economies (Baumol et al. 199O). In the United States market, it has also
been the case that mutual funds aimed at the institutional (employer-sponsored
pension) market have lower administrative costs and are less likely to charge
loads (commissions levied at the time the investor purchases or sells shares)
(Mitchell, 1996). A privatized United States social security scheme might be
able to benefit from such market segmentation - or it might not. Pharmaceutical
manufacturers in the United States, for example, were very reluctant to give
Medicaid, the joint federal-state health care coverage programme for poor
people, the same bulk-purchase rates they give to their best private sector
customers.

Costs per plan member

This measure avoids the bias against young countries with immature systems
that is inherent in cost measures based on plan flows, but it does not control
the quality of services provided, the price of labour and capital, or economies
of scale. On this measure, small, high-wage countries have the highest adminis-
trative costs. It is generally agreed that this measure is the best simple index of
administrative efficiency, though some observers caution that it should be used
only to compare countries with roughly equal system sizes and per capita
incomes (James and Palacios, 1995).

Costs relative to per capita income

Unlike costs per member, this measure is independent of national currency. It
offers some adjustments for inter-country differences that others do not. It
shifts costs per member down more for high-income than for low-income
countries, which can serve as an adjustment for higher input prices and
higher quality services in the former countries. On this measure, small, poor
countries have the highest administrative costs, while industrial countries
have the lowest (ibid.). But high-income countries are also more productive,
so comparing administrative costs with income gives them "credit" for more
system efficiency than they may really display.

Interpreting cost differences

Administrative costs do not measure plan quality or cost-effectiveness, but only
the cost of inputs into the benefit delivery process. Cost-effectiveness depends on
many other aspects of a plan. Consider two hypothetical countries with identi-
cal administrative costs but differing levels of service. In one country benefits are
delivered to pensioners on time and in the correct amounts, while in the other
country benefit qualification is arduous and delays in payments are common
as are incorrect payments. Most people would agree that the first programme
was more cost-effective than the second.
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Suppose that the benefit structure in one country is compressed (inflation
has compressed benefit structures in many transition economies) and in the
other more dispersed. Even if the cost of calculating and updating earnings-
based benefits were identical in the two countries, the first plan would be argu-
ably less cost-effective than the second, since an equal effort must be devoted in
calculating the small and large benefit increments.

Finally administrative cost comparisons, especially between publicly and
privately managed plans, do not account for differences in the political goals
of systems (Mitchell, 1996). The United States social security system, for
example, is in part an earnings insurance programme and in part a redistributive
transfer programme. A private programme might not have as strong a redistri-
butive bent, if any. If it did not, then cost comparisons between social security
and private alternatives would be based on different output measures.

Factors influencing pension scheme costs

Defined benefit or defined contribution?

A major factor determining pension scheme cost differences is the type of
plan. Defined benefit plans offer a specified benefit, which the sponsor (the
government in a national plan or the employer in a private plan) is left to
fund. Advance-funded defined benefit plans, which are typically found only
among private employer-sponsored plans, are expensive to operate in part
because they require actuarial services to ensure that asset accumulation is
on target'°. In the United States, defined benefit plans must also pay insurance
premiums to the Pension Benefit Guaranty Corporation (PBGC), a govern-
ment agency that insures benefits against plan insolvency. In 1993, the most
recent year for which data are available, average administrative expenses
were $115 per participant for defined benefit plans and $53 per participant
for defined contribution plans (calculations based on US Department of
Labor, 1997).

The typical United States defined contribution plan, however, is a bare-
bones plan by international standards. United States plans function much
like savings accounts, with the participants' claims limited to contributions
plus investment earnings. In contrast, in many social security individual account
plans in other countries, participants may receive benefits from minimum
benefit guarantees and investment return guarantees, and the benefit is paid
out in annuity form. Such plans would incur many of the costs typically
attached to defined benefit plans.

Funded or pay-as-you-go?

Funded plans incur certain costs that pay-as-you-go plans do not. Plans that
accumulate assets, whether these plans are private or public, must provide for
their investment. Balances held in the United States social security scheme
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are, by law, invested in special Treasury securities, so expenses for investment
management are minimal. But in other countries investment restrictions may
not translate into administrative cost savings. In Hungary's third-pillar volun-
tary pension accounts, for example, some plans are restricted to investing in
government securities until their assets increase to a certain level, but some
investment managers charge as much as 9 per cent of contributions while invest-
ing solely in government securities, whereas others charge 5 per cent to manage
a fully diversified portfolio.

In countries with broad asset markets and rapid growth, funding may be
preferable to pay-as-you-go finance, since higher investment returns can fund
a higher level of benefits. In countries with high inflation and narrower asset
markets, the benefits of advance funding may be smaller relative to the admin-
istrative costs of maintaining pension balances. The benefits of advance funding
may also depend on whether pension funds are subject to investment restric-
tions, including limits on the share of assets that can be invested in private
securities. Such restrictions will tend to channel plan assets to lower-paying
uses, such as the purchase of government debt.

In vestment management strategies

While funded plans incur investment management costs, these costs may vary
dramatically according to the investment technique used. Some pension funds
are actively managed, with extensive effort devoted to selecting and trading
securities. But mutual funds using passive investment techniques, called index
funds, are increasingly popular in the United States. Rather than devote an
extensive effort to researching and selecting investments, these funds hold
broadly diversified portfolios designed to match a market index, such as the
Dow Jones Industrials or the Standard & Poor's 500. Index funds have lower
turnover than actively managed funds, since securities are traded primarily
when the index changes. Index funds thus have lower expense ratios, ranging
from one-third to one-half of those of actively managed funds (Mitchell,
1996).

Centralized or competitive?

A government-run retirement income scheme will typically be centralized and
operated through the central government. A privatized system, however, will
revolve around competing private investment managers. Competition in a pri-
vatized national retirement system raises marketing expenses and reduces
economies of scale. It has been argued that these costs are offset by more and
better service (James and Palacios, 1995), but some systems may lack reasonable
brakes on the availability of service. An estimated one in two active accounts in
Chile is switched annually among investment managers (Vittas, 1997a). What
appears to be highly responsive service may instead be churning, which results
in higher and unproductive administrative costs.
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The degree of centralization may also affect the quality and cost of contribu-
tion enforcement. Evasion is probably easier in a decentralized individual
account system, though many other factors may encourage evasion as well.

Availability of infrastructure

Information exchanges among developed, transition and developing economies
allow less advanced countries to learn what works, how to fix what does not,
and which mistakes to avoid. But a plan that works in a country with a devel-
oped infrastructure (a well-functioning postal service and other communica-
tions services, sound banks, reliable payroll records) may not work, or work
as efficiently, in a country where the financial and governmental infrastructure
is shakier.

A country's ability to enforce contributions and monitor the integrity of the
payments process will also influence its administrative costs, especially but not
exclusively in a funded, individual account plan. Countries where source with-
holding from public enterprises has been the primary method of tax collection
often do not have in place the enforcement techniques necessary to deal with
emerging private sector enterprises, which are typically not plugged into
source withholding mechanisms. Ineffective enforcement will increase the
resource costs of collecting a given amount of contributions (or reduce the
collection efficiency of a given amount of enforcement spending).

Monitoring the integrity of the payments process can present special
problems in countries with weak communication infrastructures and enforce-
ment techniques. Participants should get all the benefits - and only those
benefits -. to which they are entitled. In some transition economies, complex
inflation indexing formulas and inadequate technology delay promised
updates in pension benefits. And verifying the eligibility status of pensioners
may be costly if valid and up-to-date address and other records are not
available.

The structure of benefits

In general a flat benefit is less costly to administer than an earnings-based
benefit. Administering a flat benefit requires basic eligibility information
about the prospective recipient (age, covered work history, perhaps residence
or citizenship status), while an earnings-based benefit requires the basic infor-
mation plus earnings history for the covered period less years not being counted,
if any.

Adding a flat benefit to an earnings-based plan as a benefit floor - as done in
Hungary (the second pillar) and other countries - is not cost-free from an
administrative standpoint. If beneficiaries are to receive the greater of their
earned benefit or the statutory minimum, as in the Hungarian second pillar,
the earnings-based benefit must be calculated and verified to avoid unwarranted
government subsidies.
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Public consensus

One important factor in determining administrative costs can be the degree of
public consensus or support a plan enjoys. In the United States, for example,
survey after survey suggests that many working-age Americans fear that they
will not be able to rely on social security benefits in the same way that their
parents' and grandparents' generations have done. At the same time, however,
research also shows that many people are willing to support the programme and
willingly pay payroll taxes to do so because they agree with its goals (Korczyk,
1990). Given this level of support, employees want their employers to make
iequired contributions on their behalf, and will take action to ensure that this
is done. But in a country where tax evasion is less a crime than a national
sport, the retirement system will face added administrative costs when it does
not enjoy public support.

Administrative costs are, and should be, a consideration in evaluating retire-
ment income policy options. But cost comparisons, whether among different
countries with the same pension scheme or among alternative pension schemes
for a given country, are subject to numerous qualifications and uncertaintie.
These considerations include demographic structure, income and the availabil-
ity and quality of governmental and financial infrastructure. Therefore it is
likely that the best way to compare administrative costs across countries is to
compare actual costs with those that would be expected on the basis of the
countries' characteristics (James and Palacios, 1995).

While inter-country comparisons are difficult, requiring multivariate statis-
tical analysis, comparing the costs of alternative schemes in the same country
can be even harder. A country considering replacing or augmenting its retire-
ment income system with one of a different design is likely to be motivated
not just by cost issues, but also by differences in the "output" expected from
the system. Public and private schemes are likely to differ in characteristics
such as redistribution, investment return, benefit levels, impact on national
saving, participant choice and service quality, all of which are dimensions of
a system's output.

Notes

See Samuelson (1958) and Aaron (1966).
2 Among other things, this assumes that labour force participation rates, the social security

coverage rate, payroll contribution rate and hours of work per worker are constant.
After an initial period, declining fertility is accompanied by increased female labour force

participation, which increases the rate of growth of the labour force.
Bailey and Turner (1997).
Diamond (1993) quotes a higher figure of 2.9 per cent of wages and 30 per cent of contribu-

tions.

On the other hand, evidence from the United Kingdom tends to confirm the result for Chile
that the costs of personal pensions are high, given the lack of economies of scale of management,
advertising and the high costs and compliance with the regulatory regime - as well as possible mono-
poly rents. Note in addition that United Kingdom personal pensions are usually not transferable
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without major cost. Blake (1995) suggests that an initial transfer into a personal scheme may cost 25
per cent of the transfer value, with annual commissions of 2.5 per cent of the annual premium. The
Institute of Actuaries considers that 10-20 per cent of contributions may be absorbed in fees over the
entire span of a personal pension contract. In a detailed survey of 90 providers, Walford (1993) esti-
mated that the various charges would reduce returns on a five-year pension plan by 13 per cent on
average, but with quite a wide distribution from 8.5 per cent for the 10 per cent of employers with the
lowest charges to 18 per cent for the worst 10 per cent. Annuity fees, which do not apply to occupa-
tional defined benefit plans, impose a further burden. Meanwhile expense ratios for United States
401(k) plans holding mutual funds are 80-188 basis points, with an extra 6-32 basis points for an
annuity option (Mitchell, 1996).

3 contains both funded and unfunded sources of retirement income.
On the other hand, anyone who has ever had to straighten out an insurance claim in the highly

competitive US private health care market might disagree.
But bigger is not always better. Some funds (Fidelity Magellan is a prominent US example) can

become "too" big. A fund can become so large that its trades move the market and maintaining a
diversified portfolio becomes complicated.

projections should also be used to ensure that national social security plans funded
on a pay-as-you-go basis are financially sustainable. In practice, however, retirement schemes in
many countries simply project their benefit obligations from year to year based on past experience
without any long-term assessments. While this approach is riskier to the national budget, it may
result in lower administrative costs, at least in the short term.
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THE REFORM PROCESS AND ITS
POLITICAL MANAGEMENT 20

Countries have encountered problems in the political process of deciding on and
implementing social security pension reform. Many of them have found that,
once the need for reform has become apparent, the process of reaching a
consensus on the reform to be implemented has taken years.

The reform process may be slow because it has considerable risks for politi-
cians and government bureaucrats responsible for it, as well as for the workers
and employers ultimately affected by it. Social security pension reform needs to
be researched and considered carefully. Thought should also be given to the way
to manage reform. Managing the process of reform is an important aspect of the
governance of social security schemes.

This chapter suggests strategies that may facilitate the reform process. In
discussing the reform process, it considers broadly any changes that require a
modification in social security legislation. It is sometimes useful to distinguish
between reform that changes the parameters of an existing system (parametric
reform), such as raising the retirement age, and reform that changes the entire
structure (structural reform), such as substituting a pay-as-you-go defined
benefit scheme for a provident fund. A third type of reform is improving govern-
ance, where the basic parameters and structure are not changed but steps are
taken to improve the functioning of the existing system. While the amount of
political effort differs between reforms, the process proposed here may be
useful for all three types.

DIFFERENT REFORM PROCESSES

Many of the problems of social security can be resolved through improvements
in governance. Some changes in governance, such as establishing a computer-
ized record-keeping system, are reforms internal to the structure of the social
security institution. Technical reforms of the management and operations of
the social security institution generally need not involve the political process,
but they have their own political process within the government bureaucracy.
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Major reforms, such as increasing the minimum age at which pensions may
be payable, or changing the type of social security scheme, require a complex
interaction of the government with workers and employers. Major reforms in
a democracy require use of the political process to secure changes in social
security legislation.

Different political structures also require different reform processes. In some
countries pressure groups play an important role in democratic-pluralist politi-
cal systems. Pressure groups may include trade unions, employers' organiza-
tions and financial sector service providers, such as investment management
companies and life insurance companies. The age distribution of the population
may play a role, with older workers and retirees forming political interest
groups. In other countries the government may be able to introduce changes
relatively easily on its own initiative. The exact form of the reform process
may also be affected by whether there is a single dominant political party,
two competing parties or a number of parties. Nevertheless, in each of these
situations, within the group or groups ultimately making the decision, a process
is needed to build a consensus.

REACHING CONSENSUS ON SOCIAL SECURITY REFORM

Identifying the problem
The first step in a social security reform is recognizing that a problem exists. The
problem may be evident to all, such as benefits not being paid owing to a short-
fall of revenues. The level of benefits may be deemed inadequate or too high.
That many people are not covered by the social security retirement benefits
scheme may be recognized as a serious problem. Or the problem may be that
politically powerful groups receive privileged benefits unavailable to the general
populace.

Social security policy making should not be done solely in response to
immediate crises. It is desirable that planning should occur over a long time hor-
izon. Thus the step of realizing that a problem exists may require an actuarial
projection, as discussed in Technical Brief 1.

Depending on the type of problem and the political situation in the country,
the group relevant for consensus building may be internal to the government,
may be within a single political party or may involve two or more political par-
ties. The remainder of the chapter discusses the case where the relevant public is
society at large.

Involving the relevant public in discussion of the problem
A key element in building a consensus is involving various groups in the process.
Relevant groups include workers and their organizations and employers and
their organizations (see box 20.1). There needs to be public discussion of the
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Box 20.1 Labour unions' role in pension reform
Organized labour has been a key constituent initiating, expanding, presiding
over and negotiating the alteration of social insurance schemes in many
countries. In some countries labour unions helped build a private-public mix of
employer-, worker- and state-financed retirement; the systems in Australia,
France, the Netherlands, the United Kingdom and the United States are notable
examples. In other countries organized labour functions as a general advocate
for social spending for workers and families and political coalitions for more pen-
sions (Argentina, Italy, Mexico and some Scandinavian countries are examples).

Labour unions, especially in Europe and Latin America, are developing
proposals for reforms that attempt to shape pension reform and resist retrench-
ment. Latin American unions have a number of demands: to have labour union
representation on the management board of the companies that manage the
individual accounts, to allow workers to join pension funds as a group, and
to direct the investments into projects that meet regional development goals.
The Inter-American Development Bank shares the latter objective, and it and
Argentine and Chilean unions have a joint partnership to leverage pension
fund investments into economically directed investments. Argentine unions
have control over some major pension fund management companies, though
this is not the case in Chile, El Salvador, Mexico, Peru or Venezuela.

French, Israeli and Italian workers in 1994, 1996 and 1997 staged prominent
and successful national protests which stalled state pension retrenchment. By
1995 the French government had minimized pension cuts by diminishing
military spending instead. In August 1995 the three Italian labour federations
supported a supplemental private pension scheme, advance funded by workers
and employers. The Italian case represents a stark example of the new politics
of retrenchment.

Expanding a welfare state has different politics from reducing one. Labour
unions can provoke politicians who are ready to take credit for expansions,
but the strategy changes when politicians wish to avoid blame for a reduction.
Retrenchments cause immediate losses for a few and often steady erosion for
many. Unions can highlight these losses. Public budget deficits may justify
retrenchment, but the combination of large deficits and conservative govern-
ments interfere with joint negotiations and bargained retrenchment.

Not only does retrenchment politics create identifiable and concentrated
immediate losers, it also faces another labour constituency: the workers who
make up the professional and service staffs of the agencies. These blocs can
create their own protective force even if organized labour is weak or weakened.
This all leads politicians to lower the visibility of the retrenchment by making
reforms that are technical and complicated. This hinders trade union involve-
ment.

In the United Kingdom the Thatcher Government tried to diminish the rela-
tively new state earnings-related pension scheme but faced opposition from
the Labour Party and major insurance companies. In 1986 the Tories succeeded
in a more gradual replacement of state pensions by private pension alterna-
tives by appealing directly to employees, claiming the private system was
better than the state system, using complicated assumptions and financial
return projections.
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In 1997 United States organized labour faced a more direct test of its ability
to stave off retrenchment. For the first time, the quadrennial Social Security
Advisory Council was seriously split between proposals to create individual
advance-funded pension accounts and one calling for maintenance of the sys-
tem's basic structure. Organized labour argued that the privatizing agenda is a
thinly disguised campaign to promote the self-interest of the financial services
industry. This is a twist to classic retrenchment politics that focuses on the
losers; instead organized labour focused on the narrow and well-off business
interests.

In Central and Eastern Europe, labour plays a complex role of crafting indus-
trial relations rights while attempting to influence pension reform. This region
is exposed to sophisticated and vigorous attempts by western insurance and
money management companies to institute individual defined contribution
accounts to displace contributions to defined benefit state schemes. The
Central and Eastern European trade unions, notably in the Czech Republic,
Hungary, Poland and Ukraine, have accepted the need for a private-public
mix and emphasize the need for a defined benefit scheme, supplemented by
a system of bargained and jointly managed private pensions.

Organized labour will resist retrenchment that lacks generous support for
the poor elderly, resist defined contribution accounts, advocate a worker-
and employer-financed retirement and promote joint administration in the
management and investment of retirement funds.

problem. The government needs to educate the public and the various groups
about the seriousness of the problem and the need for change. The government
may need to commission studies that document the nature of the problem and
its consequences. It may need to have a public information campaign to alert the
public to the seriousness of the problem, especially if the problem is one that is
not immediate but that is foreseen in the future, for example arising from the
changing age structure of the population.

Determining the causes of the problem

After reaching a consensus that a problem exists, the next step is to determine
the causes of the problem. Technical experts such as accountants, actuaries,
economists and lawyers may need to be involved. In countries lacking specia-
lized technical expertise, outside experts from international organizations
such as the ILO may be needed to provide assistance in determining the
causes of the problem.

Developing reform process infrastructure

Early in the reform process investments should be made in the development of a
reform process infrastructure. Such investments include training technical per-
sonnel in the social security institution, educating politicians about the issues
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and educating workers' and employers' groups and journalists about the issues
so that the debate, and subsequent decision making, are better informed. In
addition investments may need to be made to strengthen the parliamentary pro-
cess. This might include the establishment of special committees in parliament
with responsibility for the oversight of social security, and the development of
expertise in parliament and among parliamentary staff.

Agreeing on causes

The next level of consensus building is to reach agreement on the causes. This
stage may require meetings or conferences where the problem is discussed
and various theories as to its causes are debated. If a consensus among experts
exists as to the causes, this should be communicated to the responsible officials
in the social security institution and to members of parliament.

Establishing a clear statement of guiding principles

The development of a statement of guiding principles or goals for reform, as
suggested in Chapter 15 on the normative basis for policy, provides a clarity
of purpose. Disagreements may occur over the goals of reform, with such dis-
agreements often based on philosophical differences over the role of govern-
ment versus individual responsibility. If a consensus can be reached on the
guiding principles for reform, doctrinal and ideological disputes will be reduced.

Pension reform usually has five goals (Tambouri, 1998): (a) social accept-
ability, (b) financial sustainability, (c) political feasibility, (d) non-distortion
of labour and capital, (e) client-friendly management and administration. The
goal of the adequacy of pensions can be considered as an aspect of social accept-
ability. Other goals, such as increasing savings, developing a domestic capital
market or reducing the role of the state may also be important in some
countries. The goal of political feasibility is likely to limit the ability of a country
to achieve the other goals.

Developing alternative solutions

Once the causes of the problem have been identified, a process needs to be set
in place to develop alternative solutions that are technically feasible. Different
options need to be proposed and studied, perhaps with the assistance of inter-
national organizations. In some cases it may be desirable to encourage workers'
and employers' groups to propose solutions. It is often useful to examine what
other countries have done.

Once several leading contenders have been established as alternatives, it is
necessary to determine the cost of alternative solutions. This frequently requires
the use of actuarial models, such as are described in Technical Brief 1. Also, the
effects of alternative solutions should be studied, with thought being given to
possible unintended effects. How different groups are affected by alternative
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solutions should also be considered. Often reforms involve trade-offs between
various goals and between groups. It is desirable to clarify the trade-offs and
the winners and losers.

Debating alternative strategies and policies

In considering alternatives a strategic decision needs to be made regarding para-
metric or governance reform versus structural reform. Often, governance
reform and parametric reform rather than structural reform are needed,
though at times structural reform may also be required.

The timing of reform is an important strategic issue. There are two dimen-
sions of timing First, should reform occur gradually over a period of time, or
should it take the "big bang" approach, with the implementation occurring
all in one go? Second, should reform occur after a short implementation
period or should it be postponed? Some analysts argue for the "big bang"
approach to major reform, arguing that the economic costs of the transition
are ultimately less because of the short time involved, though the transition
may involve a relatively short period of economic difficulty. A "big bang"
approach may be desirable if a major change of structure is being undertaken.
For some reforms it is desirable to announce them years in advance so that
workers can adjust their plans to take the reform into account. However the
longer they are postponed the further off are the benefits of the reform. In imple-
menting reform it is important to take account of acquired rights and not to
change benefit amounts retrospectively, or at least to limit such changes to
workers many years from retirement.

Educating the public

At all stages of the process an effort should be made to inform and educate the
public. This would involve campaigns of public information and public rela-
tions. Written material about the reform should be prepared for employees
and employers. Information should be disseminated through newspapers,
radio, television, brochures and training material and, in some countries, over
the Internet. Government officials should give speeches and meet leaders of
workers' and employers' groups. Journalists should be briefed.

As part of the effort to provide public information and consultation with dif-
ferent groups, the government may draft a preliminary proposal, called a Green
Paper in some countries, such as the United Kingdom, in which the leading alter-
native or alternatives for reform are discussed. This paper provides interested
groups with the opportunity to submit their comments or suggestions for change.

Dealing with disagreements over reform

An important element in building a consensus is determining the sources of dis-
agreements over reform. Some disagreements occur between the winners and
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losers. Disagreements may occur over the likely effects of reform, which to some
extent may be unknown and to some extent predictable, but with people dis-
agreeing in their predictions.

An effort should be made to understand the reasons why there are disagree-
ments and to reduce the areas of disagreement. Discussions should be held
about whether goals can be pursued by alternative policy tools, such as tax
policy. All parties should attempt to understand the viewpoint of those not
agreeing with them, which requires a minimum level of goodwill in the political
system.

Sometimes disagreements can be reduced or resolved by proposing a differ-
ent perspective from which to view a reform. For example, an increase in the
minimum age at which benefits can be received may be viewed as a benefit
cut, or as a way of indexing lifetime benefits so that they are not increased by
increasing life expectancy. It may be useful to undertake economic and actuarial
studies to determine the extent to which differences of opinion, based on views
as to facts or on beliefs about effects, can be resolved by providing more or
better information. Some differences about social security reform are due to
different views concerning the effect of social security schemes on economic
growth, but these differences may not be easily reconciled because of the diffi-
culty of solving the underlying economic issues concerning the functioning of
the economy.

The process may require parties to accept differences of opinion and seek
compromise. Compromise may be an important aspect of the reform process.
Finally there may need to be the acceptance that some people may be made
worse off by a reform. This happens, for example, with reforms that reduce
the overly generous benefits previously enjoyed by some groups. Governments
need to try to avoid giving in to pressure which will undermine the effect of
reform, for example by excluding certain privileged groups. Dealing with
groups whose privileges are being curtailed can be a difficult aspect of the
reform process. Sometimes, however, incentives need to be offered to certain
groups to ensure the passage of reform.

Increasing social acceptability of reform
One strategy for increasing social acceptability of reform is to introduce it
gradually. If governments wait to make reforms until the need is imminent,
they will not have the option of implementing the reform gradually or with a
delay. It is desirable to try to anticipate the need for reform far into the
future. Implementing a reform rapidly that adversely affects retirees and work-
ers near retirement age undermines trust in the social security scheme because
workers and retirees will believe that the system cannot be depended on to
provide a stable source of benefits.

If reform is introduced gradually, the group that is most adversely affected
by it will be young workers and their retirement will be many years in the future.
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Social acceptability and political feasibility of reforms are also increased by
giving workers options. For example, major reforms often give the current
working generation the option of remaining in the present system or switching
to the reformed system. Introducing reforms gradually and providing flexibility
and choice reduce individual opposition to reform. When a reform involves
reducing benefits it may be necessary to direct benefits more towards the poor
to ensure that they are not adversely affected.

Reaching consensus on solution

After alternative reforms have been proposed, studied and debated, and their
costs and effects analysed, it is time to strive for a consensus on a solution.
Sometimes a consensus can be reached on reforms by achieving a consensus
on the nature of the problem, its causes and on the goals of the social security
scheme. Stated alternatively, it is unlikely that a consensus will be reached on
social security reform while there are differences over the causes of the problem
and the goals of social security.

In reaching a consensus different pressure groups may try to build coalitions
to support their position. Formal and informal methods of consultation may be
needed between the government and different groups, as well as within groups.
Formal consultations may involve public conferences or hearings where groups
may make presentations. Informal consultation may involve telephone calls and
meetings with an ostensibly social purpose, such as meeting for lunch. Also,
some consultation of both types may be most effective at public events while
at other times it may be most effective if done privately.

Drafting of proposed reforms

The government then needs to draft a proposed reform. In some countries, such
as the United Kingdom, this is called a White Paper. The reform would be
debated and perhaps modified in response to objections raised. At this point
government leaders need to be actively involved in gaining support for the
reform both in parliament and among the general populace. The proposed
reform needs to be translated into a draft law and regulations. Countries
differ as to the amount of detail they wish to embody in law versus the
amount they wish to cast in regulations. Again public input should be sought
on the draft law and regulations, and they should be modified accordingly.
Finally parliament enacts the law and the government publishes the associated
regulations.

IMPLEMENTING REFORM

Once the political process has qulminated in the enactment of the reform law, it
is time to implement the reform. There is a tendency for the period of implemen-
tation to be rushed to seek to give effect to the political decision and the law.
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This is a mistake. It is essential to allow enough time for the reform to be intro-
duced smoothly, otherwise it will provoke an adverse reaction. A reform may
involve major structural changes, but a sufficient period needs to be allowed
to prepare the institutional structure to implement those changes. Social invest-
ments need to be made to develop the implementation infrastructure. This
includes training government personnel regarding the requirements of the law
and in the necessary skills to implement the law, and the development of pro-
grammes to implement and enforce the law. An alternative that may be
useful, especially for small countries, is to import people with needed specialized
skills.

It is necessary to educate employees and employers about their new respon-
sibilities under reform. It may also be necessary to have a public information
campaign to increase acceptance of the reform.

Evaluating reform

To ensure the success of the reform, after it is instituted it is necessary to
evaluate how it is actually working and to be prepared to make adjustments.
Evaluation of the reform by workers' and employers' groups should be encour-
aged. The government should seek public input on the evaluation of the reform.

Adjusting reform

Most reforms need to be modified after experience has developed of the way
how they function. Also adjustments sometimes should be made as employers,
workers and government gain experience with reform and are capable of han-
dling a more sophisticated system. The government should propose adjustments
to the reform and receive public input on the proposed adjustments. The adjust-
ments should then be modified and implemented. After the initial adjustments
the functioning of the social security scheme should be periodically evaluated.
Japan evaluates its social security scheme on a five-year cycle. A regular pattern
of evaluation provides assurance that problems will be dealt with, while provid-
ing a level of certainty that the system will also have periods of stability.
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CONCLUSION TO PART II

The main conclusion of Part II is that different types of retirement pension sys-
tems are appropriate for different countries. Typically, pluralistic systems that
diversify retirement income sources to reduce risk and have a redistributive
function aimed at alleviating poverty are desirable. Chapter 15, on the norma-
tive basis for policy, argues that the primary goals for social security old-age
benefits should be the alleviation of poverty and the provision of low-risk
benefits. While encouraging saving is an important goal for many countries,
that goal can be better accomplished, and without the sacrifice of other social
security goals, by other policies, such as a tax policy towards savings and invest-
ment. The ILO social security Conventions provide guidance as to the minimum
level of generosity of benefits, specifying a 40 per cent replacement for a manual
worker after 30 years of work. This can be considered also to require obtaining a
reasonable retirement age relative to life expectancy in the country. But it is also
a minimum level of income in old age which requires the guarantee of a social
security retirement pension.

For most developed countries, meeting the goal of providing low-risk retire-
ment income requires a scheme that has a pay-as-you-go element which is sub-
ject primarily to labour market risks and has a funded element that is subject
primarily to capital market risks. These two elements could be in one or several
programmes

For developing countries with low coverage and high proportions of their
workers in the informal sector, priority needs to be given to expanding coverage.
This is a difficult task, mainly because of the problems of bringing informal
workers within the ambit of formal social security schemes. The issue is dis-
cussed in Chapter 16 Imaginative and new approaches will be required which
will need to build on the institutions and solidarity of the informal sector
itself at the same time that the scope of the formal social security schemes is
extended and their governance improved. This would be assisted by having
special schemes designed for workers in the informal sector. They might be
broader in scope than conventional social security schemes and cover a wider
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range of contingencies, but would need to be simpler to manage and administer.
It would require special schemes be constructed, or special treatment be pro-
vided for those workers to make the scheme better fit their needs and their lim-
ited capacity for contributing; but the level of benefits might need to be
restricted.

Chapter 17, on improving governance, management and compliance, argues
that governance can be improved by involving workers and employers in the
process. The way they would be involved depends on the circumstance of the
country but, in some cases, it would involve tripartite (worker, employer, gov-
ernment) participation in a management board. In other cases, participation
could occur through lobbying, voting and otherwise being involved in the poli-
tical process.

Chapter 18, on influencing the age of retirement, discusses issues in deter-
mining the minimum age at which retirement benefits can be received from
social security pension schemes. Wealthier countries can afford longer retire-
ment periods. With increases in life expectancy the retirement period increases.
Population ageing, raising the number of retirees relative to workers, raises the
cost of providing benefits. These are some of the issues that need to be consid-
ered in setting the minimum age at which benefits can be received.

Chapter 19, on developing pluralistic designs and flexible structures, argues
that, to meet the goals of alleviating poverty in old age and providing low-risk
retirement benefits, different approaches are needed for developing and devel-
oped countries but, generally, multiple sources of benefits are needed.

Chapter 20, on the reform process and its political management, presents
strategies for reaching consensus on reforms. Making reforms gradually, and
allowing for options, are two strategies to reduce opposition to reform. Consul-
tation with workers and employers is needed at all stages of reform. The govern-
ment may need to educate the public about the problems and issues, and
investments may be needed in strengthening the skills and knowledge of staff
and parliamentarians involved in the process.

The development of social security pension schemes is an integral part of
general social and economic development but, as both parts of this book
have set out, for most countries in the world, their current state of development
of pension schemes falls far short of what should be achieved and what can be
achieved. To improve things will take time. But the activity concerning pension
development and reform which has been launched in almost all countries in the
world over the last two decades suggests that the process is under way.
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REGIONAL BRIEF 1

ASIA AND THE PACIFIC

SOCIOECONOMIC OVERVIEW

The extended family is a fundamental socioeconomic feature of most Asian
societies.1 Most elderly in Asia live with one or more of their children, but
the trend is to supplement traditional family support with social security retire-
ment pension benefits.2 The main limitation of the family is that it is a small
group and, with urbanization and industrialization, the tendency is for families
to become both smaller and more widely dispersed.

Rapid economic development, especially in East Asia, has drawn many
more members of the labour force into wage employment. Between 1980 and
1995 (in Thailand, 1996) the number of employees as a percentage of the
economically active population grew in Malaysia from 54 to 73 per cent, in
Pakistan from 22 to 33 per cent and in Thailand from 22 to 37 per cent.3
This trend has led to a growing need for social security pensions. For, while
the self-employed may usually continue to work as long as they feel fit to do
so, employees are typically required to retire at a certain age and it may then
be difficult for them to find other work, whether for another employer or on
their own account. Entry into wage employment increases the need for social
protection, but it does not guarantee that this need will be met: much of the
new employment being created is in small enterprises not covered by social
security, or in the informal sector in enterprises which disregard or are not
affected by social security legislation.

Demographic ageing will affect Asia dramatically more than other regions in
the next few decades. Whereas Asia in 1985 accounted for 28 per cent of the
world's elderly, defined as those over age 60, that figure is expected to increase
to 58 per cent by the year 2025. At the same time, rapid economic development
in many countries of the region, up to the Asian financial crisis starting in 1997,
was drawing more of the labour force out of self-employment - particularly
in agriculture - and into wage employment, thereby subjecting an increasing
proportion of Asia's labour force to mandatory retirement practices.
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The financial crisis, which started in Thailand in mid- 1997 and subsequently
spread to most of the economies of East and South-East Asia, revealed serious
weaknesses in the systems of financial regulation in these countries. Volatility in
currency and capital markets was far greater than appeared to be justified by
economic fundamentals. In order to restore economic stability, restrictive
fiscal measures were implemented which sharply reduced output growth and
employment in the short term. In the future these economies are not likely to
return to the rapid growth rates they achieved in the mid-1990s.

Open unemployment in most Asian economies has tended, until recently, to
be low, in part owing to favourable economic trends, and partly because the
lack of unemployment benefits has discouraged the unemployed from register-
ing as such and encouraged them to make do with temporary or part-time work,
or to resort to informal sector activities. The increase in open unemployment,
resulting from the financial crisis in East Asia, has significant implications for
workers' long-term economic security. For many, especially in countries like
the Republic of Korea, the crisis spells the end of what they thought was lifetime
employment. Those affected are unable to continue saving for their old age or to
build up long-term benefit entitlements. Indeed many are being obliged to con-
sume all or part of their savings and, in certain countries, to make withdrawals
from statutory or non-statutory provident funds in order to help them weather
the crisis.

Even where savings are not being spent, their value has in many cases been
drastically reduced by steep falls in the prices of financial assets, particularly
equities, and by currency devaluation and inflation. These developments have
hit not only personal savings, but also the investments of company provident
funds in countries such as Thailand, where tax breaks have encouraged the
growth of such funds. National provident funds have not entirely escaped,
but the restrictions placed on their investment policies mean that most of
them have only had limited exposure to the decline in equities' markets.

OVERVIEW OF SOCIAL SECURITY SYSTEMS

Social security in the Asia and Pacific region varies considerably in scope and
coverage, but generally it tends to be less developed than in other parts of the
world with comparable levels of economic development. For old age, invalidity
and survivors in many countries only have provident funds paying lump-sum
benefits. Social health insurance schemes often leave much of the cost of treat-
ment to be covered by the patient and sometimes exclude family dependants of
the insured worker. In numerous countries employment injury is still employers'
liability, which means that accident victims often find it difficult, or even impos-
sible, to obtain their full entitlements, given the adversarial nature of this system
and their typically weak bargaining position. Sickness and maternity benefits
tend to be minimal and are frequently employers' liability rather than being
covered by a social insurance scheme, which tends to make life more difficult
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for workers with health problems and women of child-bearing age. Unemploy-
ment benefits exist in few countries of the region, though severance pay entitle-
ments (again employers' liability) may be substantial for those with long
employment in a particular enterprise Family allowances rarely form part of
national social security provisions, though employees of the state and larger
companies sometimes receive them.

The region is characterized by diversity in the systems used to provide people
with pensions or other benefits when they reach old age, or when their income is
interrupted owing to invalidity or death of the primary wage earner. This diver-
sity in part reflects the fact that Asian countries are at greatly different stages of
economic development. Social, cultural and political factors have also played an
important role.

One striking feature of the region is the large number of countries with no
mandatory retirement pension scheme. Most of these countries are former
British colonies and the main reason they do not have a retirement pension
scheme is that they have provident funds, usually with mandatory coverage
of employees in the private sector. A provident fund does not fulfil the same
function, as it does not provide a replacement income for the length of retire-
ment. Once a provident fund is in place, experience has shown that it is difficult
to replace it with a pension scheme.

In many Asian countries with provident funds catering to private sector
employees, the majority of pensioners are former public servants or their depen-
dants. The public service is commonly viewed as privileged in this respect. It
must be borne in mind, however, that pensions are just one component of an
overall remuneration package; certain other elements, in particular the salary,
are often less generous than in the private sector. Public service pensions are
calculated on the basis of these salaries and thus may be correspondingly low.
Public sector pensions also have their own special characteristics; for example,
in some, employees who do not remain in the public service until retirement may
lose all entitlement to a pension.

Countries in the region less exposed to British influence have for the most
part set up social security pension schemes to cover employees and sometimes
also the self-employed. These include countries as diverse as the Republic of
Korea, the Philippines and Viet Nam. Pakistan, despite its strong British con-
nections, opted for a social security defined benefit pension scheme in the
1970s. India has also recently established a social insurance defined benefit
pension scheme, though this did not happen until half a century after the end
of British rule and the design of the new scheme is heavily marked by its provi-
dent fund origins.

Not only do retirement pension schemes differ widely between countries in
the region, but within the largest country, China, in the last decade wide differ-
ences in pension schemes have developed between the various provinces and
cities, although the national authorities have recently recognized the need for
a return to a unified national system (see box RB1.1). The existing differences
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Box RB1.1 China
For more than 30 years, China has had a social security retirement pension
scheme for its urban working population with a scope similar to that provided
by OECD countries. Following the general economic reform in the 1980s, how-
ever, it was no longer able to provide the target population with adequate and
effective protection as it successfully did in the central planning era.

The reform initially started from a few selected localities in 1984 and was
then quickly expanded to the rest of the country. To provide guidelines for
the pension reform, the State Council approved basic principles, which
included ultimately universal coverage by the basic public pension provision,
cost sharing between the state, employers and workers and a three-tier pen-
sion scheme - the compulsory basic pension tier combining a social insurance
element and a funded individual account.

Recent policy development
Extending personal coverage. State sector workers, who were the target group
of the retirement pension scheme, constituted more than 90 per cent of the
urban workforce in the central planning era. The number of non-state sector
employees has increased significantly as economic reform and rural immigra-
tion have greatly changed the composition of the urban population and econ-
omy, and the need for protecting those workers and their families not yet
covered is essential.

The new Labour Law of 1994 stipulated that coverage should eventually be
extended to all salaried workers regardless of the nature of their employment
or ownership of the enterprise. Accordingly, the Ministry of Labour, in May
1995, launched a four-year national campaign for the extension of coverage
to uninsured urban workers and envisaged achieving its goal by 1999.
Decree 26 (1997) on setting up a unified basic old-age insurance for urban work-
ers, issued by the State Council on 16 July 1997, requires that coverage should
be gradually expanded to all enterprises and their worketfs, as well as the self-
employed.

Broadly, problems are associated with covering three main categories of
employees: those of the state sector, the non-state sector and the rest of the
population. Within the state sector, hundreds of thousands of previously
covered workers and retirees have been deprived of the entitlement to protec-
tion owing to the unwillingness, or the lack of financial capacity, of their enter-
prises to continue making financial contributions to the schemes. This problem
is particularly grave in some old industrial enterprises that are important in
some local economies, and it is believed that redundant workers, amounting
to an estimated 15-20 million in 1997, and retirees are the most vulnerable
people in this situation.

As far as state sector workers are concerned, a number of policy questions
have to be answered:

How should the following conflicting realities be reconciled? For political
reasons, pension funds must continue to pay benefits to current retirees of
enterprises who have stopped contributing to the funds as a result of finan-
cial difficulties or other problems. Yet because of financial reasons, and in
the long term, the funds cannot afford to do this.
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Should state sector workers be covered uniformly by the same scheme or
separately because of their different employment, economic and demo-
graphic natures?
Should there be a national programme or local ones?
Do the current pension agencies have the required operational capacity in
terms of both human resources and infrastructure?

The situation for the rest of the population varies. Workers in township and
village enterprises meritbeing considered first, not only because of the size of
this workforce - accounting for 128 million employees in 1995 but also because
their circumstances are similar to those of the private sector. Therefore the same
policies should also apply to this group of workers. Much closer coordination
between related government departments, however, is vital. The second large
group is that of the 80-100 million rural immigrant workers looking for jobs in
cities. Because of their high mobility and frequent changes in employment, the
difficulty in covering them with a social security scheme is considerable. Finally
the extension of coverage to the vast rural population would be the most difficult
task and is not likely to be a short-term objective for the government.

Governance
At the strategic or macro-policy level. After years of discussion and consulta-
tion among all parties involved, a broad national pension strategy was finally
formulated. Since its legal framework is based on a law of the 1950s, an
effort has been made to reformulate a Social Insurance Law and Old-Age Pen-
sion Bill; but there is a lack of an efficient and effective mechanism for policy
coordination and coherence at the macro level. As far as the role of employees
and employers is concerned, trade unions are usually active in the policy-
making process while employers' organizations are traditionally absent.

At the institution level. Operational agencies were set up and separated from
the government's policy-making function in the mid-1990s. Their autonomy,
however, is limited as their pension boards are usually dominated by represen-
tatives of government, and chief executives are therefore normally appointed
directly by the government.

At the operation level. The registration of enterprises and their established
employees in the state sector is generally accurate and on time, but some
difficulties are encountered with small enterprises in the private sector and
workers with temporary status. Computerization has greatly improved the
quality of record-keeping, information exchange, analysis and dissemination
at the national level. With the computerization and cooperation of the banking
system, the processing of benefit claims and benefit delivery has been
improved. Most enterprises respect the law and fulfil their duties with respect
to paying contributions. Despite the existence of an appeals mechanism, indi-
viduals rarely use it.

Design of the pension model
The basic social security retirement pension formula introduced in June 1997
has two components: a universal flat-rate part and an individual account. The
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former is fixed at 20 per cent of current regional average income and is payable
to each insured person at the time of retirement, provided prescribed condi-
tions are met, The amount of monthly benefit financed by the second tier is
equal to the overall balance cumulated by the time of retirement in the indivi-
dual account divided by 120. A global pension equal to around 58 per cent of
the previous income is expected to be obtained by an insured person satisfying
the prescribed contributory period. Once the benefit level is determined, it is
paid periodically until death, irrespective of the financial status of the individual
account. Nevertheless the family can inherit a part of the balance, if any, left on
the insured person's personal account at the time of his or her death.

Regarding contributions, 11 per cent of payroll is earmarked for the indivi-
dual's account. From this, 3 per cent is paid by workers at the beginning and
is then progressively increased to 8 per cent. The difference is covered by
part of the employer's contributions, which mostly go to the solidarity pooling
funds to take care of the flat-rate benefit component, the continuing payment
of the second component once the individual account is exhausted and towards
benefits for the current generation of retirees.

are not mere details; in fact they amount to radically different approaches, with
some places having established mandatory defined contribution savings
schemes, while others have schemes which are defined benefit based on social
insurance.

EXISTING PENSION ARRANGEMENTS

Restricted coverage

The most obvious feature of social security retirement pensions in Asia and the
Pacific is the incomplete coverage of the schemes in most countries, the principal
exceptions being Australia, Japan and New Zealand, which are discussed in the
brief on OECD countries. Contributory schemes in the region usually exclude
the self-employed and often also exclude many employees, for example those
in enterprises with fewer than ten workers, or those with earnings above a
specified maximum. Numerous countries are reviewing the coverage of their
schemes. Expanding coverage is widely regarded as a high priority, since the
employees in small enterprises who are most often excluded tend, also, to
have low earnings and little with which to support themselves in old age.
There are difficult administrative problems involved in extending coverage to
small enterprises, but the exclusion of such enterprises is in itself a source of
considerable problems, as it is notoriously difficult for social security institu-
tions to ascertain the precise number of employees in an enterprise. Useful
experience has been gained by certain countries in the region which have
extended their schemes to cover employees regardless of the size of the enter-
prise, for example Malaysia.
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Extension of social security pension coverage to self-employed workers is
probably the greatest challenge facing social security schemes in the region.
The Republic of Korea took this step in 1995 by obliging farmers, fishermen
and rural self-employed to contribute 3 per cent of earnings, a rate which is
to be increased by 3 per cent every five years until it reaches 9 per cent. The
government is subsidizing the administration of the scheme for the self-
employed and the cost of providing protection for lower-income farmers and
fishermen. Most self-employed persons are subject to compulsory coverage in
the Philippines. Many other countries offer voluntary coverage to the self-
employed, but in most cases the numbers who choose to contribute are minimal.
Even where coverage is in principle compulsory, many self-employed persons
evade the payment of contributions.

In Viet Nam certain groups have, with the guidance of the government,
established pension schemes to provide income support to their members on
retirement. These include both urban informal sector workers who are members
of cooperative associations, and rural workers, in particular farmers who are
members of the Viet Nam Farmers' Union. In the case of the latter, there are
several well-established pension schemes in which annual contributions to the
value of 80 kg. of rice are paid over 20 years, which gives a person a pension enti-
tlement of approximately 6kg. of rice per month.

Absence of periodical benefits
Lump-sum benefits do not provide social protection against the risk of outliving
one's income. The need for periodical benefits is increasingly acknowledged
among the countries which have national provident funds, such as Fiji, India,
Malaysia and Singapore. The Fiji National Provident Fund offers its members
a choice between the traditional lump-sum benefit and a pension for life. Mem-
bers are encouraged to take the pension, as the annuity factors used to convert
individual balances into pensions are extremely generous: 25 per cent for single-
life pensions and 16.7 per cent for joint-life pensions. These are to be compared
with the actuarial annuity factors which have been calculated as 10 per cent and
8 per cent, respectively. In spite of this enormous incentive to opt for a pension,
most members continue to take the lump sum. Only about 10 per cent of
balances are converted into pensions.

The experience of Fiji suggests that, when individuals are allowed to choose
between a lump sum and a periodical benefit, there is a strong tendency to opt
for the former, even if it is highly disadvantageous to do so. This is no doubt the
result in many cases of shortsightedness and irrationality. Only in specific
circumstances could such behaviour be regarded as rational (for example, if
the Fund was likely to go bankrupt or to pay a rate of interest well below the
rate of inflation, if the individual was in urgent need of capital not otherwise
available, or if social assistance benefits were provided for people not receiving
a pension). The result of granting beneficiaries freedom of choice is doubly
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undesirable from a social point of view. On the one hand, most people (includ-
ing the poorly educated) deprive themselves of any regular income in retirement;
on the other hand, the minority of members (probably more highly educated
and better off) who do opt for a pension are heavily subsidized by the others
(because of the generous annuity factors used).

Other countries have recognized that an element of compulsion is necessary.
In Singapore, it was decided that members of the Central Provident Fund must
set aside a minimum sum in their retirement account at age 55 to finance a
regular monthly benefit. Until 1995 members could satisfy the minimum sum
requirement by pledging their property. However by July 2002 at least half of
the minimum sum requirement will have to consist of cash in the member's
retirement account.

A more satisfactory solution requires fundamental reform. In recent years
the main example of such a reform is to be found in India. Details of the new
Indian pension scheme for employees are given in box RB 1.2.

MAJOR DEVELOPMENTS AND REFORM INITIATIVES

Pension reform measures in Asia and the Pacific fall into three categories. There
are reforms of existing national provident funds, entailing the introduction of
pension benefits, as in India. There are reforms of existing pension schemes,
notably in the economies in transition and in the more highly developed
countries, such as Japan.5 Finally some countries, such as Thailand, which
have hitherto had no social security retirement pension scheme, are establishing
a national pension scheme for employees.

From provident fund to pension scheme

In 1995 India partially converted its Employee Provident Fund into a defined
benefit social security retirement pension scheme. Only the employers' contribu-
tion is used to finance the pension, which is a percentage of covered earnings in
the final year of employment (50 per cent for those with 33 years of insured
employment, rising to a maximum of 60 per cent for those with more years of
service). This scheme has the potential to provide significant income protection
for retired employees and, thanks to transitional provisions, is already paying
pensions to a certain number. The workers' own contributions continue to be
paid into individual savings accounts.

However the new Indian pension scheme betrays its provident fund origins
in a number of ways which undermine the social protection it offers in retire-
ment. For instance:

retirees are given the option to commute one-third of their pension entitle-
ment to a lump sum (in spite of the fact that they already have access to
the balance in their provident fund account, to which their own contributions
continue to be paid);
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Box RB1.2 India
The Indian Constitution stipulates that 'The State shall within the limits of its
economic capacity and development, make effective provision for securing
the right to public assistance in case of unemployment, old age, sickness, dis-
ablement and other cases of undeserved wants." (Article 41). The first schemes
established to provide social security benefits in India were provident funds.
The Employees' Provident Fund, which is by far the largest in India, was intro-
duced in 1952 to cover the workers in the organized sector. It provides lump-
sum benefits for people who are retired or have been out of covered employ-
ment for a certain period. Advances for life insurance policies, house building,
medical treatment, marriage and higher education are also provided.

Over the years steps were taken to provide better income-maintenance
protection in case of retirement, death and invalidity. Starting in 1971, part of
the provident fund contributions was used to provide monthly pensions to
surviving dependants. The Employees' Pension Scheme was introduced in
1995. It provides earnings-related pensions on a defined benefit basis
in respect of retirement, invalidity and, in the case of death, to surviving
dependants. Approximately 50 per cent of total contributions paid to the
Employees' Provident Fund are now used to finance the new Employees'
Pension Scheme.

The basic objectives of the provident fund were undermined by the various
types of intermediate withdrawals available to members. The establishment of
the pension scheme is a significant development in this regard, since protec-
tion in old age is now ensured by a pension and no longer depends on the
balance remaining in the member's provident fund account.

The organization responsible for administering the Employees' Provident
Fund and the Employees' Pension Scheme functions under the overall super-
intendence of the policies framed by the central board of trustees, made up
of representatives of central and state governments, employers and workers
under the chairmanship of the Minister of Labour. The organization is also
responsible for the supervision of the provident funds of exempted enterprises.
Exemption from coverage under the provident fund may be granted to employ-
ers who have established trust funds that provide at least equivalent benefits. A
minority of covered workers participate in private contracted-out schemes
rather than the Employees' Provident Fund (24 per cent of workers and 1 per
cent of enterprises in 1996).

The ILO estimates that out of a labour force of 375 million workers in the
early 1990s, 10 per cent were covered by formal sector social security schemes
(ILO, 1997b). Out of the remaining 335 million, perhaps 50 million were in
regular wage employment, but the vast majority were either self-employed
or casual labourers. Only a tiny minority of those workers benefit from
alternative forms of social security protection, such as welfare funds or
social assistance.

Action could be taken to extend the application of the Employees' Provident
Fund and the Employees' Pension Scheme to a larger number of regular
workers, some self-employed and some categories of casual and contract
labour. It would require concrete measures, such as amending the provisions
that exclude from coverage workers employed by small enterprises, workers
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earning a salary above the ceiling, or workers employed by enterprises not
falling within the list of covered industries.

Providing social security for a significantly larger proportion of the Indian
population would also require more comprehensive measures that should
become part of a national social security policy. An lLO report concluded that
key issues in this national policy should address the following:

the structure, financing and administration of social security schemes for the
formal sector;
the extent to which existing formal sector schemes can be applied to other
sectors of the labour force;
the scope for the development of area or occupation-based schemes for
workers in the informal sector through non-governmental organizations;

the establishment of a national uniform package of assistance for the abso-
lute poor.

o retirees are also offered the option to receive a pension for a fixed period of 20
years, with a so-called return of capital bonus (100 times the original pension)
being paid at the end of this period. This is a tempting option for those who
think they may die within 20 years and who wish to leave the balance of the
pension plus the bonus to their heirs; but it will leave an increasing number of
old pensioners destitute, as with the rise in life expectancy more survive
beyond their allotted 20 years;

o at any time during their first ten years of coverage, insured employees may
leave their job, then apply for a withdrawal benefit; if and when they
resume employment, their accumulation of pension entitlements will have
to start again from zero. Nothing in the law prevents the improvident from
doing this repeatedly and thereby reaching old age with few or no pension
entitlements, though such behaviour may be discouraged by the fear of not
finding another job;

o the potential of the scheme to ensure an adequate income in old age is also
undermined by an early retirement provision which allows anyone with 20
years' service to draw a pension at age 50: the income replacement rate
would then be as low as 24 per cent, compared with approximately 43 per
cent for those continuing in employment until the standard pensionable
age of 58. The risk that early retirement will lead to poverty is compounded
by the scheme providing no guaranteed indexation of pensions in payment.

While there is room for improvement, the 1995 reform constitutes a consid-
erable step forward in terms of retirement income security. The fact that a
number of compromises had to be made is testimony to the political difficulties
involved in moving from a provident fund to a pension scheme. Many workers
are not only eager to get the money as soon as possible, they are also suspicious
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of the intentions of governments proposing such reforms, and believe that they
are better able to manage their savings than a pension fund. Overcoming these
attitudes is not easy. The Indian reform was successfully carried to completion
thanks to the support it received from knowledgeable workers' representatives
in whom the majority of workers placed their trust.

Other countries, such as Malaysia, have been studying the adequacy of
existing provisions and the feasibility of providing a lifetime pension. A
survey conducted for the Employees' Provident Fund in 1995 showed that its
lump-sum retirement benefits were found by the majority of retirees to be made.
quate to sustain life after retirement. In most cases the benefits were exhausted
within three years of receipt at age 55. The Fund already offers its members the
option of taking a phased withdrawal of the balance from age 55 for a term of
five, ten, 15 or 20 years, subject to a minimum balance and a minimum payment
per month. It was reported in 1996 that in the previous year, fewer than 120
people had opted for a phased withdrawal. In the light of experience elsewhere
(for example, Fiji and Indonesia, which introduced a withdrawal option in
1993), the failure of this option to attract much interest in comparison to
lump-sum benefits is not surprising. Other possibilities, such as a social insur-
ance defined benefit pension, are now being considered.

Reforms of existing pension schemes

A number of countries in the Asia and Pacific region are undergoing a process of
profound structural change, in particular those engaged in the transition to a
market economy. Pension reform in these countries is closely tied to the broader
issue of economic reform.

The civil service and state-owned enterprises have accounted for a high
proportion of total formal employment in countries such as China,6 the Lao
People's Democratic Republic and Viet Nam, but in all these countries eco-
nomic policy is aiming to trim the civil service, to reduce the role of state-
owned enterprises, and in particular to come to grips with the problem of the
large number of such enterprises which are making a loss.

Extending pension coverage to private sector employment

In the past generally only workers in the public sector have enjoyed pension
scheme coverage. If coverage is not extended to the private sector, workers
may be less willing to move out of the public sector, particularly as this could
mean losing past service entitlements. It is therefore important to establish
pension insurance for private sector employees, and also to have provisions
to protect past-service entitlements of employees leaving the public sector.

The government of the Lao People's Democratic Republic has identified the
extension of social security to private sector employees as a top priority. In
China the Ministry of Labour has recognized that about 30 million workers,
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or 25 per cent of all urban employees, are not yet protected by the pensions'
pooling schemes7, now redefined as two-tier schemes: social pooling and indivi-
dual account. Those excluded are mainly workers in private companies, foreign
companies and joint ventures. In 1995 the Ministry launched a national cam-
paign aiming to expand coverage to employees in all types of urban enterprises,
as well as to the self-employed. However, for township and village enterprises,
which had 128 million employees in 1995, status remains ambiguous, and a large
number of migrant rural labourers coming to work in urban areas continue to
be excluded from coverage.

Viet Nam extended compulsory social security retirement pension coverage
to the private sector in 1993, but compliance appears to be extremely low. It was
estimated that the total number of employees covered in 1995 should have been
about 5 million, but actual coverage was only about 3 million, which was barely
the number employed in the state-owned enterprises alone.

The problem of the pension liabilities of state-owned
enterprises

In certain socialist countries state-owned enterprises were individually liable to
provide benefits for their present and former employees. This type of arrange-
ment is inconsistent with the needs of a market economy, since in practice
it makes it virtually impossible, in social and political terms, to allow loss-
making state-owned enterprises to go bankrupt. It is therefore vital to relieve
enterprises of these financial liabilities through a ocial insurance, or risk-
pooling, mechanism.

China is particularly interesting in this respect. From the early l950s until
the Cultural Revolution in 1966, a national social insurance defined benefit
retirement pension scheme was operated by the All-China Federation of
Trade Unions (ACFTU) covering workers in urban enterprises. All enterprises
paid a uniform rate of contribution (3 per cent of the total wage bill). Part of this
contribution (70 per cent) was retained within the enterprise to pay benefits (in
accordance with national legislation) while the remaining 30 per cent was paid
to the ACFTU. Any enterprise which had to pay more in benefits than the
amount of its contributions received a compensatory payment from the local
trade union, while those with a surplus of contributions over benefits paid
this to the union. The ACFTU in turn covered the deficits and collected the
surpluses of local unions. Thus, as in most other countries, the financial liability
for providing benefits is not with the enterprise itself, but with the social security
scheme.

In 1966 the Cultural Revolution commenced, leading to almost total
economic collapse. In 1969 the Ministry of Finance issued a paper entitled
Views on the reform of some financial schemes in state-owned enterprises.
This stipulated that all state-owned enterprises should stop drawing on trade
union social insurance funds. As a result the financial burden of providing
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benefits was transferred from a national system to the individual enterprises.
Older enterprises, with a high proportion of pensioners, were placed at a
great disadvantage while newly established enterprises could afford generous
welfare benefits.8

From 1984 pension pooling arrangements started to be introduced at the
county level in order to ease the burden on individual enterprises. By 1996
virtually all of them - as well as large or medium-size collective enterprises -
were covered by a pooling scheme (in 1995 there were 2,849 such schemes at
the county, city or district level).9 The government has recognized that a
higher level of pension pooling is necessary in order to facilitate labour mobility,
and to compensate for widely diverging contribution rates in different localities.

Pensions for workers in state-owned enterprises are also a major issue in the
Lao People's Democratic Republic, although the problem there has been differ-
ent from that in China. In the past employees of these enterprises were covered
by the civil service pension scheme. A reform adopted in 1993, however,
excluded them from that scheme. Many state-owned enterprises have been
privatized in the Lao People's Democratic Republic: the number of state-
owned enterprises was reduced from about 600 in the late 1980s to 90 in
1996. There are now no clear guidelines concerning the pension rights of the
employees in the remaining enterprises and the actions being taken by indivi-
dual enterprises vary considerably. It has been reported that some retired
employees are being paid pensions by the ministries formerly responsible: for
example, Lao Beer pensioners are getting pensions from the Ministry of Indus-
try. Some state-owned enterprises are paying their pensioners out of their salary
budget and are concerned about the future cost of doing so. Some are still
collecting from their employees the 6 per cent contribution payable by civil
servants, while others are not.10

Thus, in the case of the Lao People's Democratic Republic, at least some of
the state-owned enterprises which remain in existence have had to assume the
liability for paying pensions from their own funds. In other cases employees
have lost their pension entitlements as a result of being excluded from the
civil service pension scheme (which has been in operation since 1986). The
real difficulty is that the Lao People's Democratic Republic does not yet possess
any social security pension scheme for employees in the private sector. The ideal
solution would be for such a scheme to also cover the employees of state-owned
enterprises, as this would allow labour mobility to take place without loss of
pension rights and place the state-owned enterprises on an equal footing with
private employers. How to finance past service entitlements will require special
consideration, but this is less of a problem than in other countries, as in the Lao
People's Democratic Republic the scheme has been in existence for just over ten
years.

The cost of honouring past-service pension entitlements is difficult for the
economies in transition. Until recently the only workers with pension entitle-
ments were those employed in the public sector. Now, for example in China
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and Viet Nam, pension coverage has been, or is being, extended to cover employ-
ees in the expanding private sector. At present most pensioners are former public
sector employees, while in the years to come an increasingly large percentage of
contributors - ultimately perhaps the majority - will be working in the private
sector. How should the pensions of the former be financed, given that all these
countries have been operating on a pay-as-you-go basis?

If there were to be a single social insurance scheme covering employees in
state-owned enterprises and in private enterprises, the changing structure of
employment need not cause any problem. The current contributions of all
active workers could be used to pay current pensions. From an equity view-
point, this approach has much to recommend it, for financing past pension
commitments from current pension contributions places the burden on those
who will in due course receive pensions themselves.

When state-owned enterprises and the expanding private sector are covered
by separate schemes it is inevitable that the former will have an increasingly
large deficit. As this deficit ultimately could not be financed by the enterprises
themselves, there would be little choice but to subsidize the scheme from general
government revenue. This option spreads the cost of honouring past entitle-
ments among all taxpayers, many of whom may themselves not be covered by
any pension scheme. In Viet Nam, although both sectors come under the
same scheme, the state has assumed financial responsibility for pre-1995 pension
entitlements and is currently subsidizing about 90 per cent of total pension
expenditure.

It is unclear how China will resolve this issue. The government anticipates
overcoming it ultimately by extending coverage to non-public sectors, such as
joint-venture and private enterprises. The Ministry of Labour and the State
Council for Restructuring the Economic System, however, have agreed that
the national pension scheme should include a substantial individual savings
component (to which 11 per cent of earnings, or more than half of the total
pension contribution, would be directed). This would point more towards the
solution based on government subsidies, as the residual contribution going to
the pooling mechanism is unlikely to generate sufficient revenue to cover exist-
ing liabilities. It seems probable that the burden of past entitlements will be
shared between current contributors and taxpayers. There is also a risk that
the entitlements themselves may be eroded, for example through continued
lack of full indexation of pensions in payment.

Implications of structural change for the administration
of pensions

In the past state-owned enterprises were responsible for performing most of the
administrative tasks connected with retirement pension schemes, even where
they have not had to assume direct financial liability. As these were usually
large enterprises, they had personnel departments with specialized staff who
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could do the work satisfactorily; and as they had soft budget constraints, the
administrative costs were not perceived as a problem. Consequently the admin-
istrative role of the social security agency (Ministry or trade union) was rela-
tively minor. With the transition to a market economy, this inevitably must
change.

Private employers are neither willing nor even perhaps able to do all the
administrative work which state-owned enterprises have done, particularly as
most private enterprises are small and may not have a personnel department
as such. The state-owned enterprises themselves must now operate with tighter
budgets, so they are having to examine more carefully their administrative costs
and concentrate far more than in the past on their core activities.

For financial reasons it is also important that retirement pension scheme
administration be performed, or at least closely supervised, by the social secur-
ity agency itself. Employers cannot be relied upon to administer social security
mandatory contributions and benefits with the same financial rigour as a social
security agency does. Indeed they have a strong incentive to underpay contribu-
tions and may connive with their employees to overclaim benefits. This could
have happened to some extent in the past, but the ethos then was different
and the absence of hard budget constraints meant that there was far less incen-
tive to cheat the system. The social security system itself is now increasingly
unable to rely on open-ended subsidies from the state, so it is under more pres-
sure to collect the contributions which are due and to exercise strict control over
the disbursement of benefits. All this points to the need for centralized record-
keeping, which generally means a national social security database maintained
by the social security institution. It will ultimately spell the end of record-
keeping through "work books" or individual paper records kept by employers
and they will be replaced by a computerized database operated by the social
security agency. This means substantial investment in computer systems, but
these will reduce running costs and improve financial control.

Establishment of new pension schemes
A small number of countries, which until now have had pension schemes only
for government employees and no compulsory retirement benefit schemes for
employees in the private sector, are now either establishing or envisaging the
establishment of a new national pension scheme.

One of these countries is Thailand, which decided in 1990, with the adoption
of its Social Security Act, to introduce a social insurance defined benefit pension
scheme financed by contributions set at 3 per cent of covered earnings, payable
by workers, employers and the government. The launch of the pension scheme
was originally scheduled for 1996, but the legislation was amended in 1994 to
postpone implementation until 1998.

Details of the pension scheme are not spelled out in legislation, but will be
the subject of a royal decree. The coverage of the scheme will be the same as
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that of the existing social security scheme, which currently applies to enterprises
with ten or more workers (and is to be extended to enterprises with five or more
workers). The existing scheme, which is primarily a social health insurance
scheme, also provides invalidity benefits, set at 50 per cent of previous earnings
and payable for life. So the addition of a pension scheme to cover the other long-
term contingencies is a logical next step in Thailand's development of a social
security system.

As a result of demographic, social and economic changes, the need for income
support in old age will increase enormously in Asia and the Pacific in the coming
decades. Neither help from sons and daughters nor public assistance or private
charity is equal to the task of providing income support on such a vast scale.
Furthermore today's working generation in Asian countries aspires to a
degree of financial independence in old age, an aspiration which can be satisfied
only by acquiring pension entitlements during the active years. It is therefore
urgent to establish adequate retirement pension schemes covering the majority
of working people in the countries of the region.

Existing schemes often exclude those people most needing protection.
Governments should therefore make it a priority to extend them to all employ-
ees, regardless of the size of the enterprise and, wherever feasible, to the self-
employed. Meaningful social protection requires periodic benefits paid
throughout retirement. It also requires minimum guarantees regarding the
level of those benefits.

Where appropriate, pension schemes must adapt to structural change. In
particular, state-owned enterprises should be relieved of pension liabilities,
social security pension coverage should be extended to the emerging private
sector and administrative responsibility for social security should be transferred
from enterprises to suitably equipped social security institutions.

Notes

'Australia, Japan and New Zealand and are discussed in Regional Brief 6, on the OECD region.
2 Schulz (1997, p. 26).

Source: ILO Bureau of Labour Statistics. The figure for Thailand is for 1996.
Schulz (1997, p. 7).
For more details, see Regional Brief 6, on OECD countries.
About one third of the workers covered by formal sector social security schemes work for the

central, state and local governments.
years after the beginning of economic reform, this portion is declining to less than

60 per cent of urban employment.
Hu (1997).

9Wenruo (1997).
'° Hu (1997).
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REGIONAL BRIEF 2

AFRICA

In pre-colonial Africa, social protection for the poor or those unable to support
themselves was a matter principally for the extended family although, within the
community, charitable or religious organizations also played an important role.
During the colonial period, new systems of organized social protection emerged
to support economic development. Initially the colonial powers extended their
own social security systems to their expatriates. The extension of such provi-
sions to African workers varied but where it was effected it was concentrated
on urban and industrial workers mainly to stabilize the workforce or to appease
the trade unions that had been mobilized to combat injustices. However the
majority of the population remained without coverage under a social security
scheme.

Against this background, several distinct patterns of social protection devel-
oped in Africa which, to a great extent, reflect different colonial traditions. In
North Africa, where the proximity to Europe was a major factor, are to be
found the oldest and most comprehensive schemes, with pension schemes
based on social insurance principles operating in Algeria, Egypt, Libyan Arab
Jamahiriya, Morocco and. Tunisia since the 1950s. The social security scheme
in Egypt has developed to cover virtually all of the labour force and provides
a wide range of benefits mostly on a social insurance basis through earnings-
related contributions by employers and workers but with special provisions
for casual workers. In the French colonies of sub-Saharan Africa, priority
was given to the establishment of employment injury schemes. The pattern of
development throughout the former French colonies in French West Africa
and French Equatorial Africa tended to be standardized and family benefit
and maternity benefit schemes were introduced in the early 1950s. A voluntary
scheme - the West African Retirement Pensions Fund (IPRAO) - was estab-
lished in a number of Francophone West African countries but compulsory
pension schemes were not introduced until after independence, between 1960

and 1965. Given their conunon heritage and their close collaboration before
and after independence many of the countries in Francophone Africa have
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similar schemes with pension provisions based on social insurance principles
which provide a defined benefit determined by reference to length of service
and average earnings.

In the former British colonies priority was also accorded to employment
injury schemes but here the development of social insurance has been slower.
The workers' compensation schemes were generally based on employer liability
principles (Ghana, Nigeria, Kenya, United Republic of Tanzania, Swaziland)
and only later were schemes developed which established a public institution
and required the payment of contributions by employers to an employment
injury fund (Zambia, Zimbabwe). The social security schemes were also gener-
ally more modest than those in Francophone Africa, and except in the case of
provisions for public servants, did not tend to correspond to systems established
in the United Kingdom. It was generally considered appropriate to restrict the
introduction of pension schemes to permanent public servants, and a growing
recognition of the need to provide some form of social protection to other
workers in the organized sector led to the establishment of national provident
funds in many former British colonies before and after independence. These
covered non-pensionable public servants and the private sector. They were
seen as simple to operate and provided a lump sum on retirement which
would assist the worker on his anticipated return to his village. Some countries,
such as Sierra Leone, did not establish either a pension scheme or a provident
fund for private sector workers and, particularly in southern Africa (Botswana,
Lesotho, Malawi and Zimbabwe), this development was considerably delayed;
there was instead a greater reliance on occupational pension schemes and
private pension funds. Unlike in the former French colonies, family benefits
have not been introduced in English-speaking Africa.

The five former Portuguese colonies entered independence with only basic
social security provisions and in the case of Angola and Mozambique the com-
mitment to schemes based on social insurance principles has been inhibited by
the consequences of civil wars. Internal and external conflict has had a .serious
effect on the development and operation of schemes in many countries, such as
Ethiopia, Eritrea and Somalia (where there is no social protection for private
sector workers in respect of income maintenance on retirement), and Liberia,
the Republic of Congo and the Democratic Republic of the Congo, where
schemes have been totally or substantially destroyed.

Finally three countries have chosen to introduce a pension scheme which
places a greater emphasis on universality. Entitlement to a basic pension in
South Africa is subject to a means test and the pensions are financed from taxa-
tion. For many workers this is replaced by an occupational pension, provided
by their employers. Apart from the Workmen's Compensation scheme, which
is financed by contributions from employers, pension benefits in South Africa
are not financed in accordance with social insurance principles. The scheme
in Mauritius combines elements of universality and social insurance with a
basic pension paid to all residents without any means test and supplemented
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by earnings-related contributions paid by employers and workers. A similar
scheme operates in Seychelles.

In general, and with certain exceptions, the coverage and effectiveness of
existing social protection schemes relating to the contingencies of retirement,
invalidity and death in Africa are weak. This is attributable to a number of
factors, some political and economic and some which reflect failures in govern-
ance at all levels, from the design of schemes to their operation. The schemes
introduced by the colonial countries often took insufficient account of the socio-
cultural context and thus proved limited and inappropriate. Since independence
this has been compounded by adverse economic and political circumstances as
well as by mismanagement, and many African schemes have failed to provide
effective social protection even for the small minority of the population that
they cover. There are, however, some encouraging signs that these issues are
being addressed and some important developments have taken place in Africa
in recent years.

SOCIAL PROTECTION AND ECONOMIC DEVELOPMENT
IN AFRICA

As of 1997, 25 of the 35 countries in the world regarded as having a low level of
human development are in Africa (UNDP, 1997). Within the continent, of the
ten countries with the highest level of human development, five are in north
Africa (Libyan A.J., Tunisia, Algeria, Egypt and Morocco) and five are in south-
ern Africa (Botswana, Mauritius, Seychelles, South Africa and Swaziland)

Since 1986, in sub-Saharan Africa, per capita incomes have fallen by an
average of 7 per cent annually. The decline in exports which led to the fall in
tax revenues accentuated budget deficits. To balance the budget, countries
resorted to borrowing which in turn increased the debt burden and the cost
of servicing it. For countries in the CFA franc zone, there was a major currency
devaluation in 1994. It had been expected that this would encourage growth: it
led to growth, but it did not create jobs. There was even a fall in employment as
a result of budgetary constraints. Public investment declined and there was a
negative effect on jobs in both the public and private sectors. Domestic com-
panies, generally importers of goods, were heavily affected. The first effect of
privatization programmes, beneficial in the long run, was to reduce the
labour force. In some cases, especially in the public sector, salaries were
frozen or did not rise with prices. The reduction in domestic consumption led
to the threat of business closures. Workers left the social protection system
and thus lost the right to social security benefits. The phenomenon of exclusion
was accentuated. For a large part of the population, these difficulties were
exacerbated by a loss or reduction in income.

In less than a generation, the social and economic barriers in employment
have changed. At the end of the 1970s it was generally believed that the formal
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sector would continue to employ a major and probably growing share of the
active population. Thus only limited attention was paid to the relatively
small number of people who had taken refuge in the informal sector. But
three factors proved crucial. First, there was an explosion in demographic
growth that every year produced large numbers of sèhool-leavers seeking
work. Second, a serious economic crisis reduced the absorptive capacity of
the formal sector. Third, the pressure of the rural exodus forced many
people to migrate to the towns to seek casual work. Thus the active population
rose to more than 40 per cent in all countries, growing at a rate of 4.5 per cent
per year, that is, slightly higher than the rate of population growth. The
proportion of young people, especially first-time job-seekers, continues to
rise. For the latter, the supply and demand ratio for employment is less
than 7 per cent. The vast majority head for the informal sector. Data for
the active population and the salaried population show that, at the current
rate of growth, the ratio of employment of salaried workers could be no
more than 2 or 3 per cent in the next 25 years. As this section of the population
is the only one covered by the organized social security system, the viability of
the system can be expected to deteriorate. This trend, which is applicable to
most developing countries, is particularly marked in Africa, where societies
are essentially rural, urbanization is fairly recent and the percentage of poor
is high.

In sub-Saharan Africa nearly 75 per cent of the labour force (314 million
people) still work outside the formal economy, often in subsistence agriculture
or in low-income informal activities such as small-scale maftufacturing and
petty trading (ILO, 1997k). Open unemployment rates in urban areas doubled
over the last 15 years to over 20 per cent and are expected to approach 30 per
cent by the end of the century: on average 8 7 million new entrants to the
labour market each year seek employment. These factors have obvious implica-
tions for poverty levels: 50 per cent of Africans are poor and more than 30 per
cent of these live below the absolute poverty line. Despite the rise in GDP in
some countries, per capita income has stayed the same or even fallen by as
much as 30 or 40 per cent. Table RB2. 1 illustrates the distribution of different
categories of economically active persons in some French-speaking African
countries.

Life expectancy at birth has improved by an average of four years every
decade. Life expectancy at a retirement age of 55 was about 17 years in 1960;
it rose to 19 years by 1990 and it is -predicted that it will be 24 years by 2040
(see figure RB2.1).

These projections indicate that during the period up to 2030, the number of
Africans between the ages of 60 and 75 will increase from 4 to 6 per cent of the
population and those over 75 will increase from 1 to 3 per cent. While these are
significant increases, the numbers are small; Africa will thus remain young until
well into the twenty-first century and the implications of ageing for social
security financing do not represent an immediate problem.
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Figure RB2.1 Life expectancy at age 55 in Africa
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ISSUES RELATING TO PENSION ARRANGEMENTS

Restrictions in coverage
In a few countries tax-financed social protection systems provide a measure of
universal coverage for all residents, either on a means-tested (South Africa) or a
universal basis to all residents who are within the scope of the contingency
(Botswana, Mauritius, Namibia). Where the scheme is based on contributory
principles, however, the level of coverage falls considerably and in most
countries is effectively limited to the formal sector. Certain schemes cover, on
a compulsory basis, all, or at least some, of the self-employed (for example,
Algeria, Egypt, Tunisia) but many people evade their liability and thus the effec-
tive level of coverage is low. Although membership of schemes, in particular the
provident funds, is open to the self-employed on a voluntary basis, in practice
few take up this opportunity. Compliance is also a major problem in respect
of those who are within the legislative scope of the scheme but who work for
small employers or on a casual or informal basis.

Gabon is an example of a country which has made a special effort to extend
coverage. In 1983 Gabon developed a complete social security system for non-
salaried workers and the unemployed. This scheme is separate from the formal
sector scheme and is administered by a public institution with financial and

Africa
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administrative autonomy. The scope of risks covered is the same as for salaried
workers: old age, invalidity, dependants, employment injury, health, family and
maternity. As in the case of the countries which have established a universal
scheme, the Gabon experience reflects the particular situation in the country
and is not readily replicable elsewhere. During the period of formulation of
the scheme (1980-82), favourable circumstances applied in Gabon, in that (a)
the economic and financial situation was sound because of an abundance of
well-exploited natural resources, (b) the salaried workers scheme was successful
and provided a powerful encouragement to the authorities to extend social
cover, and (c) unlike in other African countries, the categories without cover
were a minority of the population.

In Benin, of the actively employed population (46 per cent) only salaried
workers (5 per cent) are covered. Workers in the informal sector, self-employed
and employers (59 per cent), domestic servants (24 per cent) and apprentices
and others (12 per cent) have no protection. In Côte d'Ivoire, with a population
of 14 million, 6 5 million people work in agriculture. None of them has social
protection.

Thus, in most of Africa, the social insurance pension schemes and provident
funds cover only a small part of the population, generally less than 10 per cent in
total of the labour force plus their dependants, and represent in income distrib-
uted barely 1 per cent of GDP. Not only is this wholly unsatisfactory in social
protection terms, in that the majority of the population are excluded, but the
credibility and viability of the national social security scheme are adversely
affected by its limited impact and by the falling number of contributors.

There has been a tendency in the past to view social protection reform in the
context of its existing scope of coverage. Thus any extension in the range of
existing benefits is considered with regard to the needs and capacity of those cur-
rently insured who are responsible for the financing of the scheme. In this con-
text insufficient attention has been given to the problem of providing social
protection for those not covered. Where efforts have been made in Africa to
extend coverage they have basically taken one of two paths: integration
within an existing scheme or the establishment of a separate scheme.

Governance

In those countries where contributory social security schemes have been estab-
lished, almost all are administered by a public institution which enjoys, at least
in law, if not always in practice, autonomous administrative and financial
responsibility for the administration of the scheme. Policy responsibility lies
with the minister but it was also common practice for the minister to appoint
all the members of the board which supervises the scheme and the chief execu-
tive of the institution was also likely to be appointed by the president. It has
generally proved difficult to achieve the level of democracy and tripartism in
management consistent with the conceptual basis of the legislation. Direct
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involvement by the government for political or economic reasons resulted in
many schemes not being administered in the best interests of the contributors
and beneficiaries. There is, however, an increasing awareness of the need to
introduce democratic principles into the supervision and management of
national social security schemes, and some countries (Ghana and Uganda)
have taken steps to ensure a higher level of autonomy for the social security
institution.

Most of the contributory pension schemes in Africa are at least partially
funded and thus the necessary prerequisites for a sound functioning of the
social security scheme include in particular:

o conditions favourable to the development of employment,
o an adequately functioning financial market,
o the existence of investment opportunities,

good governance and proper functioning of management institutions,
promotion of social dialogue to consolidate the participation of the employ-
ers and workers in the management of the schemes.

In general these conditions have not been met. Weaknesses are found in the
design of schemes and in their legislation which did not always take account of
the national sociocultural context. Provisions which determine entitlement or
exclusion have implications for patterns of dependency within the community.
Legislative amendments have been made without prior assessment of the finan-
cial implications and, at the other extreme, there are examples of legislation
which has not been implemented.

Administrative deficiencies are to be found in record maintenance, particu-
larly in relation to the identification and registration of insured persons and in
the processing of benefit claims, although to some extent this is attributable to
weaknesses in public records. Sometimes, in the absence of records, the claimant
is required to provide evidence of insurable employment and paid contribu-
tions. It is common for social security institutions to be overstaffed, with
consequential burdens in administrative costs but with many of the staff insuffi-
ciently educated or inadequately trained. Personnel policies do not often permit
recruitment or advancement based on merit. The inefficiencies in the system
have implications for compliance and thus for the financing of the scheme.
Weaknesses in the management information systems for social protection
programmes have inhibited both the evaluation of performance and long-
term development planning

Financial management

An analysis of the balance sheets of schemes in Africa reveals common failings
applicable to both assets and liabilities. On the liabilities side, the level of reserves
is generally inadequate (or may not exist). On the assets side, investment policy
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and practice has often been unsatisfactory. A major part of the total investment
by social security funds consists of loans to the state or public bodies and share-
holdings. Instead of seeking to work with specialized financial institutions, the
social security institutions have sometimes turned themselves into credit agencies.
Mortgages have been granted directly, without any security. In many countries
institutions have been obliged to deposit funds with the Treasury/Ministry of
Finance and often such funds have been unproductive, inaccessible to the
social security administration or with a zero real yield and uncertain liquidity.
The funds invested elsewhere were often not subject to a defined policy or a
formal plan. The sectors and enterprises that benefited were not always viable,
many of the companies were wound up or were unable to meet payment sche-
dules. The nature of the investments was similar to venture capital and the
need to preserve the security of funds does not seem to have prevailed. Tangible
assets, in particular in real estate, were not sufficiently substantial, and did not
provide the required level of security.

The financial organization set up in some countries which led to capital
accumulation was out of step with the financial markets or was not able to ben-
efit from the existence of such markets. The management and investment of
accumulated reserves suffered from adverse conditions. Within institutions it
was not possible to create a regulatory system to provide an appropriate legal
framework and a system of controls. The investments that were made did not
comply with the rules and were not able to meet benefit commitments to insured
persons. Savings were poorly rewarded, the cost of credit was high and dililcul-
ties encountered by clients with the financial institutions did not encourage
access to medium- or long-term credit. In implementing development pro-
grammes, domestic saving, including social security funds, was little used.
Instead there has been a reliance on external financing in spite of the implica-
tions for increasing the burden of foreign debt. The needs of the state for finan-
cing public enterprises (such as water and electricity supply companies) were
covered as a priority by capital invested by international lenders. The interest
rates offered were reduced and significant grace periods granted. This was
prejudicial to the creation of national opportunities for investment of social
security funds.

The difficulties encountered in making profitable investments led to an
excessive accumulation of disposable and realizable securities. In some
countries, for lack of opportunity, short-term deposits were made to the detri-
ment of long-term investments. Some of the realizable securities seemed doubt-
ful and institutions had to make provisions against them. In all countries credits
were granted to third parties in the form of contributions recoverable from
defaulting employers. The fall in the cash assets of social security institutions
forced them into cash flow problems, sometimes leading to deferring payment
of benefits. Restrictions affected liquidity and yields were uncertain and low.
The yields from investments of social security funds in some places were subject
to forced reductions by unilateral decision of the government. The security of
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funds invested was seriously affected. Guarantees, which were rarely demanded,
were inadequate to protect against the insecurity of the investments. (The fact
that it was the government which managed the reserVes was an implicit guaran-
tee.) This situation harmed real security aimed at maintaining purchasing power
and the yield from investments. Sometimes the pursuit of yield has been at the
expense of security.

Systems suffered from the effects of inflation, monetary devaluations and
low interest rates. In Tanzania the 3,863 8 million shillings accumulated by
the National Provident Fund were equivalent in 1986 to 241 4 million US
dollars. In 1993 this amount had fallen to only 8.6 million dollars, or 28
times less, simply because of devaluations. At the same time the real rate of
interest credited to accounts was negative. The nominal interest rate was 11
per cent, at a time when inflation was over 20 per cent. Those covered by the
benefit scheme directly and personally assume the risks associated with the
management of investments.

The level of social protection

Many African social security schemes have experienced difficulty in providing
an effective level of income maintenance. This is true both of the pension
schemes and of the provident funds, although the latter, with their reliance
on lump-sum benefits based on accumulated savings in the form of contribu-
tions plus interest, have provided more dramatic examples. Thus, in the case
of the Nigerian provident fund, in 1992 workers received on retirement a
single lump-sum payment of barely 30 US dollars for careers of as much as
30 years. In Ghana, at the time when there was still a provident fund, while
the contribution rate was 17.5 per cent of salary, the lump-sum payment to
some workers at the end of a full career was sometimes the equivalent of four
months' salary. Such examples of a loss in real terms of benefit rights were
often the result of a combination of high inflation and inappropriate investment
policies, but the level of protection was also commonly held down to low levels
by the failure to increase the wages ceiling imposed to limit contribution liability
(examples are provided by Kenya and Nigeria). In these circumstances, confi-
dence in the system eroded totally.

In some French-speaking countries (such as Senegal), the defined benefit
pension scheme determines the benefit through a points system (similar to the
system used in France). Under this, a point (that is, the reference salary) is cal-
culated as a function of the change in the average salary of the insured person.
The benefit is then equal to the product of the total points acquired during the
contribution years multiplied by the point value at the time when the benefit is
calculated. The system is not easily understood by insured persons and in addi-
tion the level of benefits has not been maintained in real terms. Although
intended to provide an automatic adjustment to take account of increases in
earnings levels, the need to achieve a quasi-annual balance between income
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and expenditure, with the minimum impact on contribution rates, depended
heavily on the economic and employment environment. Thus the value of the
point has been held down, with a consequential fall in benefits in real terms.

Among the non-contributory pension schemes operating in some countries
for public servants (as in Kenya, Sierra Leone and the United Republic of
Tanzania) there has been a common failure to adjust payments to take account
of increases in earnings or prices. Since the schemes are not based on contribu-
tions and generally do not contain any established adjustment mechanism, the
real value of pensions has fallen in many countries. Similar problems have
diminished the impact of workers' compensation schemes based on employer
liability schemes, in that the prescribed levels of compensation payable have
typically not been revised to take account of inflation.

DEVELOPMENTS AND OBJECTIVES

Most African countries have experienced significant changes over the past
decade. This includes countries which have been newly established, such as
Namibia and Eritrea, countries where there has been major political change
reflecting democratic reforms (South Africa and Uganda) or conifict (Angola,
Democratic Republic of the Congo, Liberia and Mozambique) and economic
reforms with liberalization and deregulation policies, a reduced role for the
state and increased responsibility and opportunities for private sector and
individual initiative (Ethiopia, Ghana and the United Republic of Tanzania).
In other countries this process is continuing (Nigeria and Somalia). These
factors have major implications for the development of social security schemes,
and democratic and economic reforms have been echoed in the structure and
governance of social security schemes. The following paragraphs describe
some of the initiatives which are being taken to improve social protection in
respect of the long-term contingencies normally addressed by pension schemes.

Developments in French-speaking Africa
Because of their similarity in structure and administration, many of the French-
speaking countries have experienced the same problems. The current conditions
for the restructuring of the banking sector by which interest rates become a
favoured instrument of monetary and financial policy should encourage the
mobilization of domestic saving. This is the intention behind measures taken
by the Central Bank of the West African States (BCEAO) in conjunction
with the states for a regional approach to the restructuring and organization
of the financial system of the countries in the West African Economic and
Monetary Union (WAEMU) to stimulate the role of institutional investors,
develop the financial market, liberalize interest rates, and introduce a competi-
five system and an adjudication system Similar measures have been taken by
the states of Central Africa. States also recognized the links between social
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protection, promotion of employment and social dialogue. In meetings in
Dakar (1994), Abidjan (1996) and Yaounde (1997) these states emphasized
that the process of extending the system of social protection could be promoted
by rehabilitation and restoring the credibility of the existing systems.

The Commission on Social Protection and Social Dialogue (meeting in
Yaounde in 1997 for countries in the CFA franc zone) issued a statement
which included the following in its recommendations:

Social protection systems should be specifically adapted to the new economic
and social conditions but the pace of such adjustment should be set on a
country-by-country basis.
The extension of social cover to the whole population should be a priority.

o Social security institutions should be accorded greater autonomy (reforms
are already being contemplated in some states, with priority being given to
measures such as the rotation of chairmen for administrative boards, and
the nomination of directors-general by the board).

o Personnel policies for social security staff should be improved with rewards
linked to performance.

o Certain activities should be contracted to the private sector.
Social protection should, in general, be structured with three levels but the
system as a whole should be supervised by a permanent regulatory body.
Social security institutions should be responsible for the management of
reserves.

The extension of coverage
The experience in Africa reveals that the extension of social protection faces
many problems and that there is no one model which can be readily applied.
As a consequence of poverty, cultural considerations and traditional reliance
on informal support systems, as well as mistrust of public administration,
many Africans have a low propensity to participate in a long-term benefits
scheme. But neither is there the capacity in most countries to finance a social
protection safety net from taxation.

Table RB2.2 shows the cost of a safety net in Benin, on the assumption that
25 per cent of the total population is poor and that the absolute poverty line is
equal to US$140 per person per year (Human Development Index Indicator).
Merely as a result of population growth, the budget needed to cover the
social security safety net would have to rise by 2.4 per cent per year over the
period 1996-2050.

Increasing attention is therefore being paid to the possibility of people orga-
nizing themselves to help each other: at the community level, in cooperatives or
in work associations. One of the main features of farming and the urban infor-
mal sector is their traditional organization which is solid and dynamic and does
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Table RB2.2 Cost of a safety net in Benin

Year Total population Total in absolute Annual amount required to Index
poverty provide the absolute social

security net (in US$)

Source: ILO calculations.

* In 1995, Benin's total budget was US$340,000,000 (Statesman's Yearbook). Merely to provide this social security
net to the poor would consume 53.9 per cent of the national budget.

not follow the formal sector. In farming some activities are organized simply to
meet needs of supply and distribution. The structures necessary to establish a
system of social protection should be identified so as to allow the identification
of individuals and intermediaries who could play the role of the contributing
employer. In such cases of traditional solidarity systems it would appear that
associations or economic interest groups could play a major role provided
that they were suitably prepared. The African experience suggests that, rather
than create new organizations, it is preferable to respect local communities
and to rely on existing organizations rooted in the local environment and cul-
tural identities. The rural and informal sectors have their own organizations
and self-support systems and greater emphasis in Africa should be placed on
strengthening and developing organizations to which individuals have freely
decided to belong.

Forms of community support are being revived. One of the great challenges
for the extension of social protection will be the capacity to rejuvenate various
forms of community support. There must be originality and inventivenes to
meet to the maximum the social expectations of the majority of the people.
The principal forms of community organization already exist. In Francophone
Africa south of the Sahara, the tontine often occurs as a financial institution and
a means of mutual assistance. Above all, it seems to be a system to encourage
saving, and its members find in it a reliable way of forcing themselves to save.
It is special in that it unites both formal and informal sector workers. In the
case of cooperatives, these are generally defined as mutual assistance groups
operating on a reciprocal basis, often groups of farmers, or artisans, living in
the same village or district with the objective of improving their productive
output and savings for their members and their families Cooperatives operate
in a wider area and include the majority of rural and urban craft workers and to
a lesser extent those in the competitive informal sector.
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2000 6266000 1566500 219310000 120

2010 8300000 2075000 290500000 158

2020 10843000 2710750 379505000 207

2030 13694000 3423500 479290000 261

2040 16404000 4101000 574140000 313

2050 18649000 4662250 652715000 356



Social security pensions: Development and reform

These organizations vary widely, depending on the number of members.
They are real solidarity systems organized according to their function and
objectives. Mutual loan societies collect money for their members and return
it in the form of investment and working capital loans to their businesses, in
the form of social credits. Mutual loan societies are, in effect, enhanced tontines.
Few of their members are workers at the informal subsistence level.

The needs of individuals are the same everywhere; the means of satisfying
these needs are not. For workers in the modern sector institutional social secur-
ity is there to satisfy specific needs such as loss of income or increased expenses.
Satisfaction of such needs is most often expressed in monetary terms. The
situation is different for farming communities and the urban informal sector.
All suffer from scarcity of resources and goods, so their needs are basic and
relate to those essential to the survival of the group. Nutrition levels are still
poor in much of Africa and a national priority in many countries. Access to
drinking water is also a prime concern, with major public health implications.
Hygiene and sanitation, mainly in the large towns, are priority needs.

Development of pension schemes

Several countries are contemplating the introduction of pension schemes, either
to replace national provident funds or to provide social protection, for the first
time, for those who retire from employment.

Provident funds were established in most of the former British colonies
(specifically in Gambia, Ghana, Kenya, Nigeria, Seychelles, Swaziland, the
United Republic of Tanzania, Uganda and Zambia). The small Seychellois
scheme was the first to be converted to a broader social security scheme in
the late 1970s. The weaknesses of the provident fund system were, however,
more generally exposed during the economic crisis of the 1980s, when it was
found that the level of social protection in many countries was dramatically
reduced by inflation. The Ghanaian provident fund, administered by the
Social Security and National Insurance Trust, was converted in 1991 to a pen-
sion scheme based on social insurance principles, although lump-sum payments
were retained for surviving dependants. The new scheme was also extended to
cover most public servants.

Since then most of the remaining provident funds in Africa have taken steps
towards conversion to social insurance based defined benefit systems. The
National Provident Fund in Nigeria converted in 1994 and in both the
United Republic of Tanzania and Zambia legislation was enacted in 1997 to
introduce a national pension scheme based on social insurance principles.
The process in each country has not been straightforward and it has proved
necessary to modify initial proposals to take account of national circumstances.
In the United Republic of Tanzania, where the contribution rate to the National
Provident Fund was 20 per cent, it was found that a reasonable rate for a
partially funded pension scheme was between 8 and 10 per cent. Rather than
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reduce the contribution rate it was decided to retain the provident fund at a
lower level of contribution and then to phase this out as other social security
benefits were introduced or as the pension contribution increased. The new
system came into effect in 1998 and steps are being taken to replace the employ-
ers' liability workers' compensation scheme with an employment injury scheme
also based on social insurance principles which will pay pensions for the first
time in respect of serious permanent disablement and death cases arising
from employment injury. In Zambia it was necessary to design a pension
scheme which left scope for the continued reliance on occupational pension
schemes.

Proposals for conversion have also been developed in Kenya and Uganda.
In the case of Kenya, priority was given, however, to the establishment of a
new public supervisory institution, the Retirement Benefits Authority, which
would regulate and monitor the activities and investment practices of all retire-
ment benefit schemes. In both these countries, and to a varying extent in much
of English-speaking Africa, there has been a debate about the desired scope of
the national pension scheme and the extent to which pension provision should
be privatized. The debate has been influenced by the difficulties in governance
experienced by many national provident funds and public pension schemes
but the risks in relying heavily on private schemes where capital market devel-
opment is fragile have also been recognized, as has the lack of experience in
market regulation which is essential to ensure the success of a system where
private pension funds play a significant role.

In those countries without the legacy of a national provident fund, progress
in the development of social security schemes for private sector workers has
been slow. In the case of Ethiopia and Eritrea this reflects the many years
during which a centrally planned economy meant that most organized economic
activity was owned by the State and the need to give priority to reconstruction in
the period after the long conifict which led to the independence of Eritrea and to
a change of government in Ethiopia. In Sierra Leone efforts to plan the intro-
duction of a national social security scheme have also been inhibited by serious
internal conflict. The national pension scheme established in Liberia in 1987 was
also seriously disrupted by war.

In English-speaking southern Africa, social insurance principles are not yet
strongly established, but important developments have taken place in recent
years. After many years of preparation and debate in the face of differing
views from the strongly established private pensions sector, the national
social security scheme was established in Zimbabwe in 1990 with the creation
of the National Social Security Authority. Initially this was focused on the exist-
ing workers' compensation scheme which was financed by contributions from
employers paid into a central fund, but legislation was subsequently passed to
establish a national pension scheme based on social insurance principles
which covers all private sector workers and which will eventually extend to
public servants and the self employed. A similar process has taken place in
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Namibia, where legislation is currently being prepared to introduce a national
pension scheme. In both countries the scheme reflects the national desire for a
mixed social protection system in which occupational pension schemes and
private pension funds will continue to play an important role. These considera-
tions also apply in Swaziland and Botswana, but a national consensus has not
yet been reached in either country on the respective roles of public and private
schemes.

Important developments have taken place in improving both the scope and
the level of social protection in Africa, but in general this has applied in a
narrow perspective. Schemes have been introduced and others improved and
new benefits have been introduced but almost nowhere has there been any
significant impact on the major social protection problem in Africa - coverage.
This issue has been discussed at length and in a global context in Chapters 8 and
16, but some specific reference to the African context is appropriate. First, the
economic and fiscal situation is such that in most of sub-Saharan Africa the pro-
spects for the introduction of a tax-based social safety net either on a universal
or a means-tested basis are poor. This is a consequence of the large number of
poor and the limited scope for increasing tax revenue. Second, most of the exist-
ing social security schemes cannot easily be extended to the self-employed and
the informal sector because the threshold of entry in terms of their contribution
and benefit structure is too high for most of those excluded and because the
benefits provided are not consistent with the priorities of people living in
poor circumstances whose social protection needs are essentially short term.
Third, the administrative capacity of the existing public social security schemes
is inadequate to take on the task of extending coverage.

What, then, can be done? There is no one solution to this fundamental prob-
lem. The overriding objective is to increase incomes and the standard of living
by economic growth since social protection essentially depends on decisions
being taken to allocate resources to prevent or alleviate hardship But it is insuf-
ficient to rely on economic growth. Among those excluded in Africa there are
many who have the capacity to contribute towards their social protection,
and more careful consideration needs to be given to designing social security
schemes which coincide more closely with their needs and circumstances. The
reform and strengthening of the social security institutions both to improve
their general efficiency and to make them more sensitive to their members
would also be an important element. But beyond this there is a need particularly
to put much greater emphasis on involving local communities in organizing and
providing social protection for their people. In the rural areas where many
workers are involved in producing and marketing a particular crop (such as
cocoa in Ghana or tobacco in Malawi) there may be scope for financing basic
social protection by a levy on the crop organized by the marketing association
or by the community.

The second major issue affecting the development of social protection sys-
tems in Africa is governance. In many countries there is still a pressing need
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to improve the administrative performance of public social security schemes.
The state must retain overall responsibility for the effectiveness of the system
and will need to establish an efficient and comprehensive regulatory system to
prevent abuses as serious as those which have occurred in the past. But there
is scope for partial privatization to take advantage of private sector specialist
skills, There is also in many countries a need to develop a new division of
responsibility between public and private provision. Priority, however, should
be given to strengthening the public systems through reforms which will
ensure greater transparency in their operations, that give workers and employ-
ers an effective voice in management and supervision and that lead to recruit-
ment and personnel policies which reward ability and performance.
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REGIONAL BRIEF 3

LATIN AMERICA AND THE
CARIBBEAN

In some countries in South America social security retirement pension schemes
have a long history. Almost 50 years, however, separate the creation of the first
scheme in South America and the last scheme in the Caribbean. Over this
period nearly all schemes were originally designed according to European
models and most in the region continue to be traditional social insurance
schemes.

The countries of Latin America and the Caribbean are influenced by their
colonial past. Latin America includes 19 countries that gained independence
from Spain and Portugal in the nineteenth century, plus Haiti. The non-Latin
Caribbean includes 14 countries which in the second half of the twentieth
century became independent from France, Great Britain and the Netherlands.
Most of thse are middle-income countries and they have relatively high
health standards; considerably better than for most countries in Africa and
Asia.

As in other regions, social security schemes have been affected by the social,
economic and demographic situations of the countries, which explain most of
the evolution of the schemes as well as their shortcomings. In some countries
high inflation, a low level of education of the population, rapid population
growth, overprotected economies and corruption have contributed to problems
in the social security scheme.

Retirement scheme reform is high on the political agenda of many countries
in the region. During the 1980s and 1990s some questioned the basic functioning
and structure of their retirement income schemes and embarked on radical
reform. The results of many of the original systems were disappointing and
coverage was low. As of the late 1990s, four of the 34 countries in the region
had adopted mandatory defined contribution schemes and four had adopted
voluntary defined contribution schemes. Other countries were actively consider-
ing adopting defined contribution schemes. Chile was the forerunner in the
reform movement in 1981.
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HISTORICAL PERSPECTIVE

The historical development of social security retirement pension schemes in the
region can be examined by decades. Chile, in 1924, became the first country in
the Americas to adopt a social security retirement benefit scheme, with Uruguay
following in 1928. Several countries adopted schemes in the 1930s: Brazil (1934),
Ecuador (1935) and Peru (1936).

The countries adopting schemes in the 1940s were influenced by the Bever-
idge report published in Great Britain and by the advice of the International
Labour Organization based on international labour standards (Mesa-Lago,
1991a). These countries included Venezuela (1940), Panama (1941), Costa
Rica (1941), Mexico (1943), Paraguay (1943), Colombia (1946), the Dominican
Republic (1947), El Salvador (1949) and Bolivia (1949). In these countries a
national social security institution was established but initially coverage was
limited to the capital and the main cities. Prior to the establishment of the
national system special schemes had been established for certain occupational
groups, such as the armed forces and civil servants, and in most countries
some or all of the occupations covered by such schemes were excluded from
the general social security scheme.

All of the countries of South America have had social security retirement
benefit schemes for at least 50 years. The early countries in the region were
truly pioneers in the development of social security, with the countries of
North America adopting their schemes later: the United States in 1934,
Canada in 1951. By comparison, by 1950, only three African and two Asian
countries had enacted social security retirement benefits schemes (Mesa-Lago,
1991a).

The initial tendency to develop special schemes for particular occupational
groups resulted in the establishment of a number of social security institutions
in some countries and thus in a stratified social insurance system, with relatively
small privileged groups having generous benefits while the majority of the popu-
lation had less generous protection.

In the 1950s, 1960s and 1970s a number of Caribbean and Central American
countries adopted retirement benefit schemes. During the 1950s schemes were
adopted by Haiti (1951), Honduras (1952), Nicaragua (1955), Bahamas
(1956) and Jamaica (1958). Barbados adopted its scheme in 1966 and Bermuda
in 1967. During the 1970s schemes were adopted by Saint Lucia (1970), Saint
Kitts and Nevis (1970), Saint Vincent and the Grenadines (1970), Trinidad
and Tobago (1971) and Antigua and Barbuda (1972). The schemes adopted
by Saint Lucia, Saint Kitts and Nevis and Saint Vincent and the Grenadines
were provident funds that were all converted to social insurance defined benefit
schemes later in the 1970s. At about the same time, a number of countries that
had previously established retirement benefit schemes in urban areas also
extended coverage to rural areas. These countries included Argentina, Brazil,
Colombia and Ecuador.
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During the 198 Os and 1990s a number of countries adopted either voluntary
or mandatory defined contribution schemes to replace partially or completely
their traditional social insurance defined benefit schemes. These countries were
Chile (1981), Peru (1992), Colombia (1993), Argentina (1993), Uruguay (1995),
Mexico (1995-1996), Bolivia (1996) and El Salvador (1996). In the late 1990s
Costa Rica and other countries were actively considering such a change.

COVERAGE

Because of the large informal sector in this region, many workers are not
covered by social security retirement benefit schemes, either because their
type of employment is not covered or because they are covered under the law
but they or their employers evade making contributions. All salaried employees
are insurable in two-thirds of the countries of the region. Self-employed workers
are only compulsorily covered in 11 countries (Mesa-Lago, 1994). Argentina
and Uruguay are the only countries with defined contribution schemes that
have mandated coverage of the self-employed. The system in Jamaica has
compulsory coverage for the self-employed and rural workers but contribution
evasion among the self-employed is widespread. Statistics from 1987 indicated
that there were 329,000 self-employed workers (one-third of the workforce) but
only 19,000 were members of the scheme, with a mere 8,400 contributing regu-
larly (ILO, 1992). In Chile coverage for the self-employed is voluntary because
of the difficulty in enforcing coverage for this group and few among them
choose to participate. Coverage for the self-employed is also voluntary in 11
countries, including Bolivia, Colombia, El Salvador and Mexico. Often, when
the self-employed have the option of joining, the contribution rate payable is
much higher than that for employees, since employers generally also contribute
for the latter. Costa Rica has succeeded in expanding coverage among the self-
employed, partly by prescribing contribution rates that are lower than the com-
bined rate for employers and employees. A reform proposal in Costa Rica in
1998 stipulates mandatory coverage of the self-employed.

Because the reforms of social security in Latin America have not attempted
to include traditionally excluded groups, or to completely eliminate the schemes
of privileged groups, this has produced a patchwork of social security retire-
ment pension schemes that includes the following:

groups not covered,
schemes for privileged groups,
schemes that are not reformed (municipal and governmental),
reformed old schemes,
new schemes.

Thus an effect of the reforms has been an increase in the number of institutions
providing retirement benefits, which has increased the complexity of the task of
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ensuring that the required contributions are, in fact, actually paid. The reforms,
however, have standardized entitlement conditions for the large majority of the
insured.

Public employees are included in the social security scheme in Jamaica but
they are permitted to retire earlier than other employees covered by the
scheme. As a result, in 1989, 27 per cent of social security expenditure went
to public employees, while they represented 7 per cent of the workforce.

The military and government employees are typically covered by special
schemes in the region. The military are covered by special schemes in all
countries, except in Costa Rica (which does not have armed forces) and Bolivia
which included them in the reform of 1996. Government employees are covered
by special schemes in Brazil, the Dominican Republic, Mexico, Paraguay and
Venezuela. Government employees in Peru can join the new social security
retirement scheme, and provincial government employees in Argentina can
sign agreements with the central government to join the new social security
retirement scheme.

In some countries workers are excluded from coverage according to their
level of earnings. In Antigua and Barbuda family and casual workers who
receive low wages are not covered. In the Dominican Republic, on the other
hand, white-collar workers are not covered if they earn more than a low level
of earnings.

Special groups of workers are excluded from the social security retirement
pension scheme in some countries. Among the countries with defined contribu-
tion social security retirement pension schemes the following categories of
workers are excluded: Argentina, employees of municipalities; Colombia and
Mexico, petroleum workers, electricity workers, telephone workers, banking
system workers, congress members; Peru, government employees; and, in
Uruguay, employees of banks The military are excluded from all the defined
contribution schemes and are covered by more generous tax-financed schemes,
except in Bolivia. In Colombia, workers not excluded have the choice of a
defined contribution account managed in the private sector or the scheme
administered by the social security institution (ISS). About 75 per cent of
workers have chosen the social security institution.

The percentage of the workforce actually covered by social security retire-
ment benefits schemes in these countries varies with the level of economic devel-
opment, which is also correlated with the age of the social security scheme.
Countries that are more developed started their social security schemes earlier
and thus have older schemes and, because of their greater development and
the age of their social security systems, tend to cover a higher percentage of
the workforce. A structural barrier to the extension of coverage has been the
model of social insurance financed with wage contributions. In the least devel-
oped countries in the region the majority of the labour force are not salaried but
are self-employed, domestic servants, unpaid family workers, owners of small
enterprises, small-scale farmers and peasants (Mesa-Lago, 1994). The state
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decision and will to extend coverage, however, are important aspects of the
extent of coverage.

BENEFITS

With defined benefit social security pensions, benefits are based on earnings at
the end of the worker's career and in some cases the benefit formula provides
generous benefits. In Brazil retirement benefits are 70 per cent of average
earnings in the last 36 months plus 1 per cent of average earnings for each
year of contribution. After 30 years of contribution, a worker would receive
the maximum benefit of 100 per cent of average earnings. In addition 13

monthly payments are made each year.
In Paraguay retirees may also receive up to 100 per cent of average earnings

over the final three years of work and retire at age 55 with30 years of work. The
combination of the relatively young pensionable age and high benefits makes
the retirement benefit formula one of the most generous in the world. By con-
trast, in the Bahamas the maximum benefit is 60 per cent of the worker's final
average wages and the minimum age at which it can be received is 65.

In the countries with defined contribution schemes, the level of benefits is
determined by the amount in the worker's account. Predicted replacement rates
vary greatly depending on the assumptions as to the annual increase in real
wages, real rates of return and the frequency with which contributions are made.

Six countries (Argentina, Chile, Colombia, El Salvador, Mexico and
Uruguay) with defined contribution pension schemes guarantee a minimum
pension but with diverse features. In Argentina the guarantee requires 30

years of contributions. Chile has a minimum benefit guarantee for workers
who have contributed for 20 or more years. El Salvador has a similar guarantee
for workers who have contributed for 25 or more years, but it is also limited by
the availability of fiscal resources. Bolivia does not provide such a guarantee
and Peru established it in a law but has not implemented regulations. Chile
also partially guarantees against insurance company bankruptcy pensions
that have been converted into annuities with an insurance company.

Often there is no regular adjustment of pensions for inflation. Chile provides
cost-of-living indexing, which is done monthly for workers who have chosen the
option of annuity but not for workers receiving the minimum pension. Argentina
adjusts the social insurance defined benefit pension annually.' In Bolivia adjust-
ment of benefit levels is based on an index related to the US dollar and in Vene-
zuela adjustment is occasional. In El Salvador it is done according to the average
of contributory wages, and in Uruguay it is based on constant pesos of1995.

PENSIONABLE AGE

In most countries retirement benefits can be received between the ages of55 and
60, with women being able to receive them at a younger age than men. In many
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countries retirement is not a requirement for receiving benefits. Men in Vene-
zuela can receive benefits at age 60 and women at age 55 with retirement not
being necessary. Urban employees in Brazil may receive benefits without retir-
ing at age 65 for males and 60 for women, while rural employees may receive
benefits five years earlier. A worker can retire in Paraguay at the age of 60
with 25 years of contributions or age 55 with 30 years, The minimum age at
which benefits can be received in the Bahamas and Mexico is 65. Workers in
the Dominican Republic can receive retirement benefits at age 60, but for
workers who were first covered after age 45 it is 65.

In Bolivia workers can retire regardless of age when the accumulated fund in
the individual's account is sufficient to finance at least 70 per cent of the indivi-
dual's average wage in the previous five years. If this condition is not met,
workers can retire at age 65. Argentina is increasing its minimum retirement
age from 63 for men and 58 for women in 1997 to 65 and 60, respectively, in
2001. Peru has also chosen age 65, with retirement at younger ages if the pension
fund is sufficiently large. A minimum retirement age is not set for the defined
contribution scheme in Colombia: the only requirement concerning retirement
is that the fund accumulated in the individual account be sufficient to finance a
pension at least equal to 110 per cent of the minimum salary. In Uruguay men
can retire at age 60 and women at age 56, but with the age for women being
raised to age 60 by 2003. These ages are relatively young for Uruguay, given
the long life expectancy of its population, while they are relatively high in
Bolivia (65) and Peru (65).

MINIMUM PERIOD OF CONTRIBUTIONS

In Argentina a worker must contribute for 30 years to receive a pension from
the social security defined benefit scheme. However an advanced-age pension
can be received at age 70 with ten years of contributions. (For further discussion
of the retirement benefits in Argentina, see box RB 3.1.) In the Bahamas and
Venezuela the minimum contribution period is 250 weeks, whereas in the
Dominican Republic the minimum contribution period for a full pension is
800 weeks but a reduced pension is available with 400 weeks of contributions.
In the defined contribution scheme in Chile there is no minimum contribution
period for receiving a pension (Mesa-Lago, 1997a).

FINANCING

Most of the defined benefit social security schemes are financed by contributions
from both employers and employees as a percentage of wages. Because of the
large informal sector, however, a high percentage of workers in some countries
are self-employed and thus no employer is involved in the financing. Most of
these workers do not participate in the retirement benefits scheme of their
country.
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Box RB3.1 Argentina
In 1993 Argentina established a new social security retirement benefit scheme,
taking effect in 1994: the Integrated System of Retirement and Pensions
(Sistema Integrado de Jubilaciones y Pens/ones, SIJP). The new system
includes both a public defined benefit scheme, financed on a pay-as-you-go
basis, and a private scheme based on funded defined contribution accounts.
Until July 1996 workers could choose either scheme or change from the one
originally selected. From that date everyone who enters the labour force
becomes a member of the funded scheme.

The management of the system is the responsibility of several organiza-
tions: The National Administration of Social Security (Administración Nacional
de Seguridad Social, ANSeS) - a public institution under the Ministry of Labour
and Social Security - and the Administradoras de Fondos de Jubilaciones y
Pensiones (AFJP), institutions which are controlled and supervised by the
Superintendency of AFJP which is also under the supervision of the Ministry
of Labour and Social Security.

Membership is mandatory for all workers aged 18 years or over who are
employed or self-employed in the private sector, in the national public sector
(except the army) and in local government institutions that decide to transfer
their social insurance schemes to the new system. All other workers can join
the new system voluntarily.

The system is financed by the contributions of workers and employers. The
contribution rate for employed workers is 11 per cent of salary and the contri-
bution of the employer is 16 per cent. Self-employed workers contribute 27 per
cent. These contribution rates apply between maximum and minimum income
levels. These revenues are supplemented by certain earmarked taxes.

The new system provides retirement, disability and death benefits. The retire-
ment benefits have three components: Basic Universal Benefit (PBU) and Com-
pensation Benefit (PC) paid by the public scheme and a third benefit that differs
for each scheme. The public pension (PAP) is based on pay-as-you-go financing
and the private pension is based on individual funded accounts.

An invalidity benefit is provided for the insured who have not fulfilled all the
requirements for obtaining a retirement pension but who are totally disabled (a
reduction of earning capacity by 66 per cent). The benefit paid by either scheme
is the same. Those who are in the public scheme receive a benefit paid by that
scheme. For the members in the private sector, the benefit is paid by the AFJP
and is financed through the purchase of group insurance from a life insurance
company. The survivors' pension replaces the income which the deceased
person used to receive as a worker or pensioner and is paid to his dependants.

Several public and private institutions are responsible for managing the
system. The AFJPs are public or private commercial companies whose function
is to invest in various types of financial assets the funds deposited by members.
They also pay bdnefits under the option of phased withdrawal of benefits. The
National Bank of Argentina also serves as an AFJP to ensure the existence of at
least one public AFJP.

Life insurance companies are public and private enterprises that protect the
members of the AFJP5 against the contingencies of invalidity and death, They
also pay benefits in the form of life annuities.
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The ANSeS is a public institution which is decentralized and autonomous
and is under the Ministry of Labour and Social Security. Under the old
system this institution was the only one in charge of the management of the
social security scheme and up to 1992 it collected social security contributions.
In the new system its functions are restricted, given the mixed nature of
the system, but it continues performing major tasks such as the payment of
benefits which are provided by the State (PBU and PC). The ANSeS also has
authority to adopt provisions on specific matters related to the operation of
the new system.

The Superintendency of AFJP is a decentralized body under the Ministry of
Labour and Social Security which is responsible for the control, supervision
and regulation of the private enterprises that manage the individual accounts.
It has an important role with broad powers. It approves the operations of the
AFJPs and controls their activities; it imposes legal sanctions on them when
necessary and adopts regulations concerning institutional control, supervision
of pensions, financing and health care.

The General Direction for Taxation (Dirección General Impositiva) is a
public institution under the Ministry of Finance and Public Works that collects
taxes and social security contributions which are later distributed among the
AFJPs and ANSeS.

The coordination of the different public institutions dealing with social
security is not explicitly provided for. This function, however, is entrusted to
the General Secretary of the Ministry of Labour and Social Security under
which are located the ANSeS and the SAFJP. Other public institutions that
regulate aspects of the operation of the new system are the National Super-
intendency for Insurance (Superintedencia de Seguros de Ia Nación), the
Central Bank of Argentina and the National Commission of Securities (Corn/-
s/ón Nacional de Valores).

Some schemes receive financing from the government. Panama uses pro-
ceeds of a tax on alcohol to supplement mandatory payroll contributions to
support social security, Ecuador provides a 40 per cent government subsidy
on pensions for old age, and Uruguay uses proceeds from various taxes to
help finance social security deficits. The social security defined benefit pension
scheme in Chile - and other countries that have defined contribution schemes
that will eventually replace the defined benefit scheme - requires substantial
financial support from the government since it has most of the beneficiaries
but few of the contributors.

In Cuba financing comes entirely from employers, with employees making
no contribution. A pilot programme charging a wage contribution to workers
began in 1998. Employees in Bermuda pay a fiat amount rather than contribu-
tions being a percentage of earnings. Employers in the Bahamas pay a higher
percentage of the combined employer-employee mandatory contribution for
lower-wage workers than for higher-wage workers. In the defined contribution
schemes in Chile, Mexico and Peru - but not Argentina - the financing comes
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entirely from the employee. In Bolivia part of the financing comes from the
proceeds of the privatization of several state-owned industrial enterprises.
Colombian workers who earn more than four times the minimum salary must
pay a supplemental 1 per cent mandatory contribution which goes into a
solidarity fund to expand coverage of low-income workers.

Contribution rates are fairly low in the Caribbean because they have rela-
tively new systems with young populations and pay-as-you-go financing. In
Haiti contribution rates are progressive, with the lowest-income employees
and employers both paying 2 per cent, rising to 6 per cent each for the high-
est-income workers. The contribution rate is 2.5 per cent paid by both employ-
ees and employers in Jamaica. The total rate in the Bahamas is 8.8 per cent split
between employees and employers. In the British Virgin Islands employees and
employers each pay 3.25 per cent.

Contribution rates in Central America tend to be relatively low and are paid
by employers, employees and the government. In Guatemala employees pay 1.5
per cent of earnings, the employer 3 per cent and the government 25 per cent of
benefit cost, in Honduras employees, employers and government each pay 1 per
cent, and in Nicaragua employees pay 1.75 per cent, employers 3.5 per cent and
the government 0.25 per cent.

Contribution rates are higher in South America. For participants in defined
contribution schemes, the mandatory contribution rate paid by them and their
employer is at least 11 per cent. The total percentage contribution (employer
plus employee if both contribute) is 11.8 per cent in Peru, 12.45 per cent in
Mexico, 12.5 per cent in Bolivia, 13.1 per cent in Chile, 13.5 per cent in El
Salvador, 13.5 per cent in Colombia, 27 per cent in Argentina and 27.5 per
cent in Uruguay.

In Mexico and Uruguay contributions are paid to the national social secur-
ity institution which then distributes them among the pension fund administra-
tors. Argentina has a public central tax collection agency which receives the
contributions and transfers them to the appropriate pension fund administra-
tors. This system of a single collection agency appears to have economies of
scale that reduce costs. In Chile, and other countries with defined contribution
schemes, each employer must send the contributions to the appropriate pension
fund administrator for each employee.

THE PENSION REFORM MOVEMENT

The pension reform movement has resulted in part from problems encountered
by social security retirement pension schemes. In Latin America, these schemes
have encountered the following problems:

coexistence of multiple schemes, with powerful groups having generous
schemes and little or no coverage for the poor,
decline in contributors relative to beneficiaries,
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contribution evasion or late payments,
low returns on investments,
weak relation between contributions and benefits,
excessive administrative costs and low efficiency.

With the exceptions of Argentina, Cuba and Uruguay, population ageing
has not been the main cause of the financial problems of social security schemes.
Instead those problems have been attributable to both economic factors (high
inflation) and weaknesses in governance (including political involvement lead-
ing to inappropriate demands on investments, resource management and staff-
ing, falling levels of coverage, and evasion). The growth of the informal sector,
attributable in part to the restructuring of the labour mtrket under economic
reform programmes, has been a significant factor in Central and South Amer-
ica. The growth rate of the number of pensioners owing to longer life expectancy
has not been offset by the expansion of formal employment.

Analysis of the pension reform processes in Latin America illustrates that
they have been closely linked with political processes. The diversity of designs
has been influenced more by political considerations than by a scientific
approach to pension reform. In the pension reforms earlier in the century, all
Latin American countries followed European models, while the major struc-
tural reforms at the end of the twentieth century have been influenced by the
Chilean model, which has been considered an innovative paradigm. For further
discussion of the system in Chile, see box RB3.2.

Groups traditionally excluded from pension schemes, such as agricultural
workers, informal-sector workers and the self-employed, have not been consid-
ered in the reform processes. The underlying reason is their lack of political
representation, but another important reason is that their low income creates
a financial obstacle to their participation in social security retirement pension
schemes. Nevertheless an innovation of recent reforms is that excluded
groups now have the possibility of voluntarily affiliating to the new systems.
Groups with strong political representation, such as the armed forces, civil ser-
vants, petrol companies and teachers, are frequently covered by generous retire-
ment schemes, financed out of general revenues and they have frequently been
excluded from the reform processes (Bonilla and Conte Grand, 1997).

In Argentina, Colombia, Uruguay and Mexico reforms of retirement and
pension schemes have taken place in an environment characterized by consulta-
tions and bargaining among social actors. By contrast, the decisions regarding
the reform processes in Chile and Peru were made at the highest level of govern-
ment. Costa Rica has adopted an important reform of its schemes for special
groups and has implemented the approach, for the first time in Latin America,
of gradually complementing the partially funded social security scheme with a
voluntary one of defined contribution accounts. A legal draft under considera-
tion in 1998 makes this programme mandatory, converting the system into a
mixed one.
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Box RB3.2 Chile
Chile started a new defined contribution pension scheme in 1981. Unlike the old
system, which entrusted fund management to public institutions, funds in the
new system are administered by private corporations known as Administra-
doras de Fondos de Pensiones or Pension Fund Administrators (AFPs). AFPs
must meet minimum capital and profitability requirements and are financed
through commissions collected from employees. All new employees must
enter the private pension scheme. Self-employed workers, however, have
the option of remaining outside the system.

The AFPs invest payroll contributions after making deductions for adminis-
trative expenses. The charges and rates of return of the AFPs are widely
publicized. Workers are allowed to move their funds among AFPs, thus creating
a market for pensions.

Individuals are required to contribute 10 per cent of their pre-tax salary to a
private pension fund of their choosing with an option to add to that amount.
Voluntary contributions into the mandatory account held with an AFP are
also deductible from income tax, as is the interest earned. An additional
amount, ranging from 2.5 to 3.74 per cent of payroll, is levied to finance disabil-
ity benefits and pre-retirement survivor benefits, and for administrative
expenses. The average for 1997 was about 3 per cent. Employers do not contri-
bute on behalf of their workers in the AFP system. Workers receive recognition
bonds for their contributions in the former system. These bonds earn a real rate
of return of 4 per cent.

Pensions are available for men at age 65 and for women at age 60. Benefits
may be taken as either a price-indexed annuity, a phased withdrawal or some
combination of the two. At retirement the individual must contract with an insur-
ance company to convert his or her account balance to an annuity or contract
with the AFP to organize an individual payout schedule.

Regulatory oversight is strictly maintained by requiring the AFPs to meet
certain financial requirements and operating standards. Pension funds are
legally defined as separate entities apart from the fund management. Because
poorly developed capital markets in Chile offered few other investment oppor-
tunities, initial AFP fund investments were limited mostly to government bonds
and bank deposits - both indexed against inflation. While portfolio diversifica-
tion has increased over the years, investments continue to be restricted by law.
Investment rules, aiming to ensure that AFP funds are conservatively invested
with diversification of the portfolio, specify maximum limits on the percentage
of the portfolio held in different types of assets.

The government provides a minimum pension to retirees whose individual
pension accounts prove insufficient. That guarantee, however, applies only
to those of pensionable age having contributed into the system at least 20
years. The government also provides a means-tested public assistance pro-
gramme for the indigent elderly. It also guarantees the minimum profitability
of AFPs by forcing them to set aside prescribed amounts in a profitability
reserve whenever the investment return exceeds a prescribed percentage
above the AFP industry average. Should the investment return fall too far
below the average of all AFPs, the AFP is required to make up the difference
through that profitability reserve. If that were inadequate, individual accounts
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would then be compensated from investment reserves. An AFP unable to
finance the shortfall in the rate of return from its investment reserves is
forced to liquidate, workers' individual accounts are transferred to other
AFP5 and the state makes up the shortfall. A further guarantee provided by
the government involves the annuity payments for retirement, disability and
survivors' pensions handled by failed insurance companies. This amounts to
100 per cent coverage of the minimum pension and 75 per cent of the difference
between the minimum pension and the value of the original benefit up to an
indexed ceiling.

Brazil has endorsed a reform of its retirement pension scheme, concentrating
on improving its existing system and at the same time strengthening employer-
provided pensions. In Colombia the approval of the new social security law
emerged as a solution to the impossibility of obtaining consensus on either of
the proposed alternatives, which were a modernization of the social insurance
scheme or a defined contribution scheme. Finally it was agreed to let partici-
pants choose. All Latin American countries that have reformed their retirement
benefit schemes have maintained invalidity and survivors' pensions by collective
distribution of risks among participants.

Since the Chilean reform in 1981, with the exception of Uruguay which
permits benefits only as life annuities, all other reforms have allowed the
choice of phased withdrawal of benefits as an option. A major difference
between the reformed and traditional schemes is that in the reformed system
many workers choose the phased withdrawal option which does not offer the
guarantee that benefits will be paid from the scheme for life.

In the defined contribution schemes workers are charged commission by the
pension fund management companies to cover the expenses and profit of those
companies. A factor subsidizing the costs of the reformed systems is that the
commission is deducted from the worker's gross wage and is not considered
as income to the worker and consequently is exempt from income tax. Thus a
percentage of the commission is financed by the government, through a reduc-
tion in personal income taxes, and therefore the worker is less sensitive to the
absolute difference in commissions betweeii different providers.

The countries with major structural reforms resulting in the establishment of
defined contribution plans can be divided into three groups (Mesa-Lago,
1997a). First, some countries (Bolivia, Chile, El Salvador and Mexico) have
substituted a defined contribution scheme for the former defined benefits
scheme. In these countries, the old system is closed to new entrants. Second,
two countries - Argentina and Uruguay - have introduced a mixed system,
with all workers participating in both the defined contribution scheme and
the defined benefit social security scheme. In these countries the old system
has been reformed and continues to operate alongside the new system, which
is a mixed system providing a basic benefit through a social scheme and a
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supplementary benefit provided through a defined contribution scheme. In
Argentina old workers can choose the reformed old system or the new mixed
system, but all new workers must join the mixed system. In Uruguay low-
income workers only participate in the social insurance scheme. Third, Colom-
bia and Peru have maintained parallel schemes with workers choosing to
participate in one. In these countries the defined contribution schemes compete
with the defined benefit social security scheme (ibid.).

There are significant differences in the level of coverage of the economically
active population among the eight countries (ibid.). In the southern cone
countries of Argentina, Chile and Uruguay coverage of the economically
active population is about 80 per cent; a similar coverage rate existed prior to
the reforms. In Mexico, Colombia and Peru the coverage rate is 38, 35 and
32 per cent, respectively. In the least developed countries of El Salvador and
Bolivia coverage is only 23 and 12 per cent, respectively. The size of the covered
population also differs considerably, ranging from 11 million in Mexico, 8 mil-
lion in Argentina and 6 million in Chile, to half a million in El Salvador and
356,000 in Bolivia. In Bolivia it is estimated that there are an additional
500,000 workers who evade contributions. The size of the covered population
is important to allow competition among pension providers, which is funda-
mental for the systems to function properly. In Argentina and Uruguay cover-
age is legally mandatory for the self-employed but it is voluntary in the other six
reform countries. In most of those six countries the informal sector, which
mainly consists of the self-employed, is large, being the majority of the econom-
ically active population.

In all the countries with defined contribution schemes there is a large
difference between the number of workers registered with the system (called
affiliates) and those registered who actively contribute. In 1996 the ratios of
active contributors to affiliates were 45 per cent in Peru, 53 per cent in Colom-
bia, 52 per cent in Argentina, 54 per cent in Chile and 72 per cent in Uruguay.
Possible explanations include that not all affiliates are actively employed and,
because of the frequent switching among pension providers, there may be
double counting of the number of affiliates, who have switched but are still
retained on the records of the original provider.

Compulsory pension schemes around the world are generally administered
by public institutions and, until the reform cf the system in Chile, there was
no case of private administration. The substitution of private administration
for public was done in Chile because of disappointment with public administra-
tion. All pension fund administrators in Chile are private sector for-profit
companies. In four countries individual accounts are administered solely by
private for-profit corporations devoted exclusively to that purpose: Bolivia,
Chile, El Salvador and Peru. In Argentina and Mexico, the public sector
provides a pension fund administrator to give workers a choice. In Argentina,
Colombia, Mexico and Uruguay there are a number of different types of
pension fund administrators. These include private for-profit corporations,
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not-for-profit organizations, national social security institutions (Mexico and
Uruguay), banks (including state banks in Argentina), insurance companies,
unions, mutual aid societies and cooperatives. In all the countries there remains
a public social security scheme that is administered by the government.

In Chile each pension fund administrator can only manage one fund but
there have been proposals to change that. In Mexico administrators are allowed
to manage multiple funds with different risk and return characteristics. The
number of pension fund administrators is positively related to the number of
workers in a country. In mid-1998 Argentina had 18 administrators, Mexico
17, Chile 12, Uruguay 6, Peru 5, El Salvador 5 (which had requested authoriza-
tion) and Bolivia 2. Periodic reports are provided by the pension fund adminis-
trators to the affiliates and are important means by which affiliates can monitor
the handling of their contributions. These are provided quarterly in Chile,
Colombia and Peru, triennially in Argentina, biannually in El Salvador and
Uruguay, and annually in Bolivia and Mexico (ibid.).

The government retains a role in the defined contribution schemes as system
regulator. In Chile and Mexico the regulatory agency is a separate government
organization financed by the government. The state regulatory agency is
financed by the pension fund administrators in Argentina, Bolivia and El Salva-
dor whereas in Peru the regulatory agency is financed by the pension fund
administrators but is not supervised by the state. In Colombia the Superinten-
dency of Banks regulates the pension fund administrators.

CONCLUSION

Latin America has become a leader in the pension reform movement around the
world. Pension reform is continuing in the region itself, with countries having
recently carried out reforms working to fully implement them and with other
countries considering major changes incorporating defined contribution
pension schemes. Nonetheless, as of the end of the 1990s, all of the countries
in the Caribbean and the majority of the countries in Latin America retain
traditional defined benefit social insurance schemes.
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REGIONAL BRIEF 4

THE ARAB STATES OF THE
MIDDLE EAST

The countries considered in this regional brief are the Arab states of the Middle
East: Bahrain, Iraq, Jordan, Kuwait, Lebanon, Oman, Qatar, Saudi Arabia,
Syria, United Arab Emirates and Yemen. In addition the territories under
the Palestinian Authority have two pension schemes for civil servants (one
operating in the West Bank and the other in Gaza) with different benefit
structures.

The countries in this region have a long tradition of social and family soli-
darity that is reflected in their systems of government and social security
arrangements. All the countries are members of the United Nations and the
Arab League, and have attempted to follow the Conventions and Recommen-
dations of the International Labour Office and the Arab Labour Organization
in the development of their social security and social insurance schemes. This
especially applies to the ILO Social Security (Minimum Standards) Convention,
1952 (No. 102), and Arab Conventions No. 1 of 1966, No. 6 of 1976 (labour
standards and the need to promulgate specific laws on social insurance), No. 3
of 1971 (minimum standards of social insurance) and No. 24 of 1981 on the
rights of Arab workers to social benefits when employed in other Arab
countries. Given the countries' cultural similarities and mutual collaboration,
these schemes display many similarities.

Priority has generally been given to providing protection against the contin-
gencies of invalidity, disability and employment injury. The role and interven-
tion of the state through appropriate legislation is a key factor in an analysis
of social security and social insurance schemes. Complementary private or
employer-based arrangements are not as well developed as in other regions.

While governments are responsible for the social security programmes,
cooperation between employers and employees has been encouraged and, in
most cases, th schemes are financed by contributions from both employers
and employees, with the state covering any deficit. In most countries the
schemes are relatively young, having to a great extent replaced traditional
social protection schemes over little more than a generation ago.
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SOCIOECONOMIC OVERVIEW

The countries of this region have been through considerable turmoil since the
end of the Second World War. Their strategic position, first as a travel and
trade route, followed by the discovery of oil, has at times contributed to con-
ificts, as have religious differences. Conflicts have significantly affected the
development of social security schemes in Yemen, Lebanon and the Palestinian
Authority.

With the exception of Yemen, which is poor, all the countries of the region
have a fairly high life expectancy, with life expectancy at birth for females in
most countries being 70 or higher, but only 50 in Yemen. The fertility rate
in the region is also high, with 6.4 children per family in Saudi Arabia, 5.7 in
Iraq and 7.6 in Yemen, but 3.1 in both Kuwait and Lebanon. Because of the
high fertility rates, the countries of the region are not facing an immediate
problem of population ageing. In Jordan, the population aged 60 and older
in 1996 was 3.4 per cent of the total population. In Saudi Arabia and most
of the other countries of the region more than 40 per cent of the population
was younger than 15. In Bahrain in 1996 the ratio of pensioners to covered
workers was 3.1 per cent (Bahrain, 1997). With the exception of Kuwait,
which has a declining population, the combination of high life expectancy
and high fertility is causing the population of the countries of the region to
grow rapidly.

The general economic situation in the region over the 1980s and 1990s was a
function of several adverse factors that slowed or halted growth in GDP. The
region had a number of serious conflicts: the IranIraq war, the Gulf War,
the war in Lebanon and the Arab-Israeli conflict. Towards the end of the
1990s, however, countries again experienced economic growth. GDP per
capita in the region differs greatly depending on which countries have oil.
The two wealthiest countries in the region, United Arab Emirates and
Kuwait, have per capita income exceeding that of many western European
countries. Jordan and Syria have per capita income roughly comparable to
that of Poland and Romania. Yemen has per capita income roughly comparable
to that of India.

SOCIAL SECURITY RETIREMENT BENEFIT PROGRAM MES

The social security programmes in the Arab states have all been established
since the 1950s. All the programmes are traditional defined benefit social
insurance programmes. They generally provide both retirement benefits and
employment injury benefits. Voluntary occupational pension schemes are not
an important source of retirement income.

Iraq was one of the leaders in the region, establishing its retirement benefits
programme in 1956. That programme was a provident fund, which was con-
verted to a social insurance scheme in 1964. Syria followed in 1959. By contrast
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Oman only started its programme in 1991. The programme in Yemen was also
implemented that year, at the time of the reunification of the country. South
Yemen had instituted a social security law in 1974 but social security varied
among the different sultanates. Falling between these extremes, Saudi Arabia
established its programme in 1969 and Kuwait did so in 1976. Prior to 1976
in Kuwait, and similarly for the other countries, schemes existed that provided
retirement benefits for civil servants and the military.

The countries in the region are not facing an urgent need to reform caused
by financial insolvency. The social security programmes are relatively new and
have adequate funding to pay current benefits. Their populations are relatively
young, and there is no talk in these countries of the need to raise the retirement
age.

Coverage

While the coverage rates tend to be higher than in Africa and Asia, countries in
the region generally do not cover all workers with their social security retire-
ment benefit programmes. It is important to distinguish between the coverage
of nationals and non-nationals since the labour market in this region is charac-
terized by a large number of migrant workers, both between countries in the
region and from those outside. Saudi Arabia, the United Arab Emirates,
Kuwait and Jordan are major ithporters of foreign labour, while other
countries, such as Syria, are exporters. This is reflected in the social security
pensions. In spite of the international conventions which call for equality of
treatment between nationals and non-nationals, some countries, such as
Saudi Arabia, Oman, Bahrain and the United Arab Emirates, specifically
exclude foreign workers from coverage under the pension schemes (although
not under the employment injury scheme).

Other countries draw no distinction in law between national and non-
national workers and bilateral agreements exist, such as between Jordan and
Egypt, to ensure that pension rights are preserved or converted, when migrant
workers return to their home countries. But many of the migrant workers
(Syrians, Egyptians, Yemenis, as well as others from South-East Asia) work
in host countries such as Jordan, Lebanon and Saudi Arabia in the informal
sector, particularly in the construction or services sectors, and are thus effec-
tively outside the scope of social security protection. The coverage of migrant
workers in the region is a long-standing problem which shows little sign of
being satisfactorily resolved.

As regards the coverage of national workers, typically such groups as the
self-employed, casual and temporary workers, domestic servants and members
of the family are excluded (although Kuwait and Bahrain cover some of the self-
employed and Oman plans to do so). Some countries have chosen to limit
coverage to those who work for larger employers: in Bahrain and Saudi
Arabia, ten or more workers; in Jordan, five or more.
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Retirement age
Some of the Arab states allow receipt of retirement benefits at ages that are
young by international standards. These benefits will undoubtedly need to be
reviewed in due course, since in most cases either early retirement is not
penalized or the penalty is small (for example, a reduction of only 10 per cent
is imposed under the Jordanian scheme for early retirement from age 46). In
Yemen workers can retire at age 45 with 20 years of contributions; in Kuwait
women can retire at age 40 with 20 years of contributions; in Lebanon both
men and women can receive benefits at any age with 20 years of employment.

In Bahrain workers can receive retirement benefits at any age while continu-
ing to work so long as they have 20 years of contributions. They receive reduced
benefits for retirement before age 60 for men and 55 for women. Some female
workers retire as young as 35. In Jordan both men and women can retire at
age 46. Saudi Arabia, Bahrain and Iraq, however, all have set a minimum retire-
ment age of 60 for men. In Saudi Arabia a worker can qualify for retirement
benefits by working the 60 consecutive months immediately preceding retire-
ment. Workers failing to meet qualifying conditions can receive a refund of
their contributions.

In a number of the countries of the region the minimum retirement age is
lower for women than for men. Those countries include Bahrain, Iraq,
Kuwait and Oman, while in Jordan, Saudi Arabia and Syria the minimum
retirement age is the same for both sexes. In Syria, both men and women
can receive benefits at age 55 with 20 years of work. In most countries of
the region, to receive retirement benefits the individual must have ceased
working, or at least ceased working in the sectors of work covered by social
security.

Ben ef its

Lebanon and Yemen differ from the other countries of the region in that, while
they also have schemes based on social insurance principles, they pay lump-sum
benefits rather than annuities.

In all countries of the region benefits are based on a short averaging period
of earnings. In most of the countries benefits re based on the average of the
final two years' earnings, but in Kuwait they are based on the final month
and in Lebanon they are based on the final month or on the average of the
final 12 months, whichever is higher. Apart from the problem that, on this
basis, the pensions award does not reflect the lifetime pattern of earnings
from labour, in some schemes earnings are manipulated so that the reference
period will produce a higher rate of pension.

In Lebanon, although public servants and members of the armed forces
receive pensions under special provisions, private sector employees are only
entitled to a lump-sum payment on termination of service, which is financed
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by the employer and which is based on length of service and average earnings.
Lebanon is considering starting a social insurance pension scheme, but propo-
sals have not yet been formalized.

In Yemen the process of first unifying schemes following unification of the
country (the south had a provident fund for the private sector and a pension
scheme for civil servants, and the north a pension scheme for public servants)
has been compounded by the desire to unify private and public sector schemes.
All other countries with schemes pay pensions, although they generally have
separate schemes for public servants. The pension formulas tend to be relatively
generous, thus facilitating early retirement and affording limited scope for
supplementary arrangements. In most countries of the region, the benefit is
calculated at 2 per cent times years of service times the average wage during
the reference period, with some countries providing minimum and maximum
benefits. Kuwait provides 65 per cent of the last month's earnings plus 2 per
cent of the last month's earnings times years of service above 15 years of service.
Thus someone working 30 years would receive the maximum replacement rate
of 95 per cent of the last month's earnings. This benefit could be received at age
50 for someone working continuously from age 20. Iraq has a relatively small
difference between minimum and maximum benefits, the maximum being less
than three times the minimum.

In Kuwait up to 25 per cent of the retirement benefit can be received as a
lump-sum payment, which has caused some workers to retire in order to receive
it. A Kuwaiti woman who has children can retire at any age after 15 years of
work and be entitled to a pension for the remainder of her life and her children
are entitled to receive a survivors' pension after her death. Kuwaitis working in
arduous or dangerous occupations can retire at any age after 20 years of work.
Because the self-employed do not receive a fixed income, they are free to declare
the amount of income upon which they wish to make contributions. The contri-
bution rate rises over higher income brackets in ten steps of one percentage
point each, from 5 to .15 per cent, where 15 per cent equals the amount paid
by employers and employees combined.

In Kuwait, with its provisions for early retirement, many doctors, teachers,
engineers and other trained professionals, whose education was largely paid for
by the Kuwaiti government, have retired before reaching age 40. This has
created a loss of highly trained workers and a need to rely more heavily on
foreign workers. The high cost of providing generous early retirement has led
to a heavy financial burden on the scheme and pressure to reduce the availability
of early retirement benefits. Because of this, Kuwaiti law has been amended to
gradually phase in a fixed minimum retirement age of 45 for men and 40 for
women. Starting in the year 2000, the fixed minimum retirement age will
increase until it reaches 55 for men and 50 for women in the year 2020.

In most of the countries of the region benefits in payment are increased
irregularly. In 1996 in Jordan benefits were increased by a fiat amount or
by 10 per cent, whichever was higher. For pensioners receiving the minimum
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Table RB4.1 Summary of contributions for pension and lump sum on retirement

Country Employer's Employee's State contribution
contribution (%) contribution (%)

Saudi Arabia 8 5 Annual subsidy to cover the deficit
Bahrain 7 5 None
Iraq 12 (20 in oil sector) 5 None
Jordan 8 5 Cover of deficit
Kuwait 10 5 Annual subsidy of 10 of salaries
Lebanon (lump suni) 8.5 -
Oman 8 5 5 of remuneration
Syria 14 7 -
Yemen 9 6 6% as employer

benefit, which accounted for 80 per cent of pensioners, the increase was 30 per
cent.

Financing

Across the Arab states - except Lebanon - both the employee and employer
contribute towards the financing of retirement benefits, with the employer con-
tributing at a higher rate than employees. In Lebanon only the employer
contributes. Jordan and Oman have advance funding of benefits. Other
countries, such as Syria, use pay-as-you-go financing.

Employee contributions across the region range from 5 to 7 per cent and
employer contributions range from 7 to 14 per cent (see table RB4.l). In
Bahrain employees who are voluntarily insured must pay both the employee (5
per cent) and employer (7 per cent) mandatory contribution. In Lebanon employ-
ees contribute nothing and employers contribute 8.5 per cent of payroll. In Iraq
the employers' contribution for social security retirement benefits is considerably
higher for oil companies (20 per cent) than for other companies (12 per cent).
The employee contribution is 5 per cent. These contributions finance sickness,
maternity and employment injury benefits as well as retirement benefits.

In some countries the government also contributes. In Saudi Arabia the
actuarial balance of the social security scheme is reviewed at least annually. If
the review reveals an actuarial deficit, the state will contribute to cover it. In
Oman the government provides a subsidy equal to 5 per cent of total wages.
Kuwait provides a large government subsidy of 10 per cent of total payroll.
In Jordan the government provides financing for any deficit not financed by
employer and employee contributions. In Yemen, by contrast, the government
contributes 6 per cent for its employees while all other employers contribute 9
per cent.

Because the scheme jn Jordan is fairly young, with few beneficiaries relative
to workers contributing, it is building up assets. In 1996 it had assets equal to 17
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per cent of GDP, while its expenditures equalled 0.8 per cent of GDP. Its rate of
return on its funds that year was 8.1 per cent. It first started paying benefits in
1995. A covered worker in Jordan may make additional voluntary payments to
get credit for past service that occurred before the social security law was
enacted.

Administration of social security schemes
The administration of most of the social security retirement benefits schemes in
the region involves the participation of representatives of both employers and
employees. Generally the legislation establishes a public authority or corpora-
tion as an independent autonomous legal entity, but with a designated minister
providing oversight (usually the Minister of Labour, but the Minister of
Finance in the case of Kuwait). The managing institutions in most of the
region are politically autonomous from the government, at least in principle.
In reality the degree of political autonomy varies, with the politicians having
a large influence over the management of the social security institutions in
some countries.

The Saudi scheme is administered by an executive board which is composed
of four members representing the state, three representing employers and three
representing employees. Seventeen regional offices in the main cities are respon-
sible for collecting contributions and paying benefits. In Bahrain the system has
an executive board jointly composed of representatives of employers, employees
and the state. Because of the small area of the country, all contributions are col-
lected and benefits paid in the capital city. In Iraq, Jordan, Kuwait, Lebanon
and Syria the system is also supervised by a tripartite executive board, with
an equal number of representatives of employers and employees and a larger
number of representatives of the state. Although the boards are intended to
be supervisory and the institution autonomous, the scope of the autonomy
varies and in some countries is effectively limited by a combination of factors
such as the presence of the minister as chairman of the board, the appointment
of board members by the minister and the limited experience of board members.

During the wars in North and South Yemen and Lebanon, social security
records were destroyed as well as government facilities. Social security adminis-
trations are facing the difficult task of rebuilding the government infrastructure.

In Jordan the administrative expenditures of the social security institution
were 4 per cent of total revenues in 1995 and 3.3 per cent in 1996. The percentage
may have declined as a consequence of the increase in revenues as more workers
were brought into the system (Jordan, 1997).
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CENTRAL AND EASTERN EUROPE

SOCIOECONOMIC OVERVIEW

The transition countries of Central and Eastern Europe are often considered to
be similar, and thus to face the same type of problems. While that was oniy
partly true before the collapse of the centrally planned economies of the
region, it has since become even less so. Differences are increasing across
countries in their economic and social situation and also in their institutional
solutions in the area of social protection.

Countries in the region differ considerably in their levels of economic devel-
opment and living standaids. Some countries, such as the Czech Republic, Hun-
gary and Slovenia, have upper middle-level incomes. Other countries, such as
Albania, Macedonia or Moldova, have a relatively low level of income. Average
life expectancy at birth also varies significantly across the region, partly reflect-
ing differences in living standards. Differences in per capita income levels and
living standards are widening as a result of divergent economic performance
among the countries.

During the economic transition from 1989 to 1996, GDP declined in nearly
all countries of the region. The countries differ significantly, however, with
regard both to the depth of output contraction and to prospects for a return
to stable growth. Countries in the Central European Free Trade Agreement
group (CEFTA) - the Czech Republic, Hungary, Poland, Slovakia and Slovenia
- experienced the smallest decline in output: less than 20 per cent on average.1
These countries also resumed economic growth in 1993 and were, on average,
expected to achieve their pre-transition level of GDP in 1997. The economies
of the countries of south-eastern Europe (Albania, Bulgaria, Croatia, the
Former Yugoslav Republic of Macedonia, and Romania) contracted by as
much as 30 per cent of GDP. Most of these countries were experiencing eco-
nomic growth in the late 1990s, but it was slow and fragile. In the Baltic states
of Estonia, Latvia and Lithuania, the contraction of output during the first
half of the 1990s was the most severe and reached as much as 50 per cent of
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GDP. All three resumed growth in the second half of the decade. In other former
Soviet Union countries (Belarus, Moldova, Russian Federation and Ukraine)
output was still contracting in the mid-1990s and growth prospects remain
uncertain.

The transition from a centrally planned economy to a market economy has
caused significant declines in output, employment, wages and indicators of
health. These declines increase demand for social protection benefits. Not
only do many more people require such benefits, but also in most countries
more older workers are either forced, or encouraged, to retire early by the
worsening labour market situation. This creates a greater number of benefici-
aries and increases the demand for retirement income financing, which conflicts
with shrinking public revenues.

Public revenues are shrinking for two reasons. One is purely economic:
lower output, employment and wages reduce revenue from taxes and social
security contributions. The privatization of the economy also makes collection
of taxes and contributions increasingly difficult, as non-compliance and evasion
grow. The second reason is more political in nature: one of the objectives of the
transition, explicitly stated in many government programmes, is to make the
state apparatus smaller and to restrict the redistribution of resources through
the state budget. Political freedom is also making public revenues depend on
society's willingness to pay taxes and mandatory contributions. The CEFTA
countries have the highest levels of public revenue, even though such revenue
is lower than in the past and decreasing. Public expenditure is nearly as high
in some countries of the former Soviet Union as it is in the CEFTA group
(higher in Ukraine, slightly lower in Russian Federation), but these countries
have much larger deficits, which means that the actual level of revenue relative
to GDP is significantly lower. In most of the other countries public expenditure
has decreased dramatically, to well below 40 per cent of GDP, and the fact that
many governments have large deficits demonstrates the difficulties in collecting
taxes even at that level, Differences in expenditure and revenues among
countries in the region are only partly due to prevailing policies. To a large
extent they reflect differences in the governance of public finance, and in the
ability to collect revenues at the desired level, which has important implications
for social protection systems in these countries, particularly for pension
schemes, which consume a large part of public spending.

OVERVIEW OF SOCIAL PROTECTION SYSTEMS

The social protection systems in most Central and Eastern European countries
have features inherited from the systems of the former planned economies,
which consisted of a visible (explicit) and an invisible (implicit) component.
The visible institutionalized system of social security provided pensions,
short-term cash benefits and health care. The implicit component added security
through specific socialist income redistribution mechanisms, such as guaranteed
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employment, the provision of low-cost housing and heavily subsidized basic
goods and services (for example food and services for large families, educational
supplies, books and cultural goods and services). There was also a system of
cash and in-kind benefits provided by state enterprises for employees, their
families and retirees, such as cash allowances, subsidized recreational facilities
and vacations, and subsidized short- and long-term loans.

The collapse of the command economies in Central and Eastern Europe
ended the era of guaranteed full employment. As old state and emerging private
enterprises struggle for survival in a market economy, they cannot afford to
provide social employment. For the same reason they are moving away from
providing social benefits and services. State enterprises are often still obliged
to provide some social funds. In many countries of the region, however, the
share of those employed by the state sector has radically decreased and private
enterprises are, in most cases, neither obliged nor willing to provide social
benefits.2 These social functions of the labour market, along with many consu-
mer subsidies, were transferred to the explicit social protection systems, which
suddenly faced enormous new challenges.

In a majority of the centrally planned economies the provision and financing
of explicit social security benefits (pensions, short-term benefits and health care)
through social insurance contributions was replaced by government provision
and financing. Social assistance, as well as welfare and unemployment benefits,
played a small role. The unavoidable side effects of the difficult structural eco-
nomic transition to a market economy during the first half of the l990s have
forced an adjustment to the emergence of unemployment and the rapid increase
of poverty. Since 1990 unemployment benefit schemes have been introduced or
adapted, and social assistance schemes developed for an increasing number of
people who have fallen into poverty.

The emerging explicit social protection systems resemble the classic three-
tier structure prevalent in western Europe:

social assistance schemes, providing means-tested benefits for those in need;

universal benefits, available to all citizens;
social security schemes, providing benefits for employed or contributing
members.

RETIREMENT, INVALIDITY AND SURVIVORS' BENEFITS

Social security pensions for the elderly and the disabled were part of the social
protection systems in the former centrally planned economies of Central and
Eastern Europe. Those pension schemes were designed to work in a different
economic and social environment than the one that emerged in the late 1980s
and the 1990s.

First, in the past, few countries in the region had high inflation rates. Price
adjustments of controlled prices were made periodically and were usually

555



Social security pensions: Development and reform

followed by adjustments to pension levels. Most pension schemes thus had no
automatic provisions for the indexation of pension benefits. After 1990 nearly
all of the countries in the region had high and persistent inflation. To prevent
benefits from deteriorating, adjustments were made, many of which were flat-
rate adjustments distorting benefit structures. Some schemes, such as those of
Bulgaria and Ukraine, have managed to maintain the differentiation between
minimum and maximum pension levels, although flat-rate compensations
have reduced the difference between minimum and maximum pensions (from
a factor of three to two in Bulgaria). In other countries, such as Latvia and
Lithuania, earnings-related pensions have degenerated into flat-rate pension
schemes. Introduction of adjustment mechanisms became one of the first impor-
tant changes in the pension schemes, although this was practical only when
inflation rates decreased and stabilized.

Second, the region's pension schemes were designed for a situation of mod-
erate differences in earnings. Earnings differences have increased dramatically in
all transition economies.3 At the same time, social security pensions were the
only source of retirement security, with no supplementary pensions. Widening
differences in earnings, coupled with the reduced differential between minimum
and maximum pensions, are the source of complaints by higher earners and of
pressure to make the present schemes more earnings-related and less redistribu-
tive. This in turn opens the possibility for supplementary pensions.

The former pension schemes granted relatively early retirement pensions,
generally to men at age 60 and women at age 55 (except in Poland, where the
ages were 65 and 60, respectively). Typical qualifying conditions were 25
years of contributions for men and 20 years for women. People such as
miners, who worked under unhealthy or hazardous conditions, were allowed
to draw retirement pensions earlier. Similarly, earlier retirement ages often
applied to mothers with more than four or five children or with disabled
children, and also to certain categories of people disabled from birth.

In many countries in the region, high unemployment induced governments
to provide new regulations allowing earlier retirement for other categories of
workers. As a result, actual retirement ages are much lower than the already
low early retirement age. In addition pensioners may continue working in
many countries, often without substantial reduction in benefits, but rising
hidden or open unemployment has led to a sharp decline in pensioner employ-
ment in many countries. In Slovakia, for example, the proportion of working
retirement pensioners fell from 33 per cent to 13 per cent over the period
1 989-92.'

Retirement pension benefit formulas normally use a fixed percentage of
reference income for the required minimum number of years, plus an increment
for additional years of service. Reference income is usually an average over
several years (the last years before retirement or the best years during a
career), but the calculation might not take into account the full amount of indi-
vidual income. Some countries define a number of income bands and calculate
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annual reference income as the sum of a descending series of factors times the
width of the band.5 Owing to this calculation method, the actual replacement
rates of pensions are a decreasing function of income. Actual replacement
rates are generous, and could reach 75 per cent of the reference income for 40
to 45 years of service and 50 per cent or 55 per cent for as little as 20 or 25
years of service (for example, in Slovakia and Ukraine).

Invalidity pensions are paid at two or three different rates, according to the
degree of disability, but without crediting notional insurance periods from the
start of invalidity up to the earliest retirement age, as is often done in western
Europe. Survivors' pensions are paid as a percentage of the pension entitlement
of the deceased. Retirement, invalidity and survivors' pensions are generally
subject to a minimum and maximum pension provision. For example, in
Ukraine the maximum is three times the minimum pension.

Social pensions for elderly people who do not otherwise qualify for a
pension are paid five years after the normal retirement age. The social pension
is less than or equal to the minimum pension for retirement, survivor and
invalidity. Social and minimum pensions were originally linked to the minimum
wage. This link, however, has been severed in many countries (for example, in
Bulgaria, Russian Federation and Ukraine). In some of these countries mini-
mum wages have been dlibrately held at a low level, leading to the inequitable
situation that minimum pensions are higher than minimum wages (for example,
in the Russian Federation).

Many countries provide generous eligibility conditions for invalidity
pensions, which are often used for early retirement. This is particularly true in
Poland, where invalidity pensioners account for nearly 40 per cent of all
pensioners. In many other countries - for example in Croatia, Hungary,
Macedonia, F.Y.R. and Slovakia - invalidity pensioners exceed 20 per cent of
the total (see table RB5.l).

The experience of pension schemes can be described by their average
replacement rate (the average pension divided by avage earnings subject to
contributions) and the system dependency ratio (number of pensioners/number
of contributors). The product of these two figures is the net pay-as-you-go con-
tribution rate of the scheme (disregarding non-collection of contributions)
expressed as a percentage of total insurable earnings of the insured population.
Table RB5.2 summarizes these crucial indicators for selected countries.

The estimated net pay-as-you-go contribution rates in Central and Eastern
Europe are at a normal level (if one takes into account that they are calculated
the basis of on net incomes) for mature European pension schemes. The system
dependency ratios, however, are high. They are much higher than demographic
dependency ratios, which are the proportion of those older than working age to
those in the working age (compare also table RB5.3). The main reasons for this
are the high number of pensioners of working age and the high number of
unemployed and thus non-contributing persons. The average financial ratios
given above refer to an average of all pensions (retirement, invalidity and
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Source: World Bank (1996d).
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Table RB5.1 Percentage distribution of pensioners by pension type, 1990-93

Country 1990 1991 1992 1993

Albania
Retirement 75.3 77.1 79.1 79.9
Invalidity 8.4 7.1 6.5 5.9
Survivors' 16.3 15.8 14.4 14.2

Bulgaria
Retirement 83.0 84.7 85.6 85.8
Invalidity 8.3 8.0 7.7 7.6
Survivors' 6.3 5.1 4.5 4.3

Croatia
Retirement 46.1 n.a. 52.0 52.4
Invalidity 26.6 n.a. . 22.7 22.5
Survivors' 27.3 n.a. 25.3 25.1

Czech Republic
Retirement 54.5 54.9 55.1 54.9
Invalidity 18.4 18.5 18.7 19.1
Survivors' 27.1 26.6 26.2 26.0

Hungary
Retirement 56.5 56.7 55.2 54.6
Invalidity 21.0 21.5 22.6 23.0
Survivors' 14.4 13.5 12,6 11.8

Lithuania
Retirement n.a. 79.7 79.1 78.7
Invalidity na. 13.6 14.9 15.4
Survivors' n.a. 6.7 6.0 5.9

Poland
Retirement 41.9 44.9 45.8 46.0
Invalidity 39.0 37.5 37.4 37.3
Survivors' 10.1 16.6 16.4 16.3

Romania
Retirement 74.8 75.2 73.9 72.7
Invalidity 7.3 7.6 8.8 10.3
Survivors' 17.9 17.2 17.3 17.0

Slovakia
Retirement 50.4 51.1 51.1 50.7
Invalidity 22.2 22.1 22.7 23.1
Survivors' 51.5 52.4 26.3 26.2

The Former Yugoslav Republic of Macedonia
Retirement 51.5 52.4 52.8 54.1
Invalidity 20.8 21.1 21.1 20.8
Survivors' 27.7 26.5 26.0 25.1
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Table RB5.2 Financial and demographic structure of selected pension schemes in
Central and Eastern Europe, early 1990s

Country, year Dependency ratio (%) Financial ratio (%) Net pay-as-you-go
contribution rate (%)

Bulgaria, 1992 80 34 27
Czech Republic, 1992 61 37 23

Latvia, 1994 56 42 24
Lithuania, 1992 46 30 14

Slovakia, 1993 60 44 26
Ukraine, 1993 58 43 25

Russian Federation, 1993 49 42 21

Source: Data collected by ILO, Central and Eastern European Team, Budapest.

Table RB5.3 Pensioners as a percentage of contributors, Central and Eastern
Europe (system dependency ratios in selected countries)

Albania 0.22 0.27 0.35 0.97*

Bulgaria 0.55 0.65 0.78 0.80
Croatia 0.31 n. a. 0.40 0.43

Czech Republic 0,42 0.46 0.50 0,51

Hungary 0.47 0.50 0.58 0,66

Poland 0.40 0.45 0.49 0.53
Romania 0.34 0.38 0.43 0.49
Slovakia 0.39 0.45 0.50 0.53
The Former Yugoslav

Republic of Macedonia 0.22 0.24 0.26 0.28

Note: 1n 1993 state farms were privatized. Before privatization of agriculture, state farms paid social security
contributions for their workers. Starting in 1993, workers were required to pay for themselves, but few did.

Source: Andrews and Rashid (1996).

survivor). The average statistical replacement rates of retirement pensions are
generally only slightly higher than the overall averages. These figures demon-
strate that in many Central and Eastern European countries, high system
dependency ratios are offset by pensions that are low in relation to average
wages, in spite of formerly generous pension schemes. The main reasons for
this dichotomy are the absence of automatic pension adjustments for inflation
and the limitations on maximum pension amounts.

The average replacement rate for the region as a whole was stable over the
period 1989-94 at about 50 per cent (see table RB5.4). In CEFTA countries the
average was higher - about 60 per cent, but with large differences between
countries: from 45-46 per cent in the Czech Republic and Slovakia to well
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Table RB5.4 Average replacement rates of retirement pensions, 1989-95 (as
percentage of net wages), Central and Eastern Europe

Albania 76.9 74.2 74,6 45.5 44.0 54.2
Belarus n.a. 25.7 38.8 21.8 37.2 34.7
Bulgaria 57.3 48.2 53.5 43.5 44.1 46.8
Croatia na 73.0 62.8 56.6 62.0 na
Czech Republic 47.9 49.8 51,8 46.3 45.8 46.8
Estonia 38.5 33.2 na. 46.3 35.0 38.9
Hungary 63.1 62.6 64.3 60.9 59.6 56.9
Latvia 37.6 29.8 26.0 34.6 30.7 33.5
Lithuania 40.7 43.9 44,3 52.5 49.4 45.9
Moldova 41.5 43.5 35.9 63.6 64.1 53.5
Poland 44.6 65.0 76.2 72.5 72.8 74.8
Romania 54.9 46.5 44.6 43.1 49.2 49.2
Russian Federation 35.5 33.7 33.8 25.8 33.6 35.0
Slovakia 49.2 51.0 53.6 49.1 48.1 45.0
Slovenia 75.2 89.2 73.6 77.8 73.9 75.4
The Former Yugoslav na 8.5 67.3 75.8 82.3 na

Republic of Macedonia

CEFTA 56.0 63.5 63.9 61.3 60.0 59.8
South-eastern Europe 63.0 64.1 60.6 52.9 56.3 50.1
Baltic Republics 39.2 35.6 35.2 44.5 38.4 39.4
Former Soviet Union 38.5 33.6 32.9 32.7 43.5 41.1

Average 51.0 51.7 51.5 49.1 51.2 50.5

over 70 per cent in Poland and Slovenia. In south-eastern European countries
average replacement rates fell from above 60 per cent to 50 per cent of the
average wage. In the countries of the former Soviet Union, replacement rates
are 40 per cent or less.

Total expenditure on pensions as a percentage of GDP is high on average for
CEFTA countries, but this is mainly due to the high level reported for Poland
(see table RB5.5). The figure for Poland is above 15 per cent, but this is not fully
comparable with those of other countries because pension expenditure there
includes personal income tax deducted from pension payments, while in other
countries pension benefits are not taxed. Nevertheless net estimates show that
Polish pension expenditure in comparable terms is approximately 13 per cent,
which is still the highest in the region. In other CEFTA countries, pension
expenditures are between 9 and 11 per cent of GDP.

Differences in expenditure levels are not due to different population age
structures, which in fact are generally similar over the region. To a degree,
they reflect differences in the generosity of the schemes, such as early retirement
and entitlement to invalidity pensions. The various levels of expenditure, how-
ever, can be explained to a large extent by different policies towards retirement
pensions. Some countries can only afford early retirement and other generous
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Table RB5.5 Pension expenditure as percentage of GDP, Central and Eastern
Europe

Albania UNICEF, 1995 5.7 6.8 10.1 6.2 6.2 - 5.7

Belarus UNICEF, 1995 - 6.2 6,4 5.7 6.0 - -
Bulgaria UNICEF, 1995 8.7 8.7 9.4 10.2 10.9 9.7 8.0

Croatia Andrews and Rashid, 1996 - 13.6 10.6 6.0 6,2 - -
Czech Republic Ministry of Labour, 1996 8.3 8.0 7.8 8.4 8.4 8.4 9.0
Estonia World Bank, 1996b - - - 5.3 6.6 6.4 7.0
Hungary ILO, 1997c 9.0 9.7 10.2 10.4 10.3 10.8 9.9

Latvia UNICEF, 1995 6.3 5.8 7.8 6.2 9.9 11.8 -
Lithuania UNICEF, 1995 4.9 5.5 6.1 5.8 5.1 6.3 6.7

Poland ILO calculations 6.7 8.1 12.4 14.6 14.9 15.8 15.6

Romania Andrews and Rashid, 1996 5.7 6.9 7.0 6.8 6.2 - -
Russian Federation UNICEF, 1995 5.9 6.0 6.6 7.3 6.4 5.9 -
Slovakia ILO, 1995a 7.8 7.9 8.6 9.9 9.1 8.7 8.6

The Former Yugoslav Andrews and Rashid, 1996 - 10.4 11.4 11.4 15.6 -
Republic of Macedonia

CEFTA 7.6 8.4 10.7 12.1 12.2 12.7 12.5
Sout/z-eastern Europe - 9,0 8.5 7.3 7.1 - -
Baltic Republics 5.6 5.7 7.0 5.8 7.3 9.5
Former Soviet Union - 5.8 6.6 7.2 6.6 - -

Average - 6.7 7.1 8.4 8.0

Note: Data for Poland for 1989-91 and 1992-95 are not comparable, since 1992 gross pension expenditure
includes personal income tax deducted from paid pensions. In most other countries, pension benefits are not
subject to taxation. Estimates show that net pension expenditure was 12.6 per cent of GDP in 1992 and 1993.

entitlement conditions because they pay low pensions. In other countries, such
as Poland, policies aimed at maintaining replacement rates at reasonable levels
must lead - if there are no significant changes in the system - to high expendi-
tures, which will be difficult to afford in the long run.

Major developments and reform inillatives
The benefits provided by existing and newly created social protection systems
are not sufficient to handle current social problems. All Central and Eastern
European countries are trying to adapt their social protection systems to the
new economic, social and political environment. The state of the reform process
varies greatly from country to country. For the most part, however, reforms are
proceeding on parallel tracks: a short-term, ad hoc, track and a long-term,
structural track.

The earliest reforms were emergency responses to emerging problems. This
category included decrees providing new unemployment benefits and social
assistance benefits, or decrees repeatedly adjusting pension benefits to high
inflation. These elements were often part of more comprehensive reforms
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which did not clear political hurdles fast enough to satisfy urgent needs. By the
late 1990s the phase of emergency reactions to the new problems of poverty and
open or hidden unemployment reached a consolidation stage. The benefit
systems were in place, but were not yet functioning properly.

The second reform track represented an attempt to tackle long-term concep-
tual, design and financial issues relevant to the social protection. system. This
process began in many countries with a separation of social insurance funds
and institutions from government administration (as in Albania, the Czech
Republic, Hungary and Slovakia). Sometimes basic pension schemes were sup-
plemented by voluntary tiers (for example, in the Czech Republic and Hun-
gary). Comprehensive reform of basic pension schemes has been implemented
thus far in the Czech Republic, Latvia and, most recently, also in Hungary
(1998), Croatia and Poland (1999). All other countries in the region have
debated reforms for several years, but only in a few of them had those debates
reached the parliamentary stage by the end of 1998 (for example, Slovenia).
Partial measures have been adopted in some countries, gradually phasing out
privileges for special employment categories, initiating gradual increases in
the retirement ages and modifying formulas for pension and entitlement con-
ditions. Nearly everywhere reform concepts have been developed and are
the subject of government discussion and public debate. In Bulgaria a White
Paper on social security reform was drafted in 1994, but the shape of the
future pension scheme was still under discussion four years later. (See box
RB 5.1 for further information about pension reform in Bulgaria.)

The social protection systems reform proposals in Central and Eastern
Europe, discussed or emerging from the debates on reform in the late 1990s,
typically include the following:

modified social insurance retirement pensions with a higher retirement age
and longer contributory period required, providing benefits through
purely, or almost purely, earnings/contributions-related benefit formulas.
These reforms are normally combined with supplementary (voluntary or
mandatory, private or occupational) second- and third-tier pension schemes
to complement statutory social security benefits;
lower replacement rates for maternity and sickness benefits;
consolidation of unemployment benefit schemes;6

improved social assistance benefits, resulting from better definitions of
eligibility and the construction of new or reshaped delivery networks;
a mixed health care delivery and financing system, in which personal health
care benefits would be provided and financed by new health insurance
schemes, with public health services remaining in the realm of the govern-
ment and shared service delivery between the public and private sectors;
streamlining of usually elaborate family benefit schemes, with many benefits
becoming income related;
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Box RB5.1 Bulgaria
Bulgaria's social security scheme was started in 1957. Until 1995 the Ministry of
Labour and Social Welfare was responsible for its operation. Since then the
National Social Security Institute has managed Bulgaria's social protection
system as an autonomous tripartite body. It relies on the state, however, as
its guarantor to finance its annual deficits.

Bulgaria's social insurance scheme is based on the defined benefit
approach with universal coverage, including employees from the private and
public sectors, self-employed workers, members of cooperatives and profes-
sional associations. Coverage has remained stable since 1990. The National
Social Security Institution provides wide protection for the contingencies of
retirement, invalidity, death and employment injury. Through its regular pen-
sion payments, the National Social Security Institution has also provided
different types of social assistance benefits - for example, family and electricity
allowances - which accounted for nearly 10 per cent of the National Social
Security Insurance benefit expenditure in 1996 and contributed to the deteriora-
tion of the financial situation of the institution.

Social security benefits have traditionally been financed solely from
employers' contributions. Only in recent years have employee contributions,
set at 2 per cent of insurable earnings, been levied. Contribution rates vary
according to employment categories as determined by the Labour Code of
Bulgaria: a contribution rate of 52 per cent of insurable earnings is payable
by those in the most arduous employment (Category I), 47 and 37 per cent by
those in Employment Categories Il and Ill, respectively. The overall average
contribution rate was 39 per cent in 1996. In 1996 about 80 per cent of workers
were in Employment Category III, under which the normal retirement age is 55
for women and 60 for men, and the required service for a full pension is 20
years and 25 years, respectively.

In exchange for paying higher contribution rates, workers under Employ-
ment Categories I and II have been entitled to favourable eligibility conditions
for receiving retirement pension. For example, they can retire as early as age
47 for women and age 52 for men if they satisfy a minimum required period of 15
years' service. Although the government intended that the higher contribution
rates would compensate for the additional cost of providing more generous
provisions for these Employment Categories, there has been cross-subsidiza-
tion coming from Employment Category Ill. This factor contributed to the
deteriorating financial situation of the social protection system of Bulgaria
and was further compounded by strong pressures coming from trade unions
to entitle their members to be classified under the more favoured Employment
Categories I and II.

The financial situation of the National Social Security Institution has been
markedly affected by the ageing problem of Bulgaria, which is well ahead of
most other countries in the world, as low fertility rates have prevailed for
many years. After a steep decline at the beginning of the 1990s the number
of contributors remained fairly stable over recent years at nearly 3.1 million
in 1996, who represented 37 per cent of the 8.4 million general population
and 80 per cent of the labour force. The number of pensioners, however, has
increased since 1990, especially in the initial years of transition, while the
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number remained relatively stable after 1993 with approximately 2,3 million
pensioners in 1996, of whom 87 per cent received lifetime retirement pensions.
This implies an old-age National Social Security Insurance dependency ratio of
59 retirement pensioners per 100 contributions, which is high compared to the
corresponding ratio for the general populatior of 36 people aged 60 and older
per 100 people aged 15 to 59.

Since 1990 the government has taken various initiatives to adapt to a new
economic and social environment but these moves have generally been
regarded as too slow. An apparent consequence was the economic turmoil
of 1996-97, with inflation soaring in 1997. Thus in addition to having a demo-
graphic problem, the National Social Security Institute had to deal with
hyper-inflation which was not a major issue before the reform process stalled.
Reforms adopted by the government to make pensions more equitable for all
pensioners, through the use of individual coefficients that harmonize the past
earnings level of all individuals in reference to the national average wage,
turned out to be futile because of high inflation.

Since April 1996 the National Social Security Insurance has reinforced the
earnings-related basis of its pension formula, defined as the individual co-
efficient in reference to the national average wage times the individual replace-
ment rate (calculated as 55 per cent plus 2 per cent times years of service in
excess of the minimum requirement) times the past 3-year national average
wage. Under hyper-inflation almost any mechanism for updating the national
average wage must fail because prices are increasing so fast, and the govern-
ment could not provide adequate benefit protection. Instead temporary income
measures were adopted through the granting of uniform flat compensation
supplements to all pensioners which led to an equalization of pensioners'
incomes - in contrast to the earlier measures aimed at reinforcement of the
earnings-related aspect of the pension formula. The inadequacy of the
income measures taken is reflected by the fact that in 1997 only about 6.5 per
cent of GIDP was redistributed to eligible persons, whereas in 1995 this rate
was 9.5 per cent.

The ILO strongly recommended to the government the use of an alternative
method to index National Social Security Institute benefits on the basis of
projected inflation rates, so that the purchasing power of pensions could be sta-
bilized (at low levels) without creating undue pressure on the scheme's
finances. The National Social Security Institute took advantage of the flexibility
of its defined benefit scheme for adjusting its benefits in payment. Also the ILO
stressed to the National Social Security Institute the need to gradually harmo-
nize benefit provisions for all insured persons by eliminating special privileges
on the basis of employment groups, to provide social assistance benefits
outside the scope of the National Social Security Institute regular benefits
and to strengthen the institutes administrative system in order to enhance
compliance in reporting and paying contributions to the scheme. Reporting
procedures were improved through the establishment and maintenance of indi-
vidual records on the insured population as opposed to individual data that
were decentralized at the employer level in the past.

The fundamental problem facing Bulgaria - the low contributor to pensioner
ratio - should be dealt with through two significant changes: (1) raising the
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retirement age; and (2) increasing employment (in order to compensate for the
losses that accrued at the beginning of the 1990s). These changes are outside
the policy responsibility and capacity of the National Social Security Institute
and must be achieved through other means.

replacement of general housing subsidies with housing allowances ear-
marked for low-income households.

Implicit social protection benefits (such as consumer subsidies and social
employment) will, in the future, only play a marginal role. In view of budgetary
shortages and increasing demands on social protection systems, governments
are increasingly seeking off-budget financing for social security. The most pro-
minent means of off-loading a portion of the social protection burden from the
government budget is to reintroduce social insurance financing7. Governments
try to use the social insurance mechanism to move away from the financing of
personal social security, such as earnings-related individual pensions and perso-
nal health services, while concentrating on the financing of anti-poverty benefits
(for example, social assistance schemes, and social insurance contributions for
the needy) and ensuring transfers to families with children. Disconnecting
personal social security benefits from the government budget also yields an
advantage for those insured: their future benefit levels may be less vulnerable
to the adverse effects of shrinking government budgets.

The assignment of parts of the benefit delivery system to quasi-autonomous
social insurance schemes will also have implications for the governance of social
protection. In some countries, employers and trade unions will exercise stronger
oversight of the social protection system8.

A typical pattern for the new financial structure of the overall reforms is
summarized in table RB5.6. This general pattern can be observed in Bulgaria,
Latvia,9 Lithuania, Russia and Ukraine.

The net balance of shifts in financing can be calculated for specific countries.
In Bulgaria, for example, reform could yield a slight net reduction of govern-
ment social expenditure (based on the assumption that the government will
pay social insurance contributions for those who cannot pay). The strategic
advantage for the ministries of finance in restructured social security financing
lies in cutting budgetary links with the two major expenditure categories of pen-
sions and personal health services, which generally account for about two-thirds
of overall national social protection expenditure. These two items will have the
biggest cost increases in the near, and longer-term, future.

The reform process is complex and inevitably fraught with problems, of
which the most obvious are the lack of coordination and other deficiencies in
the management of change and insufficient analytical back-up. The immense
complexity of social protection systems, and uncertainty about the economic

565



Social security pensions: Development and reform

Table RB5.6 Post-reform financing structures of Central and Eastern European
social protection systems

Social insurance
Pensions and
short-term benefits

Unemployment
benefits

Universal benefits
Health care
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Social insurance
contributions of employers
and increasing employee
contributions, with state
contributions to the needy
Social insurance
contributions of employers
and employees (financing
unemployment benefits,
employment policy and
employment services)

Personal health services
through social insurance
contributions of employees,
employers and the
government (for the needy)

Public health services
through general and local
taxes

General taxation (financing
streamlined benefits)

General and local taxes

Employer payroll levies To employers and
with direct links to gradually to
general budget employees

Previously budgeted
financing only for
marginal expenditure
(in place since the
early l990s)

General taxation

General taxation and,
to some extent, social
insurance

On a smaller scale,
mainly financed from
central government tax
revenue

To employees and
employers

To employers and
employees

To local
govermnents

General taxation

Increasing role of
local taxes

and financial sustainability of long-term social commitments, are playing an
increasing role. Stalemate in the political decision-making process in many
countries slows the reform process. But delays are also caused by factors
rooted in these countries' governance and administrative systems, which are
not yet geared to engineer far-reaching reforms in pluralistic societies.

Pension reforms undertaken or discussed in some Central and
Eastern European countries10

Many countries in the region during the late 1990s were making modest changes
in their pension schemes and were discussing fundamental reform measures. A
full legal framework for private pension funds has only been introduced in the
Czech Republic, Hungary, Poland and Slovakia. Russia also has private
pension funds, but foundations of the regulatory framework were adopted

Social protection Financed through: Replacing financing Expected net shift
component through:
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only in 1998. Only in the Czech Republic and Hungary have these voluntary
pension funds started to play a more important role (with coverage reaching
33 per cent and 15 per cent, respectively, of the labour force in 1997). Several
countries have started the process of increasing the retirement age. The Czech
Republic, Latvia, Hungary and, most recently, Poland and Croatia are the
only ones to have begun implementing completely new laws relating to social
security pensions. In many countries discussion concentrates on issues concern-
ing the role of a new mandatory funded pillar in the pension scheme. This is
despite the fact that, as in the case of Hungary" and Poland,'2 the present
pay-as-you-go systems can be made financially sustainable after necessary
modifications (such as an increased retirement age and tightened eligibility
conditions). Below we present examples of reforms already introduced or
discussed.

Albania

The legal basis for a three-tier pension scheme has been established (basic com-
pulsory pension insurance, occupational pension plans and additional volun-
tary pension insurance), but laws on occupational pensions have not yet been
implemented (apart from additional pension provisions for civil servants).
The process of a gradual increase in retirement ages and required contributory
periods for special employment categories has begun. Employee contributions
have been introduced (up to 10 per cent of monthly wages). Qualifying condi-
tions for invalidity pensions have been tightened.

Belarus

The upper level of employers' contributions (which are differentiated) was
decreased from 40.8 per cent to 35 per cent, and benefit indexation introduced.

Bulgaria

A gradual increase in the retirement age to 63 years for both men and women
has been initiated and a 2 per cent employee contribution introduced. The
National Social Insurance Institute, which manages pensions and short-term
benefits, has been separated from government administration.

Croatia

After four years of discussion, a new draft law on social security pensions was
presented to the public in 1997. The new law was adopted by the parliament in
the summer of 1998. The pay-as-you-go social security pension scheme will be
made purely contribution-related (based on a points system). The retirement
age will be gradually increased. The law includes provisions for the introduction
of a mandatory, fully funded tier.
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Czech Republic

A two-tier pension scheme was established, with a defined benefit pay-as-you-go
pension having a fiat rate and earnings-related component as the first tier. The
retirement age is gradually being increased to 62 for men and 57-6 1 for women,
depending on the number of children they have raised. The period of earnings
used in the benefit formula was increased to 30 years. A second voluntary tier is
supported by state contributions. However in 1997 public debate was reopened
on the proposal to also introduce a mandatory fully funded tier into the retire-
ment pension scheme.

Estonia

A gradual increase in the minimum retirement age to 65/60 for men/women has
been introduced, to be completed by 2003.

Hungary

In Hungary an autonomous National Pension Fund, supervised by employers
and trade unions was established in 1991, but it was put back under direct
state supervision in the summer of 1998. A voluntary pension tier was introduced
in 1995 (based on mutual funds). After two years of preparatory work and
intense public debate, parliament passed a new pension law in the summer of
1997. From the beginning of 1998, a new system has started to be gradually
implemented consisting of two mandatory tiers. One tier will be pay-as-you-go
defined benefit, and purely earnings-related (financed by three-quarters of the
total present pension contributions), providing a replacement rate of 40%
after 35 years of contributions. The second tier will be a fully funded individual
retirement savings scheme. The new system will be compulsory for all new
entrants to the labour market. Persons under 47 years of age at the beginning
of 1998 may opt for the new system or stay in the current system.

Latvia

The retirement age for women is being gradually increased to 60. A new, three-
tier system was introduced in the late 1990s. The first tier is pay-as-you-go and
defined contribution (based on "notional funding"). The second tier will be a
relatively small mandatory defined contribution tier, fully funded and privately
managed. The third tier is voluntary and supplementary, through occupational
and individual pension plans.

Poland

After several years of debating various reform proposals, an outline of the
reform was approved by parliament in 1997. After most of the new laws had
been finally adopted at the end of 1998, implementation of the reform started
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at the beginning of 1999.The former social security system is gradually being
replaced by a system consisting of two mandatory pillars: the first financed
on a pay-as-you-go but defined contribution basis (similar in design to the
system introduced in Latvia) and the second a fully funded and privately man-
aged defined contribution scheme. Everybody covered by the social insurance
scheme, and younger than 50, enters the notional defined contribution tier
(with the initial "notional capital" being assigned for all those with the acquired
rights under the old scheme). One-third of the contributions to the retirement
pension scheme will go to the second fully funded tier, which is obligatory for
anyone younger than 30. Those between 30 and 50 years old at the time the
reform took effect can choose between having all their contributions going to
the notional defined contribution scheme or opting to have one-third going to
the licensed private pension funds. The pension fund managers must place
their funds with custodial banks. As of 1998, 22 companies had applied f'or
licences to be pension fund managers. Among other regulations, limits have
been set for investments: funds can invest up to 40 per cent in the primary
stock market shares, 5 per cent in foreign shares, 10 per cent in the secondary
stock market, 10 per cent in National Investment Funds, 10 per cent in National
Bank bonds and 15 per cent in municipality bonds. The pension fund managers
must place their funds with custodial banks. (Box RB5.2 compares the pension
reforms of Hungary and Poland.)

CONCEPTUAL DEFICIENCIES AND PRIORITY PROBLEMS

The initial changes made in pension schemes understandably reacted to immedi-
ate social needs with insufficient time to develop a coherent concept for reform.
Benefit reforms tend to proceed in departmental isolation and sometimes lack
clear priorities. Although to some extent contrary to the most urgent needs
and logical priorities, debates on national reform often focus on cash social
security benefits. The upgrading of social assistance schemes plays a minor
role in the present debate, in spite of the grave problem of poverty. Blueprints
for new pension schemes are often discussed without reference to social assis-
tance schemes. Health schemes are developed without regard to possible coop-
eration with other social protection subsystems, while housing and other
subsidies are cut without the impact on social assistance schemes being assessed.

Lack of national consensus
Social protection reforms affect several generations. They require a broader
social consensus than short-lived parliamentary majorities. No social protection
system can be sustained without widespread public acceptance. Achieving con-
sensus depends on a dialogue between the government, major societal groups
and, notably, the chief contributors of the social security system (employers
and employees) as well as the general public. Such a dialogue, however, is
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Box RB5.2 Retirement pension reforms in Hungary and Poland
At the end of 1998 Hungary and Poland were the only two transition countries in
Central and Eastern Europe to introduce a mandatory funded component of a
significant size into their reformed pension schemes, and to actually start
implementing such a reform.

Pre-re form systems
Both countries had defined benefit, pay-as-you-go financed pension schemes,
covering practically all employed persons (in the Polish case, there is a sepa-
rate scheme for farmers which stays intact under the current reform) and pro-
viding retirement, invalidity and survivors' pensions. In both countries, the
systems provided replacement rates of over 70 per cent after 40 years of con-
tributions for those with previous earnings close to average, but these rates
were much lower for all those with higher earnings. Polish schemes were
generally more generous, and this can be seen when one looks at the overall
costs: Poland was spending, in the mid-1990s, about 14 per cent of GDP on all
pensidns (including invalidity, survivors' and farmers' pensions), while in
Hungary it was about 10 per cent of GDP - still relatively high compared with
many other Central and Eastern European countries.

New system: First tier
In Hungary the defined benefit first-tier pension will be a percentage of
average adjusted past earnings subject to contributions (1.22 per cent for
each year of the contributory period). Thus, after 40 years of contributions it
will give a replacement rate of 48.8 per cent. Retirement age will be increased
to 62.

In Poland the first tier will be a notional defined contribution one. All the con-
tributions paid will be recorded into the individual notional account. The accu-
mulated amount will be increased every year by an index calculated as a
weighted average of the consumer price index (with weight 25 per cent) and
of the growth index Of the sum of earnings subject to contributions (75 per
cent). The pension will equal accumulated notional capital, divided by the aver-
age statistical life expectancy at the age equal to the age of the person retiring
(minimum retirement age will be 60 for women and 65 for men). Final replace-
ment rates will depend on the long-term future trend of real wages and employ-
ment (number of contributors), If the number of contributors is more or less
stable, the replacement rate will not exceed 30 per cent after 40 years of
service.

Poland also introduced a Demographic Reserve Fund which will be financed
by a contribution of 1 per cent of the gross earnings. Resources of this fund
cannot be used before the year 2009.

Funded tier
Eventually, in both countries, contributions to the funded tier will be at the level
of 7-8 per cent of gross earnings. Replacement rates will, of course, depend on
long-term rates of return of the pension funds compared with real wage growth.
If the rate of return does not exceed real wage growth, one can expect a repla-
cement rate of about 20 per cent after 40 years of contributions.
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Hungarian regulations allow even relatively small pension funds to enter the
second tier. They also allow various ownership forms, including mutual funds.
Polish law is much more restrictive in this area, and only allows relatively big
shareholders' companies to have licences to manage the funds (with at least 4
million ECU of the initial capital).

Although there were many pension funds licensed at the beginning of the
Hungarian reform, after one year the five biggest funds had 80 per cent of all
the participants in the second tier. In Poland more than 20 companies were
licensed, most of them, as in Hungary, being a joint venture of big banks and
insurance companies. Contributors are free to choose funds and can switch
between them. In Hungary switching between funds can be frequent, and is
less costly to the participants than in the case of the Polish regulations.

Benefits can be paid in the form of various types of life annuities. In Hungary
pension funds accumulating contributions will also be responsible for distribut-
ing benefits. Polish law on the distribution of benefits had not been passed at
the end of 1998, but the draft provides for the existence of special licensed
insurance companies which would take care of the distribution.

Minimum pension provisions and guarantees
In Hungary there is no overall minimum pension guarantee within the new
system. Instead there will be means-tested social assistance type benefits
for the elderly. There is also a minimum guaranteed pension within the
funded tier: 25 per cent of a member's first-tier pension (after at least 15
years of contributions). In Poland the law introduced an overall minimum
pension guarantee: if a person's pension (from both tiers, after not less than
20/25 years of contributions) is lower than a minimum pension, then such a
pension will be increased to the minimum level (this will be financed by the
state budget).

In the two countries there are similar regulations aimed at increasing the
security of the funded pensions (such as minimum rates of return requirements,
guarantee funds, investment rules, and custodianship).

Indexation
In Hungary first-tier benefits will be adjusted in line with a weighted average of
price and wages growth (50-50). There are no provisions for indexing second-
tier pensions. In Poland the indexation coefficient (to be decided by the parlia-
ment every year) should not be lower than the price increase plus (if real wages
grow) 20 per cent of the average wage increase. Indexation of the second-tier
benefits is also envisaged, but the form has not been specified.

Opting out and transition
In both countries the new, two-tier system is mandatory for new entrants to the
labour market (in Poland to all those younger than 30 at the start of the reform).
In Hungary all the others had a choice, either to stay in the old system (with
slightly modified rules) or to join the new two-tier one. In Poland all those
older than 50 must stay in the old system, with the others automatically joining
the new first tier. To account for acquired rights, initial capital will be calculated
and assigned to the individual notional accounts. People between 30 and 50
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years old can direct their contributions only to the first tier or may decide to
allocate part of it to the chosen private pension fund.

Contributors in Hungary were given two years to make their choice. During
the first year many more than expected opted for the two-tier system (1.2 million
compared with 0.7 million). In Poland the time given for a similar decision is
much shorter (less than one year). Polish contributors will have a harder
choice as there is no possibility of reversing the decision, as in Hungary.

Problems of implementation
In both countries reform is being implemented gradually, thus the transition
period will be long. However even such a gradual transition is costly: as a
result of channelling part of the contributions to the funded tier for many
years there will be a deficit (additional to the pre-reform one, significant in
size in both countries) in the pay-as-you-go one. Official forecasts estimate
this deficit to be as much as 2 per cent of GDP. In the first year of the Hungarian
reform the deficit was higher than expected as many more than anticipated
opted for the funded tier. This resulted in the government deciding to reincor-
porate the National Pension Fund into the state budget and to suspend the
increase - scheduled for 1999 in the portion of contributions to be channelled
to the second tier.

In Hungary and Poland there are many provisions for early retirement, and
for other special retirement conditions for those employed in hazardous and
special occupations. Difficult negotiations with interested occupational
groups are expected to take place in both countries before new solutions, suit-
able to the reformed systems, can be found.

All those who can make a choice between systems are under strong pres-
sure from the competing pension funds to select a two-tier system. Taking
into account all the other information problems with making a choice in such
a situation, there are doubts concerning the extent to which interested persons
are really able to choose rationally. From this point of view the possibility -
existing only in Hungary - to reverse the original decision might be an advan-
tage (however disadvantageous it is for the private pension fund itself).

The actual outcome of all these decisions - personal ones, as well as with
regard to the design of the system - will only become known after several
years, and only then will it be possible to evaluate fully the reforms undertaken.

still lacking or is not yet of sufficient quality. Central government reform plans
are too infrequently discussed with employers and workers, local governments
and the public, or are not discussed in sufficient detail. Maintaining public
consensus also requires the involvement of government, employers and benefi-
ciaries in the social protection system, in a well-balanced national system of
social protection governance. Such involvement, in turn, requires a willingness
to accept responsibilities, change old power structures and collaborate actively.
The emerging employers' organizations are often not fully aware of their
societal responsibilities and trade unions often find it hard to exchange their
old power bases for new ones.13
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Deficient management of change

The lack of coordination, or even communication, between government agen-
cies in the reform process is often striking. Ministries and institutions planning
reforms often hardly communicate with each other. The lack of national man-
agement and coordination has slowed the reform process in many Central and
Eastern European countries. Another impediment is the lack of a transition
process between the legal design of the social protection system and the imple-
mentation of reforms. Organizational reforms may involve many institutions at
the national and regional level and numerous procedural changes within exist-
ing organizations, which must be complemented by new procedures. They
require detailed master plans for the transition and considerable project
management. In many countries the overall leadership of the reform process
is unclear. Working groups within Ministries of Social Protection, for example,
often compete with the social affairs divisions in Ministries of Finance, with the
staffs of vice-premiers or of the Council of Ministers, or with research teams
assigned by parliamentary social commissions.

Lack of financial and economic planning

Even minor reforms of social protection systems in industrialized countries trig-
ger extensive research. The reform processes in Central and Eastern European
countries often lack sufficient quantitative analysis. Reform laws are often
drafted without actuarial or other quantitative studies. Cost-benefit analyses
or analyses of the distributive effects of reform measures are also often missing.

Skill and methodology gaps

Reforms which aim at new national management of transfer systems that real-
locate 20 to 30 per cent of GDP should be executed by well-prepared managerial
and technical staff. While well-educated analysts, managers and administrators
are in sufficient supply, the skills and methodology needed for the successful
operation of major independent social service agencies are lacking. For
example, local welfare officers who formerly administered institutions for the
disabled or orphanages now administer major social assistance cash benefit pro-
grammes Pension managers who used to administer benefit payments relying
on data and services from state enterprises now administer independent pension
schemes.

Countries in Central and Eastern Europe differ in their living standards and the
differences have increased during the economic transition to market economies.
The social protection systems of most countries in the region have features
inherited from the systems of the former planned economies. The earliest
reforms in the region were emergency responses to emerging problems. Later
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reforms represented an effort to deal with long-term conceptual, design and
financial issues.

All the pension reforms implemented or debated in the region will eventually
lead to higher retirement ages, lower replacement rates provided by the manda-
tory schemes (particularly for all those with relatively short contributory
periods) and much higher differentiation of pensions. New design of the pension
formulas, together with defined contribution components, may in the future
effectively stimulate later retirement and reduce pension entitlements. At the
same time, new pension schemes may, in the future, leave many of those with
incomplete working careers and/or low earnings with insufficient protection
in old age. Pension schemes reformed along these lines thus have to be comple-
mented by effective social assistance systems. Developments of the latter have
until now been, both conceptually and in practice, lagging behind other social
reforms.

Notes

'Romania became a member of CEFTA on 1 July 1997. However the data used in this brief
relate to the period prior to Romania's accession to the organization.

2See for example, Freinkman and Starodubrovskaya, Restructuring of Enterprise Social Assets
in Russia, Policy Research Working Paper 1635, Washington, World Bank, 1996. See also Comman-
der and Schankerman (1995).

See M. Rutkowski, changes in the Wage Structure during Economic Transition in central and
Eastern Europe, Washington, World Bank, 1996.

4Ministry of Labour, Social Affairs and Family (1993).
In Ukraine, for example, the reference wage is calculated as 100 per cent of the first four bands,

85 per cent of the fifth band, 70 per cent of the sixth and so on until 15 per cent of the tenth. Income
in excess of the tenth band is not taken into account (each band represents one minimum wage).

6 In many countries these schemes were quite generous when implemented. Replacement rates
have since been cut, eligibility has been restricted and duration shortened.

See 1. Topinska, "Changing Financial Pattern: From the Collective to Individualistic Finan-
cing of Social Risk", in W. van Ginneken (l996a).

8 However, the most recent events in Hungary show that in some cases autonomy of the social
insurance funds and tripartite governance may be weakened rather than strengthened as a result of
the reform: during the first year of the implementation of the pension reform, in the situation of the
growing deficits of the social insurance fund, the government decided to abolish bipartite self-
governing bodies of the social insurance funds and to incorporate the funds into the state budget.

case of Latvia shows a slight deviation from the general pattern, as it does not embrace the
introduction of a fully fledged social health insurance scheme, but aims for a health care financing
system which combines elements of health insurance with that of a national health service.

'° See also, for example, ISSA (l996b, pp. 14-24).
Hungarian experts analysed reform proposals for enhancing the present pay-as-you-go

system by introducing measures to increase the retirement age, improve the collection of contribu-
tions and tighten eligibility conditions. Analysis showed that these measures could ensure long-term
financial sustainability of the pension scheme. See Simonovits (1997). See also the projections
presented in Augusztinovics (1995).

12 Even authors of the recent and most radical proposal for pension reform in Poland agree that
it is possible to stabilize the costs of pensions in the long run through rationalization (an increase in
the retirement age, extension of the calculation base period, and a switch to price indexation) of the
present pension system in Poland. However, after admitting this they say: "rationalization alone is
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neither sufficient nor desirable. It would not be sufficient because social insurance reform should, if
possible, create new opportunities and perspectives for the generation which still has many working
years before it. ... [It] would also not be desirable because the present crisis is a crisis of all single
pillar pay-as-you-go pension systems in general" (Office of the Government Plenipotentiary for
Social Security Reform 1997, pp. 2-3).

' In many CIS countries, for example, unions still control the social insurance fund providing
short-term benefits, execute the activities of the labour inspectorate and administer a variety of other
social benefits at the enterprise level. Union-based provisions of statutory social security might soon
become incompatible with the new economic environment, but union representation on the boards
of social security system could strengthen the public acceptance of the social security system.
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REGIONAL BRIEF 6

THE OECD COUNTRIES

The Organization for Economic Cooperation and Development (OECD) seeks
to encourage economic cooperation among the leading economies. Of the 20
original member countries when it was founded in 1961, only two were outside
western Europe: Canada and the United States. Since then economic progress
has caused the OECD to broaden its geographic scope. Four Asian-Pacific
nations have joined: Australia, Japan, Korea and New Zealand. Recently,
with the fall of communism, three nations from eastern Europe - the Czech
Republic, Hungary and Poland have also joined. There is also a member
country in Latin America: Mexico.

OECD countries spend on average 10 per cent of their gross domestic pro-
duct (GDP) on old-age retirement benefits, exceeding their health care spend-
ing. OECD countries rely primarily on pay-as-you-go defined benefit systems
for providing social security retirement benefits. Pension benefits are based on
the worker's earnings, years of service and age at retirement. The pay-as-you-
go social security systems are frequently supplemented by voluntary funded
schemes, mostly operated by the private sector.

Most OECD countries are considering changes in their retirement income
schemes. Reforms during the 1990s mainly responded to economic pressures
from slow economic growth, high rates of unemployment and, in many
countries, rising government deficits (Myles and Quadagno, 1997). A number
of western European countries have cut the budgetary costs of their social
security retirement pension scheme to meet the Maastricht Treaty requirements
for qualifying to join in a common European currency. Countries are also con-
sidering longer-term reforms to ensure the financial viability of their schemes in
the face of population ageing.

This regional brief surveys social security policy and reform issues in
the OECD region for the 24 countries that were members in 1993 but
excluding the five most recent members (the Czech Republic, Hungary,
Korea, Mexico and Poland) which are covered in the briefs on their respective
regions.
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OVERVIEW OF THE ECONOMIC ENVIRONMENT

Early retirement
The cost of social security retirement pension benefits depends not only on the
population age structure but also on the extent to which older people work.
Along with population ageing, perhaps the most important change in OBCD
labour markets over the last two decades was a massive movement among
older workers to early retirement. Across OECD countries labour force partici-
pation rates of men aged 55 and older have declined for the last 20 years. The
levels and downward trends differ between countries, but in all cases the
majority of men have stopped full-time work several years before the age of
legal entitlement to full social security retirement pensions.

Scheme dependency ratio

The retirement benefit scheme dependency ratio is the ratio of pensioners to
active workers. In contrast to the retirement dependency ratio, which is deter-
mined solely by the age structure of the population, the scheme dependency
ratio is affected by the unemployment rate, the labour force participation rate
of women and men, and early retirement. Germany's scheme dependency
ratio is considerably higher than its old-age dependency ratio. The large differ-
ence between the ratios is due to the high number of early retirement and
disability pensions, the long education period in Germany resulting in late
entry into the labour market, and the fairly low labour force participation
rate of women (Queisser, 1996b).

In Germany, as in many OECD countries, social security financing prob-
lems have been caused not so much by population ageing as by other factors
affecting the scheme dependency ratio and benefit generosity. Considering all
the OECD countries, 70 per cent of the increase in the scheme dependency
ratio was in recent years due to changes in the entry and retirement ages,
while only 30 per cent was due to changes in the age structure of the population
(Latulippe, 1997).

OVERVIEW OF OECD SOCIAL SECURITY SYSTEMS

Early development and basic structure

The first social security retirement pension benefit schemes in OECD countries
originated at the end of the nineteenth century. By the beginning of the twentieth
century, Australia, Belgium, France and New Zealand had non-contributory
social security pension schemes (Mouton, 1984). The retirement benefit
scheme of most OECD countries, while predating the Second World War,
were developed in their current form just after the war, and thus have existed
in their current forms for more than 50 years (ILO, 1989a).
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Most OECD countries have retirement income schemes characterized as
consisting of three tiers, though analysts differ as to how they apply the tier
analogy. According to many analysts, the first tier is the retirement pension
benefits the state provides through social security schemes. The second tier is
the occupational plans that employers provide. Australia, France and Switzer-
land have a mandatory second tier. For most countries, the second tier is
voluntary but it receives support from the government through favourable
tax treatment. The third tier is individual pension schemes and private savings
provided by individuals. Most countries also have anti-poverty programmes as
part of their social security pension systems, and in addition many older house-
holds, primarily in Japan, Sweden and the United States, receive income from
work.

The characterization of OECD retirement income schemes as having three
tiers does not mean that all workers receive income from every tier. For most
OECD countries, the bottom 40 per cent of the income distribution of retirees
has a one-tier system: social security retirement benefits. They receive little
income from occupational pensions or private savings (Rein and Turner,
1999). While all of the first-tier social security schemes in OECD countries
are based on the concept of social insurance, with some redistribution within
the system, the structures of the schemes differ considerably across countries.

Universal benefits

The OECD retirement income schemes have developed along two paths. A
number of OECD countries before the Second World War provided means-
tested benefits for the elderly poor. Influenced by the Beveridge report in
England (Beveridge, 1942), after the Second World War means tests were
relaxed and a universal fiat benefit was provided for all citizens. Entitlement
was based on age and residency, rather than earnings. This path was followed
by the Nordic countries (Denmark, Finland, Norway, Sweden), the Nether-
lands, Switzerland and most Anglo-Saxon countries (Australia, Canada, New
Zealand), excluding the United States (ILO, 1989a; Myles and Quadagno,
1997).

Ireland's social security scheme provides a flat-rate retirement benefit rather
than an income-related one, but this is for workers only (see box 19.2). The
Netherlands also has a flat rate pension. In the Netherlands most employees
are required to be covered by a supplementary scheme but this is not the case
in Ireland. The basic pension is also independent of salary in Iceland and
Norway. The United Kingdom started a flat-rate pension scheme in 1948, but
entitlement was based on the payment of contributions for a prescribed period.

Most countries that began with a flat-rate pension scheme later added an
earnings-related pension scheme. Starting in the 1950s, the Nordic countries,
plus Canada, added an earnings-related pension scheme to their fiat-rate pension.
Sweden started its earnings-related scheme in 1960. The United Kingdom joined
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the group in 1975 when it began the state earnings-related pension scheme
(SERPS). Pure universal retirement income schemes remain only in Denmark,
Ireland, the Netherlands and New Zealand.

Finland, Ireland, the Netherlands, Norway, Sweden and the United King-
dom finance the basic benefit mainly from payroll contributions, and it is related
to earnings, whereas in Australia, Canada, Denmark and New Zealand it is
financed from general revenue and is not related to the worker's earnings.

New Zealand's universal pension is its only social security retirement
pension. New Zealand is an extreme case, where private pension coverage is
also low and there are no tax subsidies for pension contributions or savings
(Myles and Quadagno, 1997). Housing is used relatively more for retirement
savings in New Zealand than elsewhere. Canada, Denmark, Japan, the Nether-
lands and Sweden provide a universal retirement benefit unrelated to work, as
well as providing an earnings-related benefit. Denmark bases entitlement to a
pension on citizenship or residence (Ostrup, 1996). Switzerland and the
United States provide benefits for non-working spouses based on the working
spouse's earnings.

Iceland in 1992 shifted from a universal fiat-rate retirement benefit to a
means-tested benefit. Thousands of pensioners had their benefits reduced or
eliminated, without any transition measures for existing pensioners or those
close to retirement (Beattie and McGillivray, 1995).

Earnings-related benefits
Differing from the universal and fiat benefit schemes, the second line of devel-
opment of retirement income schemes in OECD countries follows the earn-
ings-related social insurance model adopted by Bismarck in Germany in
1889. The "Bismarck" countries include Austria, Belgium, France, Germany,
Italy, Spain and the United States. Financing is based on a mix of employer
and employee contributions, sometimes supplemented by financing from gov-
ernment general revenue (Myles and Quadagno, 1997).

Social security retirement benefit schemes across a number of countries have
tended to converge (ILO, 1984b). Countries with earnings-related benefits have
added minimum benefits. The United States has added a minimum benefit for
low-income workers with many years of coverage. As noted earlier, many
countries with fiat benefits have added earnings-related benefits.

Means-tested benefits

Australia, Finland and New Zealand only provide means-tested social security
benefits. Most benefits in these countries are provided through mandatory
employer-provided plans. Canada, Finland, the Netherlands and New Zealand
provide a means-tested benefit by testing against income but not assets. The
result is a guaranteed minimum income. Norway has means-tested benefits
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that test only against social security pension, and the result is a guaranteed mini-
mum pension. In the United States benefits are provided through the Supple-
mental Security Income (SSI) programme with means testing of both income
and assets (Myles and Quadagno, 1997).

Canada's flat-rate benefit is means tested but the earnings-related benefits
are not. The earnings test reduces benefits for workers earning above a certain
amount. In countries with an earnings test, this usually does not apply to work-
ers above a certain age. In Japan and the United States the earnings test applies
up to age 70. Finland's retirement social security benefit is means tested. No
social security retirement benefit is paid if the mandatory TEL pension is
above a certain amount. Approximately half of new pensioners do not receive
a social. security retirement benefit.

Replacement rates

The English-speaking countries (Australia, Canada, Ireland, New Zealand, the
United Kingdom and the United States) all have social security systems that
provide low or moderate replacement rates. These and other countries with
low or moderate expenditures spend a relatively low percentage of their GDP
on social security retirement pensions: Canada 6.5 per cent, Finland 7.2 per
cent, Ireland 4.4 per cent, Japan 6.3 per cent, United Kingdom 7.0 per cent
and the United States 7.4 per cent' (OECD, 1995a). The percentage of GDP
spent on social security retirement pensions is affected both by benefit levels
and by the percentage of the population receiving benefits.

In Canada and the United States, the average income replacement rate is
about 40 per cent. The replacement rate is lower for highly paid workers and
higher for lower-paid workers. In these countries occupational voluntary pen-
sions play an important role.

Portugal and Spain have more generous social security retirement pension
schemes with replacement rates exceeding 75 per cent, while Austria, Iceland
and Italy have rates close to, or exceeding, 90 per cent. Finland, France, Ger-
many, Luxembourg and Norway have replacement rates of between 50 per
cent and 75 per cent. In Finland, France, Luxembourg and Norway the replace-
ment rate decreases as the salary increases.

In Finland, Iceland, Norway, the United States and, to a lesser extent,
France the replacement rate for a retired person with a dependent spouse is
greater than that for a single person. This is the case in countries where the
retirement' pension for the former employee is supplemented by a pension
paid to the spouse.

Unified national systems

Most OECD countries provide social security retirement benefits schemes that
are near universal in their coverage of workers, although often excluding the
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government bureaucracy and the military. Sometimes the self-employed are also
excluded, as in Germany where they can contribute voluntarily and in the
United Kingdom for the earnings-related benefits.

Germany's social security system is institutionally fragmented although the
rules governing contributions and benefits are similar in different schemes.
Three different schemes serve private sector employees, but within each
scheme a number of different institutions manage plans for different occupa-
tional groups. Farmers, artists and other groups of self-emloyed workers
have their own schemes (Queisser, 1996b).

Most countries, however, have moved towards unifying schemes, bringing
workers formerly covered under separate schemes under a single national
scheme. For example, in 1984 Belgium considerably reduced differences in
eligibility conditions and methods of calculating pensions between the schemes
for civil servants, employees and the self-employed. In 1985 Spain integrated a
number of special pension schemes into the general scheme to cover different
groups. The United States in 1983 brought newly hired civil servants in the
federal (national) government under the social security scheme. Greece has
numerous schemes covering different segments of the workforce, but a reform
in 1992 required all schemes to adopt similar provisions for new entrants with
a phased-in alignment of provisions for all other employees (Petridou, 1996).
Italy in 1995 created a single scheme covering employees in the public and
private sectors and the self-employed. This scheme replaced roughly 50 compul-
sory schemes that had treated categories of workers differently, causing inequi-
ties in retirement income.

Financing
Most OECD countries finance retirement benefits on a pay-as-you-go basis.
Canada, Denmark, Japan, Sweden and the United States, however, have partial
funding of defined benefit social security retirement benefits. The partial
funding in the United States is temporary, as the fund is projected to be
depleted when the "baby boom" generation retires. In Japan the social
security funds can be invested in the private sector. Between fiscal years 1993
and 1996, because of weakness in Japanese capital markets, investment
losses in the social security fund totalled 1.4 trillion yen from the 23 trillion
yen fund.

Germany subsidizes social security retirement benefits in the former East
Germany, which would otherwise have difficulty supporting the level of benefits
because of high unemployment. The German government also subsidizes the
general social security retirement benefit scheme, financed out of general tax
revenues. This subsidy covers the cost of benefits not directly related to the con-
cept of retirement insurance, such as credits for non-contributory periods due to
education, military service or child rearing. In Japan one-third of the funding
for social security retirement benefits is provided by the government out of
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general revenues, so there is tripartite financing: by government, employers and
employees.

Defined benefit versus defined contribution

Most of the social security schemes in OECD countries are defined benefit
schemes. Some countries, however, are moving towards defined contribution
schemes. The mandatory employer-provided plans in Australia are defined con-
tribution plans. In the United Kingdom workers are permitted to contract out
of the earnings-related part of social security and replace that defined benefit
scheme with an individual account defined contribution scheme. This may
reflect a trend towards increasing popularity of conservative ideology. For
example, the 1988 reform in the United Kingdom was designed in part to
increase the extent to which individuals were free to make their own provision
for retirement rather than rely solely on state protection. The British govern-
ment contended that the scope for individuals to make their own provision
for retirement was too restricted and that this infringed upon individual free-
dom (Dilnot and Webb, 1989).

Italy and Sweden have both announced reforms to start new pension
schemes that are commonly considered to be pay-as-you-go defined contribu-
tion plans. These schemes, however, have features of both defined benefit and
defined contribution plans.

Coverage

Coverage is mandatory for most workers in OECD countries. The average
participation rate for workers in OECD countries is 94 per cent (World Bank,
1994, table A.4). However, in some countries the protection for self-employed
workers is less than that for employees. In Japan self-employed workers are cov-
ered by one part of the social security retirement benefit scheme - the National
Pension Programme that covers all residents - bt they are not covered by the
Employees' Insurance Programme, which is only for employees of firms in
commerce and industry. Similarly Denmark includes the self-employed in its
universal pension scheme, but excludes them from its employment-related retire-
ment pension scheme. Belgium includes the self-employed in a special scheme
that only provides basic protection. Ireland excludes domestic workers from
social security coverage. Sometimes public sector employees are excluded
because they have their own scheme. For that reason Ireland excludes public
employees hired before 1995. Some people who are legally required to be covered
are not covered because they fail to make required contributions. Contribution
evasion tends to be more prevalent among self-employed workers, domestic
workers and workers in the informal sector.

In a number of OECD countries coverage extends beyond the workforce
and includes all residents. Countries with coverage that extends beyond the
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workforce include Australia, Canada, Finland, Japan, the Netherlands, New
Zealand, Norway and Sweden.

Social security governance

OECD countries have two traditions of social security governance. In the
Anglo-Saxon tradition of Canada, the United Kingdom and the United
States governance is done through a government institution, with pluralistic
interest groups influencing social security governance through party politics
and lobbying. In the western European tradition in Germany and the Nether-
lands employers and employees have a more direct role in governance through
their participation in social security oversight institutions.

In some countries, the governance of mandatory occupational plans
involves worker representatives. The mandatory ATP plan in Denmark is
governed by a tripartite board of workers, employers and government. In
Sweden the LO trade union, which covers most hourly workers, negotiates on
their behalf concerning mandatory pension plans. The mandatory plans in
Australia and Switzerland have bipartite governance involving both employee
and employer representatives.

ISSUES IN SOCIAL SECURITY RETIREMENT INCOME
REFORM

OECD countries are concerned about the financial viability of their social secur-
ity retirement benefit schemes as their populations age. Among the countries of
the world the proportion of the population that is aged is highest in the econom-
ically developed countries of the OECD.

Actuarial projections indicate that almost all countries in the OECD face
sharp increases in social security retirement benefit expenditures. These expen-
ditures are projected to rise to more than 15 per cent of GDP in Germany, Italy
and Japan, while they are projected to rise to less than 10 per cent of GDP in
Australia, Canada, the United Kingdom and the United States (OECD,
1996). The lower levels in the English-speaking countries are in part the result
of less generous social security systems. To keep their social security systems
in balance, countries will need either to raise revenues, to reduce benefits, or
to raise the age at which benefits are received. Workers, however, are increas-
ingly resisting further increases in contribution rates so it is likely that these
countries will cut benefits and attempt to raise the retirement age. Many
countries in the OECD have already made some cuts in benefits.

As a consequence of population ageing and slowing economic growth,
financial problems for social security schemes in the OECD are expected to
increase in the future. The high levels of unemployment in some OECD
countries reduce the revenues flowing into the schemes to pay current benefici-
aries and have generated pressure on workers either to retire early or to claim
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invalidity (disability) benefits. The demographic pressure on the financial situa-
tion of pension schemes will add to the problems of scheme maturation that
already exist in many OECD countries. As systems mature, benefit levels rise
because workers have contributed to the scheme for more years.

Estimates of the size of the pension-related unfunded liabilities of the public
pension schemes vary. These unfunded liabilities are a form of public sector
debt never included in statistics on national debt. In general their inclusion in
public debt would greatly increase it. The net present value of unfunded
social security retirement benefit liabilities - the difference between the value
of benefits promised and the size of the social security trust fund - in the
United Kingdom is estimated to equal 4 per cent of gross domestic product
(GDP), compared with over 100 per cent in France, Germany, and Japan and
26 per cent in the United States (Budd Campbell et al., 1996). The unfunded
liabilities of social security retirement pension benefits in the entire OECD is
roughly 145 per cent of the combined GNP of the countries (Peterson, 1996).

Many countries are responding to social security financing problems by
increasing the age of entitlement for early or "normal" retirement income
benefits, with the expectation that this may increase the age at which workers
actually retire. Countries are also looking for other ways to reduce benefits.

Impetus for reform has also come as a result of pressure from employers to
lower wage costs, with mandatory social security contributions being an impor-
tant part of wage costs in some countries. Pressure for reform has also come
from the financial sector which would stand to gain considerably from fees it
would earn if social security were privatized, with private sector mahagers hand-
ling the funds.

Benefit cuts

A major policy issue in OECD countries is how to share the cost across the
population of the increasing retirement dependency ratio. The cost can be
borne entirely by the working generation through increased contribution
rates, borne entirely by the retired generation through decreased benefit
levels, or shared between the two generations by a combination of contribution
rate increases and benefit cuts. Most countries are following the last approach,
but with greater reliance on benefits cuts. This marks a change from the past,
when countries raised both contribution rates and benefit generosity.

A number of OECD countries in western Europe have reduced the cost of
their retirement social security schemes in an attempt to ensure their participa-
tion in the European Monetary Union (EMU) in 1999. Criteria for inclusion in
the EMU are in part that the public sector deficit can be no greater than 3 per
cent of GDP. The measures to reduce the budget deficits include reform of the
social security system. In order to meet the criteria France and other countries
needed to reduce their budget deficit. Because of resistance to raising taxes, the
bulk of the changes to reduce budget deficits occurred through benefit cuts.
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Benefit cuts can be across the board (an equal percentage for all beneficiaries)
or selective with some beneficiaries bearing a higher percentage cut. Selective cuts
are usually aimed at higher-income retirees. Because low-income retirees depend
relatively more on social security, across the board cuts cause a larger percentage
reduction in their retirement income than that for upper-income retirees.

Benefit formula changes

A number of technical changes can be made in social security retirement benefit
formulas that result in benefit cuts. Spain has enacted a social security reform
that increases the number of years of earnings used in the calculation of benefits.
By the bringing of more low-earnings years into the calculation, benefits are
reduced. Until 1996 the earnings reference period for calculating pension bene-
fits was the final eight years. With effect from 1997 it increased and will continue
doing so until reaching 15 years in 2001. While the old rules allowed workers to
retire after 20 years of contributions with benefits equal to 80 per cent of full
benefits, the new rules when fully implemented require 25 years of contributions
for full benefits.

While increasing the averaging period is a cut that is not explicitly aimed
at upper-income workers, it will generally reduce their benefits more than the
benefits of lower-income workers. This difference occurs because upper-
income workers tend to have more steeply sloped earnings profiles over their
careers, so that, for them, increasing the number of years brings in years that
are relatively low in comparison to their earnings near retirement.

Starting in 1996 earnings on which the Finnish TEL pension is based will
gradually increase to the average of the last ten years. Benefits had been based
on the average for the last four years, leaving out the highest and lowest years.
In 1993 France changed its benefit formula from the best ten years to the best
25 years, to be phased in from 1994 to 2008. In 1995 Italy changed from the
last five years to lifetime earnings for new entrants to social security.

The United Kingdom in 1986 legislated a change that reduces the generosity
of the earnings-related pension from the year 2000, with the reduction gradually
being phased in over the period from 2000 to 2009. The maximum SERPS
benefit will be reduced from 25 per cent of covered earnings to 20 per cent. In
addition benefits will be based on earnings over the entire working life, not
just the best 20 years. With the ceiling on taxable earnings indexed to prices,
and with prices growing less rapidly than earnings, the proportion of individual
earnings cut off by the upper earnings limit will increase over time. The amount
of pensionable earnings used to calculate pension entitlements will increasingly
be determined by the real value of the upper earnings limit, rather than the
underlying age-earnings profile of the individual (Creedy and Disney, 1989).
Japan by contrast has cut benefits by reducing its benefit accrual rate in its
retirement benefit formula (see box RB6.1 for a description of the Japanese
pension scheme).
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Box RB6.1 The Japanese social security retirement benefit system
Japan established the universal National Pension Insurance scheme in 1961.
It provides flat retirement benefits for all elderly residents. Earnings-related
benefits are also provided, under several different programmes, for all employ-
ees in the public and private sectors (see table RB6.1). Each pension provides
a retirement benefit, a disability benefit and a survivor's benefit. A minimum
number of years of contributions are required. Each scheme is reviewed
every five years to determine if changes are needed. Each year the level of ben-
efits is increased in line with the annual rate of increase in the consumer price
index for the previous year. In 1995, social security benefits were 58.7 per cent
of the income of all elderly households, and 50.5 per cent of all elderly house-
holds relied only on social security benefits.

The National Pension Insurance programme is a universal system requiring
contributions by all legal residents age 20 to 60. It provides flat benefits from
age 65 with 40 years of contributions, with reduced benefits if contributions
were made in less than 40 years but in at least 25 years. No benefits are
paid with less than 25 years of contributions.

Several earnings-related schemes cover different occupational groups. The
biggest ones are the Employees' Pension Insurance schemes and schemes for
central government employees and local government employees. The Employ-
ees' Pension Insurance scheme has a mandatory contribution rate of 18.75 per
cent of earnings. The average replacement rate it provides beneficiaries was
43 per cent in 1993.

Financing method
The National Pension Insurance scheme is financed by a flat-rate contribution,
which in 1997 was 12,800 yen a month (approximately US$130) from all legal
residents aged 20 to 60 and by general tax revenues that financed one-third
of the benefits and all the administrative costs. Low-income participants are

Table RB6.1 Social security retirement benefits schemes in Japan
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Source: Department of Health and Welfare, Pension DIvision, 1998

Type and name of scheme contribution rate Participants/pensioners

Universal scheme
National Pension Insurance 12 800 yen a month 25.0

Earnings-related scheme: private sector
Employees' Pension Insurance 18.75% 21.0
Private School Teachers 13.30% 13.4
Agriculture and Fishery 19.49% 27.2
Japan Railway Employees 20.09% 151.3
NTT Employees 17.35% 55.0
Japan Tobacco Employees 19.92% 103.5

Earnings-related scheme: public sector
Central Government Employees 18.39% 50.7
Local Government Employees 16.56% 38.7
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exempt from contributions but will receive reduced benefits. Dependent
spouses of employed persons are not required to contribute. If they have earn-
ings greater than 1.41 million yen (approximately US$14,000) a year they are
not considered to be dependent and must pay social security contributions.

For the earnings-related pension schemes, contribution rates and benefit
amounts differ according to their histories and their government subsidies. In
the Employees' Pension Insurance programme employer and employee contri-
bute equally. For workers in this programme its contributions are combined
with National Pension programme contributions and are made together.

Contracting out
Employers can voluntarily provide occupational pensions for their employees
and receive tax preferences. Most private pensions are defined benefit. To
promote private pensions, large employers with 500 employees or more can
contract out of the earnings-related part of the Employees' Pension Insurance
programme. This means that they can pay a reduced contribution rate to that
programme so long as they establish a private pension scheme of sufficient
generosity. The financial situation of the Employees' Pension Insurance
scheme has deteriorated because only small and medium-sized employers
have remained in the scheme and their employees are older than the average
for all employees. The financial incentive to contract out, however, has
declined considerably over time. The reduction in mandatory contribution
rate due to contracting out in 1995 was 18 per cent, compared with 44 to 51
per cent in 1966. Because of the declining advantage of contracting out, in
June 1998 the Japan Employers' Association proposed that contracting out
be abolished.

In 1997 Austria changed its social security retirement benefit scheme so that
benefits were based on the last ten years prior to retirement, rather than the last
five. Previous changes in 1996 resulted in a system where the retirement pension
equalled 1.9 per cent per year for the first 30 years and 1.5 per cent per year for
the next 15 years (maximum 80 per cent). Under new rules, the factors will be
1.83 per cent per year for the first 30 years and 1.675 per cent per year for the
next 15 years (maximum 80 per cent). The new rules reduce benefits for those
who retire with less than 45 years of service.

Germany in 1992 switched from basing benefits on gross wages to basing
them on net wages after taxes and mandatory contributions. Increases in man-
datory contribution rates for social security will result in lower net than gross
wage increases, which will result in lower pension increases.

In the Netherlands reduction of the growth of the statutory minimum wage
lowered social security retirement benefits by 9 per cent in real terms between
1983 and 1986. In 1996 the survivors' insurance scheme was replaced by a
new scheme with lower benefits and stricter eligibility requirements. Under
the new scheme survivors' benefits will only be available to a surviving partner
born before 1950, or who has children under 18 years of age, or who has a
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disability. The government's rationale for these changes is that private life insur-
ance is widely available.

COLAs

Benefits can be reduced by changing the calculation of cost-of-living adjust-
ments (COLAs). Two other factors have also caused governments to change
social security COLAs. First, in some countries prices have risen faster than
wages. As a result, pensioners' incomes rose faster than those of workers.
Second, as taxes and contribution rates rose as a percentage of earnings,
there was a growing gap between gross and net earnings in the working popula-
tion (Myles and Quadagno, 1997).

COLAs are paid to beneficiaries in order to increase their nominal benefits to
offset the effect of inflation eroding the real value of benefits. To reduce benefit
expenditures, Austria suspended indexation of benefits for 1997. However low-
income beneficiaries received an equalization payment, graded according to
income. In 1993 Belgium introduced a policy aimed at avoiding the bankruptcy
of the social security system. It included a three-year freeze on benefits. In
Germany, starting in 1992, post-retirement increases in benefits were linked to
net wages rather than gross wages (Queisser, 1996b). Japan also made this
change in 1994. This mechanism distributes the burden of an ageing population
among workers and pensioners. With the growth of taxes and social security con-
tribution rates, net wages are growing less rapidly than gross wages.

Increasing the pensionable age

Despite longer life expectancies, early retirement is increasingly common in
OECD countries. A striking feature of retirement income policy is that once
a pensionable age is determined for the social security scheme, it tends to
remain unchanged for many years (ILO, 1989a). The pensionable age is the
minimum age at which social security retirement benefits can be received.
Many countries, however, at some point during the 1950s to 1980s, lowered
their pensionable age. In Switzerland the AVS social security pension for all
residents, first legislated in 1946, provided a retirement pension for men and
women at age 65. In 1957 the age for women was lowered to 63 and then to
62 in 1964. The pensionable age has not been lowered for men.

Some countries allow for partial retirement with a partial pension benefit. In
1988 France introduced partial pension provisions which enabled workers aged
60 and over having completed 150 quarters of employment to work on a part-
time basis while drawing part of their pension from the basic scheme. The
pension 'reform law of 1992 in Germany introduced the option of receiving a
partial pension benefit to make the transition from employment to retirement
more flexible. The pensioner can choose one-third, half or two-thirds of the
regular retirement pension, depending on the amount of income earned.
Persons receiving partial pensions and earning income are still required to
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contribute to the pension scheme, which increases their benefit entitlement for
the full pension when they retire altogether (Queisser, 1996b).

In Denmark the basic means-tested retirement pension introduced in 1933
was first paid at age 65 for men and 60 for women. In 1967 these ages were
raised to 67 for men and married women and 62 for unmarried women. In
1984 the pensionable age for unmarried women was brought up to 67. In
1987, however, a scheme allowing for provision of partial pensions took
effect. This applies to workers aged 60 to 67. Norway lowered the normal pen-
sionable age for the basic pension for residents from 70 to 67 in 1973. France, in
1981, reduced from 65 to 60 the minimum age at which a full retirement pension
could be received by employees in the general employees' social security scheme.

Pension reform in the Netherlands permits partial employer-provided pen-
sions from age 55. Under this system an employee, with the employer's agree-
ment, can work part-time and receive a partial pension from the employer's
plan. Dutch occupational pension schemes can also provide bridging pensions
between the ages of 55 and 65 to compensate an individual taking early retire-
ment for the fact that social security retirement benefits are not payable until age
65. For workers till working at age 65 it is not necessary to retire to receive
retirement benefits.

Sweden in 1976 lowered, the normal age for both the universal basic pension
and the earnings-related pension from 67 to 65, at the same time introducing
partial pensions. In 1986, without altering the normal pensionable age, Finland
introduced provisions for early retirement under the National Pension Plan. In
1987 a part-time pension was introduced under the statutory supplementary
pension scheme. Thus, during the 1980s, there was a move towards allowing
greater flexibility in pensionable age by allowing early retirement or retirement
with a partial pension (ILO, 1989a).

During the 1990s a new trend emerged. Many countries increased the legis-
lated age for early or normal retirement, although often the increase will not
take effect until early in the 2000s. Raising the pensionrable age is a non-specific
reduction of benefits. It is unclear whether raising the pensionable age will cause
workers to retire later or will only result in a benefit cut.

One way to cut benefits is to postpone access to full benefits to a later age,
coupled with actuarial reductions in benefits received at an earlier age. This is
done by increasing the penalty for retiring early. The major part of any savings
to the system occurs after many years as gradually an increasingly large propor-
tion of retirees have been affected by the change. This approach has been
followed by Germany, Italy, Japan, Switzerland and the United States. The
United States in 1983 cut future benefits by raising the "normal" pensionable
age by two years, phased in gradually over 22 years starting for workers aged
62 in the year 2000.

Traditionally most OECD countries have permitted women to retire at
younger ages than men. Most countries, however, are taking steps to equalize
pensionable ages for men and women. Greece is doing so at 65 with a long

589



Social security pensions: Development and reform

phase-in period. It affects people who started working in 1993 or later (Petridou,
1996). Portugal is doing the same, although the process will be completed in
2000.

Switzerland, by contrast, has decided not to equalize the ages, rather raising
the pensionable age for women from 62 to 64, with the pensionable age for men
staying at 65, phasing in being completed by 2005. Italy, which had low pension-
able ages of 55 for women and 60 for men is raising pensionable ages to 60 for
women and 65 for men. It formerly also had a seniority pension that a retiree
could receive, based solely on years of work, but that pension provision is
being terminated.

In Germany the earliest age at which social security pensions can be taken is
being raised to 65 for both sexes, phased in between 2000 and 2001 for men
(2004 for women). The United Kingdom is equalizing pensionable ages for
men and women at the pensionable age for men of 65, with the first increase
affecting women reaching age 60 in 2010 with a ten-year phase-in period. Aus-
tralia is raising the minimum age at which a woman can receive a retirement
pension by six months every two years, from age 60 in 1995 to age 65 in
2013. In Belgium the pensionable age, along with the retirement benefit calcula-
tion, will be equalized for men and women over a transitional period of 13 years
from January 1997. The pensionable age for women was increased to 61 on that
date and will increase by one year every three years until it reaches 65 in 2009.
The option of a flexible pensionable age between 60 and 65 for both men and
women remains, but will become subject to a requirement as to length of
employment, starting at a minimum of 20 years in 1997 and rising to a minimum
of 35 years in 2005. Austria provides an early retirement pension benefit for long
service. Under the previous rules the pension was paid from age 60 for men and
age 55 for women to a person with 420 insurance months. This will change to
450 months for men born after 1940 and women born after 1945.

Counter to the trend in other countries, Finland has a labour policy that
encourages early retirement to reduce unemployment. An early retirement
benefit scheme pension which was introduced in 1986 gives employees the
option of retiring between ages 60 and 65. The benefit is actuarially reduced
for payment before ag 65. Also counter to the trend, unions in France have
waged a series of strikes to demand a reduction in the pensionable age to 55.

Selective targeted benefit cuts

Universal fiat-rate benefits common in the Nordic and Anglo-Saxon countries
(excluding the United States) are on the decline. "Clawbacks" (benefit reduc-
tions) from upper- and middle-income households have been implemented in
Australia, Canada, Finland, Iceland, Netherlands, New Zealand and Sweden.
Only Ireland, Japan, Norway and the United Kingdom still provide universal
flat-rate benefits for all citizens who reach a specified age. Need is replacing
citizenship as the criterion for eligibility (Myles and Quadagno, 1997).
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Four countries, Australia, Canada, Denmark and New Zealand, finance
their basic retirement benefit from general revenue, and all four have instituted
selective benefit cuts, abandoning the principle of a universal flat benefit.
Canada introduced a "clawback" through the income tax for high-income earn-
ers in 1989. Denmark introduced an income test in 1994.

In the postwar period Finland, Norway and Sweden introduced universal
flat benefit pensions financed from payroll deductions. All three then introduced
earnings-related pensions that left little room for private pension schemes. As
the earnings-related schemes have matured, the basic universal benefit has
been eroded by the introduction of pension testing of those benefits. In 1994
Sweden essentially abolished the universal benefit by introducing a pension
test for the entire benefit. Finland followed Sweden and introduced pension test-
ing of the entire basic benefit in 1996. Iceland had preceded these countries,
introducing a pension test in the 1970s (Myles and Quadagno, 1997). Starting
in 1992, Norway reduced the maximum pension points that can be earned per
year from 8.33 to 7.0 (see box 3.1). This reduces the future retirement income
benefits of high earners.

Contribution increases

Contribution increases can occur through increases in the contribution rate or
in the contribution base.

Increases in contribution rates

Contribution rates have increased in many countries, including Denmark, Fin-
land, France, Sweden and the United States (see table RB6.2). In nearly all
OECD countries the mandatory contribution rate is scheduled to increase in
the future. The United Kingdom is an exception. Under its reformed system,
contribution rates to the National Insurance Fund will fall from 18.25 per
cent in 1995 to 15.85 per cent in 2040. Belgium is a further exception, planning
to reduce social security contributions over five years to those of its neighbour-
ing countries.

France in 1997 raised the generalized social security contribution rate to 3.4
per cent from 2.4 per cent. In addition the contribution base was extended to
cover employer contributions to occupational pension schemes. The contribu-
tion rates to the mandatory occupational pension schemes are also increasing.
The minimum contribution rate, shared equally by the employer and employee,
was raised from 10 per cent in 1994 to 12 per cent in 1995 to 13 per cent in 1996
and to 14 per cent in 1997. It is expected to increase to 16 per cent by 2003.

In Canada the contribution rate rose from 5.6 per cent in 1996 (employer
and employee combined) and is expected to rise to 9.9 per cent by the year
2003. The Canada Pension, Plan actuary has estimated that the rate will need
to increase to 14.2 per cent by 2030 for the scheme to remain solvent.
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Table RB6.2 Change in social security pension contribution rates in
OECD countries between 1991 and 1997, selected countries
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Country Percentage increase

Austria 0 0
Belgium 0 0
Canada 30.4 30.4
Germany 27.0 27.0
Italy 21.9 20.0
Japan 19.7 (men) 19.7 (men)

22.6 (women) 22.6 (women)
Netherlands 38.1 0
Portugal 0 3.0
Spain 2.2 1.6
Switzerland 2.1 2.1
United States 0 0

Note: The figures for Canada are for the Canada Pension Plan.

Employee Employer

Changes in the contribution base

Changes in the tax base can be made by raising or eliminating the contribution
ceiling or by expanding the definition of compensation to include non-wage
compensation. Following the Second World War most social security systems
had a ceiling on contributions, exceptions being Italy and Switzerland. Since
then an increasing number of countries have removed the ceiling, including Fin-
land, Norway (for employers' contributions first and subsequently for workers'
contributions), Portugal and Sweden (ILO, 1984a). The United States has
retained the ceiling but raised it to the point that most workers earn less.

In Austria, starting in 1996 contributions must be made in order to receive
credit for periods of education. These contributions can be made in arrears.
France in 1996 levied a new tax at a rate of 6 per cent on employer-paid pre-
miums for group insurance, complementary savings plans and health coverage
through insurance companies that is used to help fund non-contributory retire-
ment benefits. A new fund will be created to amortize social security debt over a
period of 13 years. To finance the fund a 0.5 per cent tax will be levied on all
income, with few exceptions.

In Japan bonuses were previously not included in the social security contri-
bution calculation, but were covered as of April 1995, at a rate of 1 per cent of
the bonus, split evenly between employee and employer. Twice yearly bonuses
are an important part of worker compensation in many large Japanese firms.
In the United States social security benefits have been made liable to income
taxation for high-income beneficiaries, with the tax used to help finance social
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security. In addition employee contributions to a popular type of defined plan,
the 401(k) plan, are subject to mandatory social security contributions.

Gender equality

A social rather than a fiscal cause for some social security reforms is a move
towards gender equality in social security provisions. This trend goes beyond
the equalization of retirement ages. Most of the social security systems in the
OBCD were established at a time when relatively few women worked in the
labour market. Many systems have had features based on the traditional pattern
of men working in the labour market and women working at home. Rising
divorce rates and increased female labour force participation, as well as a
strong politically motivated demand for equality of treatment of men and
women, have generated a number of reforms in survivor benefit schemes.
Many countries have introduced widower's benefits on an equivalent basis to
widow's benefits, while at the same time subjecting survivor benefits to an
income test or to the survivor's unavailability for work owing to rearing
children, invalidity or advanced age.

In 1984 Denmark significantly reformed its social security system, eliminat-
ing differential treatment of men and women. Differential treatment of men and
women has also been eliminated from the United States social security system.
Belgium is moving towards gender-neutral accrual rates. The accrual rate for
men is one forty-fifth per year of coverage. The accrual rate for women was low-
ered from one fortieth per year of coverage to one forty-first in 1997 and is
scheduled to reduce in steps to one forty-fifth in 2009.

Switzerland has introduced a child-rearing credit for either the father or
mother who is raising a dependent child age 16 or younger. Under former
Swiss law, survivor's pensions were only payable to a widow with a dependent
child; under the reform, a survivor's pension is payable to either a widow or
widower with a dependent child. More significantly Switzerland has also intro-
duced earnings sharing in determining retirement benefits. Each partner of a
married couple is credited with 50 per cent of the total earnings of the couple.

Encouraging private provision

A further strategy to reduce the demographic pressures on social security
schemes is to give more responsibility for pension provision to employers and
employees. It has always been the intention in Denmark, Ireland, the Nether-
lands and the United Kingdom that the social security pension should serve
as a guarantee of a minimum income in retirement.

In the United Kingdom there has been increasing success in getting people to
provide for themselves, particularly since 1987, by means of individual defined
contribution pensions. There has been a considerable growth of interest in
encouraging funded complementary pension schemes in countries that have
not had such a tradition.
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Privatizing social security
Using a broad definition of privatization that includes mandatory occupational
pensions, nearly a third of the OECD countries discussed in this brief have
partially privatized their social security systems. They have done this by
making employer-provided pensions mandatory (six countries) or by allowing
contracting out from the social security system (two countries). The essential
aspect of all the privatized systems is that they are managed in the private sector.

Mandatory employer-provided pensions

In several OECD countries where widespread employer-sponsored pension
schemes have long existed on a voluntary basis these schemes have become
the foundation for a mandatory second tier. Denmark has a mandatory
employer-provided scheme, the ATP scheme. All employees between the ages
of 16 and 66 who work at least ten hours a week must participate. Both the
employer and employee are required to contribute, with the contribution
based on hours worked rather than earnings. The ATP is a defined contribution
scheme. Its importance is limited, however, because the contributions and
benefits are small.

In 1962 the principal mandatory pension scheme in Finland (TEL) was
introduced. It covers about 50 per cent of the private sector workforce. There
are eight other mandatory pension schemes, all similar to TEL. While the
social security scheme acts as a national safety net, the mandatory pension
schemes provide pension benefits for employed persons. Beginning in 1996
the Finnish social security pension scheme became income tested. Thus the
social security pension benefit is reduced by amounts payable under TEL and
other occupational pensions.

France has mandatory industry-wide pay-as-you-go schemes (see box 7.2).
These are financed by employer and employee contributions. In 1985 Switzer-
land made occupational pension schemes mandatory for all wage earners. A
security fund, mutually financed by income from the occupational pension
schemes, guarantees the payment of benefits (ILO, 1989a).

Australia has introduced a privatized retirement income scheme through
mandatory contributions to private pension schemes. For most employees the
scheme will eventually replace at least partially the social security pension
benefit. The Australian means-tested social security pension scheme will con-
tinue, but, with the projected accumulation of private pension funds its
importance will decrease. The system will take several decades to mature. At
the point that new retirees have spent their entire working career under the
system, it will substantially replace the social security pension. Since the social
security pension is unfunded, the change replaces an unfunded with a funded
scheme. The scheme is being phased in, and by the fiscal year 2002/3 the total
contribution to the scheme from employees, employers and government
will equal 15 per cent of salary. The funds that manage the invesnient of the
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contributioits are private. They are predominantly defined contribution
schemes. In establishing the schemes, the government has been able to use a
well-developed financial infrastructure that was already in place.

Two other OECD countries have mandatory pension schemes that cover a
large fraction, but not all, of the workforce. The Netherlands has widespread
pension coverage as a consequence of many industries having mandatory pen-
sion schemes. In the Netherlands there are 81 industry-wide pension funds, of
which 66 are compulsory (Lutjens, 1996). Compulsory supplementary pension
coverage is also widespread in Greece and covers the majority of the labour
force. This has been particularly so since 1987 when the supplementary
scheme for the rural population was established (Petridou, 1996).

Contracting out

Both Japan and the United Kingdom allow contracting out of the state-
sponsored social security scheme. With contracting out an employee or
employer, depending on the scheme rules, may withdraw from part of social
security mandatory contributions if the employee participates in a plan of suffi-
cient generosity. Together Japan and the United Kingdom have more than 50
years' experience of contracting out schemes. In both Japan and the United
Kingdom the social security scheme has a fiat-rate benefit and an earnings-
related benefit. Contracting out permits the employee to withdraw from the
earnings-related part of the social security scheme. In both countries employers
can substitute an occupational pension for the earnings-related tier of the con-
tributory component. In the United Kingdom, since 1988, individuals can opt
out of either the private or public plan by starting a personal pension plan.
This option is unavailable in Japan.

Notional defined contribution plans
In a notional defined contribution plan the worker has an individual account
that is credited with his contributions plus interest. However the accumulation
is notional rather than actual since the money paid in by workers is immediately
paid out to pensioners rather than being invested, so the system remains pay-as-
you-go. For each individual the account balance is based on bookkeeping
entries recording contributions to the system and interest earnings credited to it.

The notional account system in Italy is commonly described as a defined
contribution scheme, but it could also be characterized as a revalued career
average defined benefit scheme, with entitlement depending directly on the
relevant contribution record (Daykin, 1996). Under the old system pension
benefits were a proportion of earnings on the basis of formulas, which differed
considerably from one scheme to another. Under the new system, the amount of
contributions paid is entered in the individual's account record. The amount is
revalued each year in relation to nominal GDP (the average nominal GDP over
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the past five years) and, at the end of working life, the pension benefit is calcu-
lated by multiplying the total amount obtained by a conversion factor deter-
mined by the scheme. The value of the conversion factor varies according to
age at which employment ceases. This can be between 57 and 65 years, with
the factor varying from 4.72 per cent for retirement at 57 years to 6.13 per
cent for retirement at 65 years. The pension benefit is then revalued according
to changes in prices.

The conversion factor is a key parameter of the new system. It determines
the pension benefit based on the accumulated and revalued amount of contri-
butions paid. The conversion factor may be modified every ten years by the
Ministry of Labour and Social Security to accommodate demographic change
and the growth rate of GDP.

Sweden has adopted the notional account scheme, with the first benefits to
be paid in 2001. The contributions will directly determine the entitlements in
two ways. Part of the contribution, two percentage points, will be invested
and the eventual sum will be determined by the investment performance of
the fund. The rest of the contribution, 16.5 percentage points of earnings, will
be revalued by means of an index, which is designed to ensure that pension
entitlements only keep pace with cost-of-living changes if the economy grows
at a target rate, gaining in real value if it grows faster and suffering negative
real growth if it grows more slowly. The accumulated amount available at retire-
ment will be annuitized using a factor which is expected will increase steadily in
order to reflect improving life expectancy.

CONCLUSIONS: TRENDS IN SOCIAL SECURITY

A number of trends in the development of social security systems in OECD
countries can be identified.

Trend towards cutting benefits. In order to finance the increased benefits costs
due to the increase in the retirement dependency rate, many countries are
cutting benefits. Benefit cuts are being made both across the board and
aimed at higher-income workers. One aspect of benefit cuts is a trend towards
including more years in calculating benefits in defined benefit schemes.

Trend towards higher mandatory contribution rates. The burden of an
increased retirement dependency rate is being shared between workers and
retirees. Workers are paying higher mandatory contribution rates.
Trend towards higher minimum and "normal" pensionable ages. With the
increasing longevity of populations, there is a trend towards raising pension-
able ages. This is being implemented in some countries by raising the mini-
mum pensionable age for women so that it equals that of men.
Trend towards equal treatment of men and women. A number of countries are
making changes designed to improve fairness between men and women.
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Trend towards convergence of benefit formulas. Most countries with a flat
benefit only have added an earnings-related benefit. Some countries with
an earnings-related benefit only have added a minimum benefit.
Trend towards national schemes. Countries have generally moved towards
a single national social security retirement benefits scheme covering all
workers.
Trend towards defined contribution schemes. Several countries are moving
towards defined contribution or notional defined contribution plans.

This review indicates that the defined benefit social security pension systems
in the OECD countries are subject to change through the political process.
However the policy of raising the minimum pensionable age in a number of
countries exemplifies that typically major changes occur with a long phase-in
period.
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TECHNICAL BRIEF 1

THE QUANTITATIVE MODELLING OF
PENSION REFORM AND
DEVELOPMENT

Financial planning in the social sector is an essential part of responsible govern-
ance and can be greatly assisted by the development of quantitative models
giving a reasonable assessment of the expected financial development of a
programme

Pension models can be used to project pension expenditure, to study
alternative financing options and to assess the implications of the pension
scheme for the distribution of income, both for contributors and beneficiaries.
Pension schemes are major economic and redistributive systems which often
have a considerable impact on public budgets and on the financial status of
other social protection programmes. Therefore a proper analysis of a pension
scheme also should place the pension scheme in the context of the national
social protection system in order to reflect the interrelationships between the
different branches of the social protection system,' to better understand how
the available resources are allocated, and to assess the implications of potential
changes for public sector budgets. It is also necessary to assess how the whole
social protection system reacts to changing economic and demographic con-
ditions.

Future economic conditions and the behavioural implications of changes to
social legislations are difficult to predict and the inherent degree of uncertainty
contained in projections increases as the projection period extends into the
future. Thus models should be considered as providing the analytical frame-
work needed for decision making, rather than exact figures and straightforward
conclusions. This means that they should provide consistent results for alterna-
tive policy options, based on reasonable assumptions which can be subjected to
alternative scenarios to test the results' sensitivity and to identify the main deter-
minants for future financial development.2

This brief provides a general overview of how models work and how they
should be used to analyse pension schemes properly. It stresses both the impor-
tance of modelling as a means of sound governance and planning and the
relevance of a comprehensive quantitative modelling even for the analysis of

598



Quantitative modelling

a single branch of a national social protection system. The ILO uses three types
of models for the study of pension reforms:

a social budget model which maps the macro socioeconomic environment as
well as the social protection environment of pension schemes;
a pension model which assesses the long-term financial implications of alter-

native benefit provisions and alternative financing options;
an income distribution model which determines the redistributive aspects of a
pension scheme or reform options.

THE SOCIAL BUDGET MODEL

Objectives and overview

The social budget model sets the demographic and the macroeconomic frame-
work needed for a detailed analysis of the pension scheme. It provides a conso-
lidated view of the financial status of the social protection system. It supports
the political decision-making process by:

describing how the present system of social protection would behave in
financial terms if the provisions and the financing were not changed (status
quo projections);
assessing the implications for public sector budgets;
measuring the impact of changes to the social protection provisions, taking
into account the interrelationships between the different branches of protec-
tion;
testing the sensitivity of the system to different scenarios on the future
demographic and economic development.

The model allows decision makers to understand what level of expenditure
and social protection the country might need, and how that would be allocated
between the different branches of protection and the different categories of ben-
eficiaries. It also provides information on the sources of financing and the level
of social security funds or deficits, and it may be used to measure the financial
effect of reform options.

The exact content of national social budgets varies from country to country
depending on both the benefits offered and the organization of the national
social protection system. Nevertheless there are core elements which normally
appear in national social budgets. The expenditure side includes pensions,
health care, short-term cash benefits, family benefits, social assistance and
unemployment benefits. The income side includes all resources used to finance
the above expenditures: social security contributions, taxes (general and ear-
marked) and government subsidies, private or collective insurance contribu-
tions and investment income.

599



Social security pensions: Development and reform

A social budget encompasses the income and the expenditure of the social
security institutions as well as other government and (to a lesser extent) private
expenditure and income pertaining to social protection. It therefore makes it
possible to understand better the financial situation of each fund or institution.
It may also provide relevant information on the mix between public and private
mechanisms of social protection

The social budgeting process includes accounting for past years and projec-
tions in the future for a medium-term period. Social expenditure and income
are often projected over a horizon of five to ten years, but projections over
longer periods could be necessary to assess the impact of long-term structural
changes.

Modelling the socioeconomic environment

Demographic and economic assumptions on the future development of a
country are required before undertaking projections. The key assumptions con-
cern population, economic growth, labour force and wages. Assumptions on the
future rate of return on investments may also be important if substantial
reserves are accumulating. Complementary behavioural assumptions are also
needed, such as the enforcement of contribution payments, and the periodical
ad hoc adjustments of benefits or contribution ceilings to account for inflation.

Possible interrelationships between these assumptions should be properly
taken into account to ensure their consistency. For instance, the assumption
on the development of wages cannot be defined without reference to the
assumptions on economic growth and the development of employment and
unemployment.

The selection of assumptions should take into account recent experience to
the extent that information is available and applicable but, in recognition of the
nature of the schemes (especially the pension schemes), the assumptions should
reflect long-term trends rather than give undue weight to recent experience.

Modelling the social protection system

Indicators are developed to measure the impact of the provisions of the
schemes, the characteristics of the covered population and the demographic
and economic environment on the financial situation of th social protection
system. They help to better understand the financial determinants of the
system and to estimate future expenditure and income.

The three principal indicators are the coverage ratio, since expenditure and
income are a function of the extent of coverage of the scheme; the beneficiary
ratio related to the proportion of beneficiaries in the covered population; and
the replacement rate related to the level of benefits provided by the scheme.3
These indicators are calculated for all types of cash benefits: pensions, sickness
benefits, unemployment benefits. For benefits in kind such as health care or
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social assistance, further refinements must be introduced to reflect better the
utilization of the different types of services and their unit costs. The methodol-
ogy used for cash benefits will be discussed below, paying special attention to
pensions.

The coverage ratio measures the percentage of wages that are covered by the
social security system. It is a function of both the proportion of the population
covered and the level of covered earnings. In the case of pension schemes cover-
ing wage earners, the coverage ratio can be split into three components:

the coverage rate, which is the proportion of the employed population
insured under the scheme;

the wage share of GDP, which is the proportion of national income paid to
wage earners;

the catchment factor, which is the proportion of individual wages covered
by the scheme and usually subject to the application of a ceiling on covered
earnings.

The coverage rate is a key indicator of the effective level of protection pro-
vided by pension schemes, especially in developing countries where coverage is
usually limited to people in urban areas. Variation in the coverage rate will have
an immediate impact on the amount of total contributory income. However
there is a time lag before the impact on expenditure can be felt, especially in
the case of retirement pensions, where the individual history of covered earnings
is used to calculate the pension to be received at a much later stage.

The beneficiary ratio measures the proportion of the covered population
receiving benefits. It varies according to the entitlement conditions specified
in the provisions and according to factors such as the employment record and
the population age structure in the case of retirement pensions.

The replacement rate compares the average level of individual benefits to the
average individual level of earnings. It depends on the initial replacement rate
when benefits are first paid and in the case of pensions on the indexation provi-
sions during the payment period. The individual initial replacement rate may
vary according to the benefit provisions, the employment record (or residence
record for universal pensions) and the individual's earnings during the working
years.4 Following the introduction of new provisions, there may also be a slow
progression of the average initial replacement rate as it may take years for a
pension scheme to mature.

The effective replacement rate also depends on the mechanism of indexation
of benefits in payment, that is whether it is linked to changes in prices or wages.
Individual replacement rates would fall if benefits were only partially indexed.

It is also necessary to look at the catchment factor to get a clear picture of
the level of protection. Pension schemes with adequate replacement rates and
periodic indexation could fail to provide adequate protection for covered
people if the ceiling on covered earnings was too low, or not properly indexed.
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THE PENSION MODEL

Objectives and overview

Pension models are used to estimate the future value of the indicators for pen-
sion schemes and to project pension income and expenditure. The pension
model is used to assess the financial viability of a pension scheme either to
confirm that income and expenditure are expected to remain in balance over
a period of time or to make recommendations on the necessity to revise the
contribution rate and the structure of benefits. It is also used to examine the
financial impact of alternative options for reforming a pension scheme to
assist policy makers in the design of sound benefit provisions and to make
recommendations on the financing of the scheme. More specifically the pension
model is .used for the following:

to project expenditure and contributions under status quo conditions and for
different reform proposals;

to assess the relevance of building up a contingency or funding reserve;
to propose schedules of contribution rates consistent with the funding
objective;

to test how the system reacts to changing economic and demographic condi-
tions.

The pension model is used primarily to project the salary base of contribu-
tors and the benefit expenditure. Then.schedules of contribution rates can be
calculated for different financing options based on projected contributions
and benefits. The cost of a scheme (benefit expenditure plus administration)
depends on the benefit provisions as well as the demographic and economic
environment. The choice of a financing system aims to allocate the financing
of the cost of the scheme over the years and among the participants in an orderly
and rational manner. The financial system should be established taking into
account the economic, financial, fiscal and political objectives and constraints.

Pension model inputs

The demographic and macroeconomic assumptions are defined with a longer
time perspective in the pension model than for social budgeting purposes.
Assumptions specific to the scheme, such as the contribution collection rate
and the incidence rates of retirement and invalidity, must also be specified.
They are defined by looking primarily at the scheme provisions and the scheme's
historical experience.

Information on the covered population at valuation date is needed, such as
insurable wages, credited past service and pensions in payments. The data must
be desegregated on a basis maintaining the homogeneous characteristics of each
group of insured persons. Separate calculations are made for males and females,
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and for populations covered by distinct schemes or provisions. Within each
group assumptions on the salary distribution and the employment distribution
are formulated on an age-specific basis.

Finally information on the existing scheme assets, if any, is needed to project
the annual cash flows of investment income. An interest rate assumption based
on the nature of the assets, the past returns and the investment policy must be
formulated. This assumption is established in relation to the assumptions of
economic growth and wage development.

Projection methodology
Based on the insured population data and the set of assumptions, pension
projections are performed following a year-by-year cohort methodology. The
simulation ages the existing population and gradually replaces it with the suc-
cessive cohorts of participants on an annual basis according to the demographic
and coverage assumptions. The projections of insurable earnings and expendi-
ture are then performed according to the economic assumptions and the scheme
provisions.

Pension reforms should be introduced following a proper assessment of the
long-term financial implications. Reform proposals may only become fully
effective many years after their implementation. The objective is to check the
financial viability of the scheme, the relative balance between future income
and expenditure, using consistent and reasonable assumptions. The model
will provide the necessary contribution rates. Whether they are acceptable or
not is a matter of political decision.

Financing system
As mentioned in Chapter 9, an important aspect of the financing of social insur-
ance schemes is how to plan and manage the raising of resources systematically,
so as to meet the costs of benefits and administration as they arise. For short-
term benefits, such as sickness or maternity benefits, entitlement is based on
participation history over a short period of time and are payable only for a
limited number of weeks. Therefore the annual cost attains a stable level in
relation to the insured wage bill in a relatively short time and the financing
method which suggests itself is the pay-as-you-go system under which resources
raised year by year balance the expected cost year by year. A small margin is
often allowed in order to build up a contingency reserve, the purpose of
which is to help meet an unforeseen rise in expenditure or fall in income.

Long-term pension benefits have a future expenditure pattern quite different
from that of short-term benefits. The following factors generally contribute to a
pattern of annually increasing expenditures on pensions in absolute terms, in
proportion to total annual insured earnings and as an average amount per
insured person.
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Each year a new group of insured persons, or their dependants, qualify for
pensions. This results in annual increases in the number of pensions in
payment for many years after the inception of the scheme.

Pension benefits generally increase with the years of service of the insured
person at the time the benefit becomes payable and until all workers have
been covered for their full working life. The longer a pension scheme
operates, the greater will be the average years of service applied to determine
new pension benefits.

When the pension is based on an insured person's earnings, at or near the
time he or she qualified for a pension, the average annual pension will gener-
ally increase each year.

Beneficiaries of pensions awarded in previous years will continue to receive
pensions and, because longevity generally increases, future pension benefici-
aries will receive them for increasingly long periods.

Pensions already in payment may be increased in accordance with increases
in the level of wages or cost of living.

Given the pattern of rising annual expenditures, the pay-as-you-go contribu-
tion rate (as a percentage of insured earnings) would be low at the inception of
the scheme and would increase annually for many years thereafter.

At the other extreme, the contribution rate could be set with the objective of
ensuring financial equilibrium between the income and disbursements of the
scheme over a very long period of time (more than 50 years). This is the general
average premium financial system. Since, in a typical pension scheme, annual
disbursements are an increasing percentage of insured earnings, the contribu-
tion rate will exceed the rate which would apply under the pay-as-you-go
system in the early years (and generally for many years) of operation of
the scheme. Consequently, during this period, the annual contribution and
investment income of the scheme will exceed its annual disbursements. This
excess forms a reserve which is invested, and the interest on it supplements
contribution income when annual disbursements eventually exceed the annual
contributions.

There is also the possibility of an intermediate financial system that lies
between the pay-as-you-go system and the general average premium system.
The financial system is then characterized by the length of the equilibrium
period as well as by a funding objective at the end of the equilibrium period.

With partially funded schemes (also called "scaled premium system"),
reserves are accumulated (a) to level out the contribution rate needed during
the equilibrium period to finance the expected expenditure and to cope with
unanticipated shortfalls in revenue or increases in expenditure, and (b) to
generate investment revenue to finance part of the expenditure. The longer
the period of equilibrium, the higher is the contribution rate and the greater
the accumulation of reserve funds. Until a scheme reaches a mature state or
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with population ageing, increases in the contribution rate must occur from time
to time.

Actuarial valuations are needed under any financial system, but they are of
particular interest when it is necessary to estimate over a long period of time the
value of future earnings and future expenditure in order to establish the current
contribution rate. The contribution rate is sensitive to the actuarial assumptions
used and deviations between expected values and real values could lead to a
revision of the contribution rate. In other words funding a longer equilibrium
period contributes to a greater stability of the contribution rate in a context
of scheme maturing or population ageing, but it makes the scheme more
sensitive to other parameters, such as the economic parameters. The capacity
of the economy and its institutions to absorb and manage pension funds in
an effective and profitable way also has to be taken into account when establish-
ing a financial system.

To summarize, the modelling exercise should serve two objectives:

to simulate schedules of contribution rates, and the corresponding liabilities
if applicable, for different financing options and different scenarios of eco-
nomic and demographic development (including the necessary revisions to
the assumptions over the years);
to assist decision makers in the determination of an optimal financing strat-
egy considering the situation of the scheme, the financing objectives and the
environment.

MODELLING DISTRIBUTIONAL EFFECTS

Objectives and overview
The primary objective of the modelling of distributional effects is to assess the
implications of the expenditure and financing of the social security benefit
scheme for the distribution of household income, both for contributors and
beneficiaries. Since there are limits to the level of redistribution societies
want, the distributional impact of pensions also has to be analysed in the overall
context of the social protection system. More specifically, the distribution model
is used:

to assess the effect of alternative benefit and contribution provisions on the
current income of contributors and pensioners at a point in time;
to compare the effect of pension provisions on lifetime earnings for successive
generations of participants or for persons with different socioeconomic char-
acteristics;
to measure the effect of the development of social expenditure on the devel-
opment of net earnings of different categories of contributors, taking the
various sources of financing of the social protection system into account.
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The objective is to estimate the direction and magnitude of redistribution for
typical individual cases and for different economic and demographic scenarios.
This is needed to evaluate whether the pension scheme achieves the desired
redistributive social policy objectives.

Indicators of distributional effects

The redistributive effect of pensions may be first assessed by comparing the
effect of alternative pension and contribution provisions on the income of con-
tributors and pensioners at a point in time. This is called the "individual current
income effect". It is also possible to compare the values of contributions and
benefits over the lifetime of an insured person. Finally the impact of the devel-
opment of total social expenditure on the progression of net earnings of contri-
butors with different characteristics may be measured.

Current redistribution

The redistributive impact of alternative provisions may be assessed by calculat-
ing and comparing replacement rates and effective contribution rates for
hypothetical individuals at a given point in time. Calculations are made for dif-
ferent earnings levels as the contribution rate and the benefit rate may vary with
the earnings level. The contributory periods are defined on the basis of employ-
ment patterns, and different employment patterns, such as full-time work and
part-time work, might imply different redistribution patterns.5 The specification
of different employment patterns also allows the measurement of the redistribu-
tive impact of provisions granting credits under specific circumstances, such as
child care, disability or unemployment.

Calculations are made at given points in time, either during the years follow-
ing the introduction of new provisions or once the scheme has reached maturity.
In order to assess properly different policy options, the benefits provided by all
the mandatory tiers of the pension scheme might have to be considered: in addi-
tion to the mandatory pension or savings scheme, amounts of flat-rate universal
pensions, social assistance benefits and state guarantees to individuals (such as a
minimum rate of return) might have to be estimated Finally the redistributive
effect of pension taxation might be estimated by calculating replacement rates
and contribution rates on both a gross and a net basis.

Lifetime redistribution

The actuarial balance is the difference between the present value of lifetime
benefits and the present value of lifetime contributions.6 When calculated for
different categories of individuals and different policy options, it indicates
who benefits from an increase in lifetime income and who suffers a decrease
as a result of the pension scheme. It is also possible to calculate the equilibrium
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rates of return at which the actuarial balance is in equilibrium (the present value
of benefits equals the present value of contributions).

Actuarial balance or equilibrium rates of return can be calculated for differ-
ent earnings levels and employment patterns, as well as for successive cohorts of
participants. Assumptions specific to each group may be used if there are signif-
icant differences or if the assumptions vary over time. This is particularly impor-
tant for economic assumptions, but specific demographic assumptions may also
be used, for instance, to reflect mortality differentials between income groups
and mortality improvement over time.

Calculating the actuarial balance, or equilibrium rates of return, to compare
pension funding methods deserves special notice. When pensions are funded,
the contribution rate (for a defined benefit scheme) or the benefit level (for a
defined contribution scheme) depends on the interest rate and a prospective cal-
culation of an equilibrium rate simply replicates the interest rate used as
assumption. Interest rates depend on the other economic and demographic vari-
ables: savings by large cohorts of young people and dissavings by large cohorts
of old people could affect the rate of return on investments and have distribu-
tional consequences. Using generational accounting to compare the rate of
return for successive generations and for different funding methods may be mis-
leading unless those dynamic effects are properly accounted for.

Finally calculations of actuarial balance and equilibrium rates have to be
put in a proper context to ensure a sound interpretation of the results. The dif-
ferent components of the pension scheme are not designed only to maximize the
rate of return. For instance, proper management of the pension risks (invest-
ment risk, longevity risk) is also necessary to achieve an objective of income
replacement and security in retirement and the implementation of a pension
scheme may be the expression of other concerns such as social solidarity and
social cohesion. This means that income redistribution between subgroups
might be a positive feature of a social security pension scheme and all subgroups
should not have the same actuarial balance. Calculations of actuarial balance or
equilibrium rates of interest are a tool to check whether the results conform to
the policy objectives. Nevertheless it is important to make a clear distinction
between the tools, the means and the end.

Net income effect
The projection of total social expenditure using the sodial budget model indicates
the absolute level of transfers that take place via the social protection system. The
net income effect is the measure of the proportion of future increase in gross
income which would be taken away by increased levels of social transfers.7

The rate of growth of net income (as a proportion of the rate of growth of
gross income) depends on both the level of social expenditure and the way it is
financed. The financing of a scheme by contributions on covered earnings allo-
cates the cost between the participants, usually as a fixed percentage of earnings
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up to a ceiling. Alternatively taxation financing spreads the cost across all
income earners but at different rates according to the tax rules and schedules.
The tax status of social contributions and benefits also has to be taken into
account to assess the impact of the development of social expenditure on the
progression of net income.8

Notes

There are significant interactions which have to be accounted for when evaluating different
reform proposals. For instance, there are interactions between early retirement provisions, on the
one hand, and the labour market situation, the system of unemployment benefits and active
labour market programmes, on the other hand. There are also interactions between invalidity
pensions, sickness benefits and unemployment benefits. The utilization of social assistance benefits
clearly depends on the level of old-age, survivor and invalidity benefits provided by the national
pension schemes.

degree of sophistication of the projection models may vary considerably depending on the
exact purpose of the projections, the information available and the degree of uncertainty of future
demographic and economic developments. In theory, models could include erdogenous behavioural
responses to social or economic policies. Although great attention is devoted to determining the
assumptions in a consistent and reasonable manner, the models discussed in this brief do not inte-
grate such behavioural equations.

beneficiary ratio and the benefit ratio are used to calculate the pay-as-you-go cost rate.
The coverage ratio makes it possible to express social expenditure and income as a percentage of
total wages or total GDP.

replacement rate may also be reduced in the case of early retirement and increased for
deferred retirement, but a system of flexible retirement age also has an impact on the beneficiary
ratio. There should be no net effect if the system is actuarially neutral.

Links may be established between earnings levels and contributory periods to measure prop-
erly redistribution between persons at different levels of earnings.

contributions paid by employers and employees are normally considered when esti-
mating the present value of contributions, but government subsidies financed from general taxation
can also be taken into account.

an unchanged level of public deficit and no change to the other public policy and
fiscal measures.

The objective is not to test the impact of alternative fiscal rules, but rather to test alternative
pension financing options considering the current fiscal rules. Therefore average effective taxation
rates might be estimated for different income levels, different categories of taxpayers or different
sources of income in order to be able to make the necessary calculations without having to develop
a complete taxation model.
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SOCIAL SECURITY CONVENTIONS
AND RECOMMENDATIONS OF
THE ILO

Since its beginning in 1919, the International Labour Organization has viewed
social security as one of its main concerns. The preamble of the Constitution of
the ILO set forth the following goals in this field: the prevention of unemploy-
ment, the "protection of workers against sickness, disease and injury arising out
of their employment, the protection of children, young persons and women, the
provision of retirement and injury benefits" and "protection of the interests of
workers when employed in countries other than their own".

The Declaration of Philadelphia of 1944 recognized the "solemn obligation"
of the ILO to further encourage among the nations of the world programmes
that will achieve, inter a/ia, the extension of social security measures to provide
a basic income to all in need of such protection and comprehensive medical care,
as well as provision for child welfare and maternity protection.

One of the ways in which the ILO strives to achieve these objectives is
through the setting of International Labour Standards which are adopted by
the International Labour Conference after consultation with all the ILO's
member States. The standards take the form of either Conventions or Recom-
mendations and cover all areas which are related to the objectives of the ILO.
Conventions are designed to be ratified. When a member State ratifies a Con-
vention, the State becomes subject to legally binding international obligations.
Recommendations are not open for ratification, but lay down general or tech-
nical guidelines and they often supplement corresponding Conventions. The
significance of the standards lies in their practical effect. A country that has
ratified a Convention is obliged to report regularly on the measures taken to
give effect to ratified Conventions. The government's reports are carefully
examined and evaluated by the Committee of Experts on the Application of
Conventions and Recommendations, an independent organ of the ILO.

In this respect, the social security Conventions not only serve as guidelines
for the establishment of new social security schemes, or the reform of existing
schemes, but, when ratified, they also offer an international guarantee that
the Conventions and Recommendations will be maintained. They are often
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regarded as containing an internationally accepted definition of the very idea of
social security.

The first Convention in the field of social security, the Maternity Protection
Convention (No. 3), was adopted in 1919 at the very first session of the Inter-
national Labour Conference, and the most recent social security Convention,
the Employment Promotion and Protection against Unemployment Conven-
tion (No. 168), was adopted in 1988. The International Labour Conference
adopted 45 social security standards, of whibh 30 are Conventions and 15 are
Recommendations (see table TB2. 1). The social security Conventions thus
account for nearly 17 per cent of the 182 Conventions which the International
Labour Conference has adopted during the first 80 years of its existence. In
addition a number of Conventions and Recommendations not dealing exclu-
sively with social security contain special provisions have been included to
deal with matters of this kind.

Historically and conceptually ILO social security instruments can be divided
into three main groups or generations.

The first generation of social security standards corresponds to those
adopted before the Second World War. These Conventions pertain to the
"social insurance era", when compulsory insurance schemes were progressively
elaborated for each of the principal contingencies (maternity, unemployment,
industrial accidents, occupational diseases, sickness, retirement, invalidity or
death) and covered particular categories of workers (industrial workers, wage
earners and so on).

The instruments of the second generation pertain to the social security
era. During the 1940s new concepts were developed whose practical application
was to transform the prewar social insurance schemes. These concepts,
expressed in the Beveridge report in the United Kingdom (Beveridge, 1942),
included universal and comprehensive coverage, unification of social security
schemes and guaranteed income security and medical care for the entire popu-
lation. This new era began with the Income Security Recommendation, 1944
(No. 67), and culminated with the adoption in 1952 of the Social Security (Mini-
mum Standards) Convention (No. 102), which introduced the objective of a
basic level of social security that should be progressively attained everywhere
in the world.

Convention No. 102 differs from the prewar Conventions by virtue of its
comprehensiveness, flexibility regarding means, and precision regarding aims
It is comprehensive because it defines and brings together in a single instrument
all nine branches of social security which cover all the standard contingencies in
which workers are prevented from providing for themselves and their depen-
dants or have to meet additional expenses (see below). It is the first and only
Convention which covers family allowances as a branch of social security. As
to the scope of protection, the Convention is comprehensive in that it no
longer defines classes of persons to be protected in purely legal terms, that is

610



Conventions and recommendations

Table TB2.1 Instruments of the International Labour Organization concerning social
insurance and social security

No. 3 Maternity Protection Convention, 1919 1921

No. 8 Unemployment, Indemnity (Shipwreck) Convention, 1920 1921

No. 12 Workmen's Compensation (Agriculture) Convention, 1921 1923

No. 17 Workmen's Compensation (Accidents) Convention, 1925 1927

No. 18 Workmen's Compensation (Occupational Diseases) Convention, 1927
1925

No. 19 Equality of Treatment (Accident Compensation) Convention, 1925 1926

No. 24 Sickness Insurance (Industry) Convention, 1927 1928

No. 25 Sickness Insurance (Agriculture) Convention, 1927 1928

No. 35 Retirement Insurance (Industry, etc.) Convention, 1933 1937

No. 36 Retirement Insurance (Agriculture) Convention, 1933 1937

No. 37 Invalidity Insurance (Industry, etc.) Convention, 1933 1937

No. 38 Invalidity (Agriculture) Convention, 1933 1937

No. 39 Survivors' Insurance (Industry, etc.) Convention, 1933 1946

No. 40 Survivors' Insurance (Agriculture) Convention, 1933 1949

No. 42 Workmen's Compensation (Occupation Diseases) Convention 1936
(Revised), 1934

No. 44 Unemployment Provision Convention, 1934 1938

No. 48 Maintenance of Migrants' Pension Rights Convention, 1935 1938

No. 55 Shipowners' Liability (Sick and Injured Seamen) Convention, 1936 1939

No. 56 Sickness Insurance (Sea) Convention, 1936 1949

No. 70 Social Security (Seafarers) Convention, 1946
No. 71 Seafarers' Pensions Convention, 1946 1962

No. 102 Social Security (Minimum Standards) Convention, 1952 1955

No. 103 Maternity Protection (Revised) Convention, 1952 1955

No. 118 Equality of Treatment (Social Security) Convention, 1962 1964

No. 121 Employment Injury Benefits Convention, 1964 1965
[Schedule I amended in 1980]

No. 128 Invalidity, Old-Age and Survivors' Benefits Convention, 1967 1969

No. 130 Medical Care and Sickness Benefits Convention, 1969 1972

No. 157 Maintenance of Social Security Rights Convention, 1982 1986

No. 165 Social Security (Seafarers) Convention (Revised), 1987 1992

No. 168 Employment Promotion and Protection against Unemployment 1991
Convention, 1988

Remarks: Convention No. 70 has not received the required number of ratifications for entry into force, It is no
longer open for ratification since the entry into force of Convention No. 165, 1987.
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Table TB2.1 Continued

No. 10 Unemployment Insurance (Seamen) Recommendation 1920

No. 23 Workmen's Compensation (Jurisdiction) Recommendation 1925

No. 25 Equality of Treatment (Accident Compensation) Recommendation 1925

No. 44 Unemployment Provision Recommendation 1934

No. 67 Income Security Recommendation 1944

No. 68 Social Security (Armed Forces) Recommendation 1944

No. 69 Medical Care Recommendation 1944

No. 75 Seafarers' Social Security (Agreements) Recommendation 1946

No. 76 Seafarers' (Medical Care for Dependants) Recommendation 1946

No. 95 Maternity Protection Recommendation 1952

No. 121 Employment Injury Benefits Recommendation 1964

No. 131 Invalidity, Old-Age and Survivors' Benefits Recommendation 1967

No. 134 Medical Care and Sickness Benefits Recommendation 1969

No. 167 Maintenance of Social Security Rights Recommendation 1983

No. 176 Employment Promotion and Protection against
Unemployment Recommendation 1988

in terms of type of contract and branch of economic activity. Instead Conven-
tion No. 102 simply requires that a specific percentage of the population be pro-
tected. The scope of protection is also comprehensive in such a way that it not
only covers the insured person but extends its protection to the family members
of the insured. The ratifying State is thus free to develop the scope of its system
by extending coverage successively to different occupations and regions and to
make such exceptions as appear expedient in its particular circumstances.

Convention No. 102 also displays considerable flexibility. First, a ratifying
State is not obliged to accept all contingencies covered by the Convention,
but can confine its ratification to just three of the nine branches of social secur-
ity, provided they include at least one of the following: unemployment, employ-
ment injury, retirement, invalidity and survivors' benefits. In addition the
Convention provides for temporary exceptions for countries "whose economy
and medical facilities are insufficiently developed" Finally the third, and per-
haps most important, element of flexibility is that the Convention no longer
prescribes a rigid model of administrative and financial organization laid
down in prewar Conventions, but allows for a variety of forms and structures.

3. Convention No. 102 has subsequently been supplemented by a number of
Conventions, which set higher standards covering wider categories of the popu-
lation and, at the same time, revise all prewar Conventions on social insurance.
These Conventions, adopted after Convention No. 102, belong to the third
generation of social security standards, The Conventions and Recommenda-
tions of this third generation formed inside the general social security scheme
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four well-defined subsystems: one consisting of branches providing long-term
benefits (invalidity, retirement and survivors), another regrouping short-term
benefits (medical care and sickness, as well as maternity benefits), accompanied
by two other subsystems dealing with employment injury and unemployment
benefits.

Three Conventions deal exclusively with the principle of equality of treat-
ment between nationals and non-nationals, which underlines the character of
social security schemes: the Equality of Treatment (Accident Compensation)
Convention, 1925 (No. 19); the Equality of Treatment (Social Security) Conven-
ion, 1962 (No. 118), concerning equality of treatment between migrant workers

and national workers in the field of social security which stipulates that non-
national workers shall have the same rights in social security as national workers;
and the Maintenance of Social Security Rights Convention 1982, (No. 157),
which is a complex instrument on transferring and accumulating credits and
sharing costs between the states in which the persons were working.

SOCIAL SECURITY (MINIMUM STANDARDS) CONVENTION,
1952 (NO. 102)

This section explains Convention No. 102. (See also ILO, 1984c.)

Contingencies

The contingencies covered by Convention No. 102 include all nine branches of
social security, namely medical care, sickness benefit, unemployment benefit,
retirement benefit, employment injury benefit, family benefit, maternity benefit,
invalidity benefit and survivors' benefit.

Personal scope of protection

The personal scope of protection does not relate to categories of protected
persons in purely juridical terms (that is, in terms of type of labour contract)
like the previous Conventions. Instead it fixes percentages of the population
which have to be covered. These percentages relate either to all employed
persons, to the whole working population (including self-employed persons)
or to all residents. For pensions the Convention stipulates a minimum coverage
of at least 50 per cent of all employees, or at least 20 per cent of all residents, or
all residents whose means during the contingency do not exceed prescribed
limits

Survivors

According to the Convention, survivors are the widow(s) and children of the
insured person.
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Qualifying period
A qualifying period may be a period of contributions, of employment, or of
residence preceding the contingency. A full retirement pension should be
made available subject to a qualifying period of no more than 30 years of con-
tributions or employment, or 20 years of residence. A reduced pension should
be secured, however, after 15 years of contributions or employment. Where a
contributory scheme covers, in principle, all economically active persons,
there is an alternative formula: a prescribed yearly average number of contribu-
tions over a prescribed period.

Similarly a full invalidity and survivors' pension should be available after
not more than 15 years of contributions or employment, or ten years of
residence. A reduced pension should be secured, however, after at least five
years of contributions or empibyment. In the comprehensive contributory
scheme, there is an alternative formula: a prescribed yearly average number
of contributions over a period of three years.

Kind of benefits and their duration
All pensions provided for in the Convention have to be paid in cash, as periodic
payments. The Convention does not allow the payment of lump-sum benefits.
Furthermore the benefit has to be granted for the duration of the contingency.

Minimum standards for determining rates of periodical cash
benefits
The guidelines for determining the standard minimum rates of benefit are tied to
a schedule of standard beneficiaries and indicated percentages (see table TB2.2).
The standard beneficiary is a family unit the composition of which varies
according to the contingency. In case of retirement benefit, the standard bene-
ficiary is a man with wife of pensionable age. In case of invalidity benefit, it is a
man with wife and two children, and in case of survivors' benefit it is a widow
with two children. The percentages indicated in the table may relate either to the
wage of a "skilled manual male employee" or to the wage of an "ordinary adult
male labourer" according to the pension formula which a state is using for the
calculation of the pensions. The Convention allows the calculation of the
pensions in three different ways.

1. Where the rate of benefit is according to the national legislation calcu-
lated by reference to the previous earnings of the beneficiary or covered
person, the rate of benefit payable to a standard beneficiary, together with
any family allowance involved, should be not less than the indicated percentage
of the previous earnings plus family allowance. Formal rules should be
described for the calculation of the previous earnings. An upper limit may be
set to the rate of the benefit, or to the level of reckonable earnings. This level
should not be set below the earnings of a skilled manual male employee (the
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Sickness Man with wife and two children 45
Unemployment Man with wife and two children 45
Retirement Man with wife of pensionable age 40

Employment injury:
Incapacity for work Man with wife and two children 50

Invalidity Man with wife and two children 50

Survivors Widow with two children 40

Maternity Woman 45

Invalidity Man with wife and two children 40'

Survivors Widow with two children 4Q2

Conventions and recommendations

Table TB2.2 Rate of periodical cash benefits (percentages)

60 (C.130)
50 (C.168)
45' (C.128)

60 (C.12l)
60 (C.121)
50 (C.121)

66 (C.103)
502 (C.121)

452 (C 128)

Notes: The replacement rate of the benefit (including family allowances) is related in case of an earnings-related
scheme, to the former earnings for which the reference earnings are the earnings of a skilled manual male employee
(including family allowances) in the country concerned; or the earnings of a person whose earnings are equal to, or
greater than, the eamings of 75 per cent of all persons protected (including family allowances) in the country con-
cerned; or the earnings of a person whose earnings are equal to 125 per cent of the average earnings of all persons
protected (including family allowances) in the country concerned. In the case of a flat-rate benefit it is related to the
earnings of an unskilled labourer (including family allowances) in the country concerned.

These rates are required only for a protected person who has completed a qualifying period of 30 years of con-
tribution or employment or 20 years of residence. At least a reduced benefit shall be secured after 15 years of con-
tribution or employment. 2These rates are required only for a protected person who has completed or whose
breadwinner has completed a qualifying period of 15 years of contribution or employment or 10 years of residence.
At least a reduced benefit shall be secured after 5 years of contribution or employment.

Convention gives an earnings level "equal to 125 per cent of the average earn-
ings of all the persons protected" as one of the alternatives).

In countries where the pensions are at a flat rate, the rate of benefit pay-
able to a standard beneficiary, together with any family allowance involved,
should be not less than the indicated percentage of the wage, plus family allow-
ance, of an ordinary adult male labourer. The latter is defined either as a person
deemed typical of unskilled labour in the manufacture of machinery other than
electrical machinery, or as an unskilled labourer employed in the major group of
economic activities with the largest workforce covered for the benefit.

In countries where all residents are covered, the rate of benefit may be
determined by taking into account the means of the beneficiary and his family,
according to a prescribed scale. Substantial amounts of the other means of the
family should be disregarded before the benefit is reduced. The total of the
benefit, and other means (if any) above the amount disregarded, should be com-
parable to the benefit calculated elsewhere under the flat-rate formula.

Retirement, invalidity and survivors' pensions shall not be less than 40 per cent
of the earnings of the standard beneficiary or, if pensions are paid at a flat rate,
not less than 40 per cent of the average wage of an ordinary adult male labourer.
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Adjustment of benefits

According to the Convention, the rates of current periodic payments in respect
of all retirement, invalidity and survivors' benefit shall be reviewed following
substantial changes in the general level of earnings where these result from sub-
stantial changes in the cost of living.

Equality of treatment

The Convention requires that in principle, non-national residents should have
the same rights in social security as national residents. However, where the
benefits are paid wholly or mainly from public funds, national legislation may
apply special qualifying rules to persons who were born outside the territory.
Also, in the case where benefits are payable under a social insurance scheme,
the rights of nationals of another country may be made subject to the terms
of a reciprocal agreement between the countries concerned.

Financing of the schemes

The Convention requires that the cost of benefits and the costs of the adminis-
tration have to be borne collectively in such a way that hardship of persons with
small means is avoided, that the economic situation of a country, and the classes
of persons protected, are taken into account and that in branches covered by
social insurance arrangements the total of the employees' contributions
should not exceed 50 per cent of the total cost.

Administration of the schemes

The Convention does not impose specific terms of administration of a scheme,
but it obliges the states to accept general responsibility for the administration of
social security and for securing and monitoring the financial soundness of the
social security funds. Furthermore it provides for associating representatives
of the protected persons, and employers, with the management of social security
institutions where appropriate.

Right of appeal

Claimants should have a right of appeal against the refusal of benefit, or in
respect of its quality or quantity.

Suspension of benefits

The Convention allows that benefits may be suspended in the following
cases:

during absence abroad;
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while the person is maintained at public expense in an institution;
if a person is simultaneously entitled to two forms of cash benefit (the
beneficiary should receive not less than the amount of the larger of the two
conflicting benefits);

where the contingency was caused by wilful misconduct or a criminal offence
on the part of the claimant, or the claim was fraudulent;
where a person neglects to make use of medical or rehabilitation services, or
fails to observe prescribed rules of behaviour during the contingency;
in the case of survivor's benefit, where a widow is living with a man as his
wife. In the cases and within the limits prescribed, part of the benefit other-
wise due shall be paid to the dependants of the person concerned.

617
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PENSIONS FOR PUBLIC SECTOR
EMPLOYEES

In many developing countries with low social security coverage an important
part of retirement income coverage is provided by programmes for public
sector employees. Civil servants and members of the armed forces in most
countries were among the first occupational groups to obtain pension
benefits. The creation of these schemes by statute provided the workers covered
by them with a security similar to a vested right. For this reason, in many
countries public employees were excluded from newly created social security
schemes.

Since the Second World War, however, support for operating separate
retirement schemes or providing preferences for public employees has
decreased, especially in developed countries. Public employees (including
the military) in the United Kingdom, for example, are covered by separate
occupational schemes, but workers may switch either to the state earnings-
related pension scheme or into a personal pension plan.' Elsewhere pensions
for civil servants or other public employees in such OECD countries as the
Netherlands, Sweden and Switzerland are provided on an occupational
basis that supplements the universal flat-rate pension available to all
citizens.

By contrast, separate civil service pension systems in developing countries -
many originating under colonial rule - have been largely retained. This con-
tinues to be the case particularly in Africa, with the exception of Liberia, Tan-
zania, and Zimbabwe. Meanwhile the situation for public sector pension
provision in Latin America appears to be changing. Pensions for civil servants
and other public sector workers still tend to be managed separately, but a regio-
nal trend towards almost universal pension schemes, v;'hich allows for at least
some partial privatization, is unmistakable. The recent treatment of pensions
for public sector workers in Argentina, Bolivia, Chile, Colombia and Peru
exemplifies that trend.2
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THE VARIETY OF RETIREMENT SCHEMES AVAILABLE TO
EMPLOYEES IN THE PUBLIC SECTOR

Public sector occupations granted preferential treatment under separate pension
schemes often include the armed forces, police, teachers and high government
officials. At least 75 out of 158 countries with social security schemes continue
to operate a separate pension programme for civil servants or other (non-
military) public sector employees (US Social Security Administration, 1997).
Most of the published literature on public sector schemes omits descriptions
of military benefits and, for security reasons, avoids discussing that covered
group.

When providing retirement benefits for public sector workers, most
countries display a marked preference for defined benefit earnings-related
plans over defined contribution plans. Among OECD countries there are
some mixed defined benefit plus defined contribution combinations operating
in Greece, Mexico and the United States, and many more instances of multi-
tiered arrangements, which incorporate fiat-rate benefits, as found in Finland,
Japan, Netherlands, Norway, Switzerland and the United Kingdom. Varied
degrees of favouritism towards civil servants can be found in a number of
countries. In Africa the countries of Madagascar, Mali and Togo make a
prominent distinction on the basis of both wage and pension. Government
employees in Togo are hired either as civil servants, permanent employees or
non-permanent contractuals. Civil servants enjoy higher pay and a Treasury-
managed pension fund. Permanent employees work under a much lower
juridical status and less exacting civil service guidelines, and are covered by
the ordinary social security fund. Non-permanent contractuals are also covered
by the social security fund.

LINKAGE TO NATIONAL PENSION SCHEMES: SEPARATE OR
INTEGRATED?

A review of civil service pension schemes conducted by a joint initiative of the
OECD and European Union3 notes the advantage of increased labour mobility
resulting from the inclusion of public sector employees in a national system of
retirement income. The integration of public sector schemes is often accom-
plished via an occupational supplement. If the social security scheme covers
public sector employees through a minimum or fiat-rate pension, the intended
coverage will require some rules to guide the coordination of benefits. A more
complicated approach incorporates an offset formula. Here the public sector
pension plan administrator calculates an employee's pension benefit based on
the plan's benefit formula and some proportion of that benefit is reduced in con-
sideration of the benefit to be obtained from the social security scheme. Where
integration is effectively complete, public employees become a subset of the
labour force falling under national social security norms.
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About one-third of the countries shown in Appendix Ito this brief operate
public sector pension plans that are integrated in some fashion (occupational
supplements and offsets) into their national social security schemes. The
proportion of systems reflecting some level of integration ranges from above
50 per cent among OECD countries to a third in the Latin American region
and to even lower percentages in Africa and Asia. Integration of civil servants
and other government employees among former centrally planned economies in
the former Soviet bloc was effected systematically throughout the socialist
period, although certain occupations received preferences, such as early retire-
ment provisions - a practice in decline.

Since the Second World War an increasing number of countries have social
security schemes. According to the seminal ILO report on social security for
public employees, Report III of the Joint Committee on the Public Service of
1988, systems in every region of the world can be found where integration
has occurred on at least a partial basis. Citations in that report include countries
in Latin America such as Bolivia (since 1949), Costa Rica (since 1947), Ecuador
(since 1963) and Panama (since 1941); the African countries of Algeria (since
1984), Libyan Arab Jamahiriya (since 1981) and Rwanda (since 1962); the
countries of Kuwait (since 1976) and Malaysia (since 1975) and the United
States (since 1983). More recent actions taken in Latin America, in the context
of far-reaching pension reform measures, have pushed integration almost to the
point of completion, with the exception of military personnel. Besides Chile
(1981), these countries include Argentina (1993), Bolivia (1997), Colombia
(1994), El Salvador (1996) and Peru (1993).

PENSION COVERAGE

Appendix II to this brief provides figures on public sector pension coverage for a
limited number of non-OECD countries where data are available. The relative
coverage of public sector employees versus social security schemes is indicated
through the use of ratios for workers and retirees for each category.4

The ratio of public to social security scheme coverage is nearly always
higher for retirees than for covered workers. This relationship can be
explained in at least two ways: (a) more favourable provisions that increase
the likelihood of public sector employees obtaining a pension (lower retirement
age or service period) or (b) an established civil service tradition resulting in
more mature public sector scheme(s) versus relatively younger social security
schemes.

Public sector employee pensions account for a higher level of coverage rela-
tive to social security coverage in developing countries than in developed
countries. This is expected, given that formal sectors in many developing
countries are still relatively small. At the same time public sector system matur-
ity and preferences towards public sector employees tend to be more attenuated
in the developing group.
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Public worker coverage rises slightly above 20 per cent of the social security
scheme in Mexico and Portugal, countries with histories of significant state
involvement in economic affairs. In consideration of past measures in Portugal
to integrate their public sector schemes into the social security scheme, worker
ratios should decline there.

Among the sample of developing countries, five countries - Brazil, Camer-
oon, Mauritius, Peru and the Philippines - have public sector to social security
scheme ratios of 10-20 per cent. Figures for three countries, Mali, Syria and Tri-
nidad and Tobago, range from 25 to 42 per cent, while Tunisia recorded a cov-
ered worker ratio of nearly 65 per cent. In the late 1990s, changes or policy
discussions in Brazil, Mali and Peru indicated that lower ratios are expected.
The 1988 ILO report on public sector pensions mentions changes in the late
1980s for Tunisia that would be expected to bring about harmonization of pro-
visions between public sector and social security schemes. It is expected that
more recent data will reflect those steps.5

Among the non-OECD retiree ratios, high figures for Mali and Syria are
consistent with the earlier review of covered workers.

PUBLIC SECTOR TRENDS AND POLICY ISSUES

Trends in public sector financing in the late 1 990s may influence public sector
pension benefits and coverage. These trends include the following:

matching public sector parameters to social security standards: steps taken in
Finland and Peru, in addition to options under consideration by Mali, pro-
vide evidence of this trend;
meeting the Maastricht guidelines for fiscal criteria: members of the Eur-
opean Union intending to participate in the European Monetary Union, in
part through convergence towards limits on overaji deficit and gross debt
of the national government, have discovered that financial burdens asso-
ciated with public sector pensions might complicate meeting these targets.
Developments in France, Germany and Italy indicate some methods to
deal with public sector pension costs;
moving to defined contribution schemes to maintain public sector pensions:
some countries have moved to defined contribution schemes in an effort
to secure the long-term viability of public sector pensions. New Zealand
(separate government agency defined contribution schemes) and Thailand
(creation of a provident fund) offer two examples of countries choosing
this route;
reducing the generosity of public sector pensions by integrating schemes into
social security schemes: overgenerous public sector pensions translate into
relatively higher expenditures that are becoming less tolerable in many
countries. The situation in Portugal and the United States offers a contrast
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in the approach to integrating an established public sector scheme within the
larger social security scheme;

dealing with public sector pension finance at the subnational level: when a
nation's political structure undergoes restructuring, tensions created by
fiscal interactions among levels of government can arise. The role played
by public sector pensions in the macroeconomic stability of Argentina and
Brazil gives some insight into a larger financial picture when pension obliga-
tions shift to the national level;
preserving separate public sector pension schemes despite their associated
fiscal pressures: many developing countries seek to maintain exclusive pen-
sion schemes for civil servants or other public sector employees. Reform
agendas in Pakistan, Sri Lanka, and Zambia present a range of options for
achieving that objective.

A review of these trends raises at least two important points. First, the
operation of separate public sector, chiefly civil service, pension schemes with
relatively favourable provisions is typically extended to compensate for a life-
time commitment to government service, relatively lower pay than is available
in the private sector in some countries, or certain job-related constraints. In a
climate of tighter fiscal guidelines, it may become difficult to justify such prefer-
ential treatment. That point brings us to a second area relating to current efforts
in many countries to restore fiscal balance. Policy initiatives, which include
pension reform as part of planned public sector rationalization, may provide
the opportunity to integrate public sector schemes within larger national retire-
ment schemes. Extending social security coverage to public sector schemes can
lead to increased labour mobility of public sector employees.

Countries around the world normally extend preferential treatment towards
the retirement needs of public sector workers, usually for civil servants and
almost always for military personnel. The frequency of these schemes can be
generalized on a regional basis: OECD countries increasingly seek to narrow
the gap between public and private sectors, while developing countries have
largely maintained preferences towards public sector workers (chiefly civil
servants). Integrated systems, however, are becoming more common in every
region of the world. Schemes for public sector employees are an important
aspect of government-provided retirement benefits in some developing countries.

Notes

'Appendix I provides tables containing this information for both OECD and non-OECD
countries (the latter on a regional basis). These tables are an expanded revision of the 1988 ILO
Report III of the Joint Committee on the Public Service.

2 Only in Bolivia, however, is the provision for pensions of military personnel integrated into the
national retirement system.

Support for Improvement in Governance and Management in Central and Eastern European
Countries (SIGMA) Programme.
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' One caveat requiring our attention concerns the reliability of country entries whenever fiscal
reform efforts influence public sector employment levels. Civil service reform and ancillary steps
taken to "downsize" government or privatize state assets can result in lowerpublic sector coverage
and/or a shift in the coverage ratio away from a public scheme towards the social security scheme.

One explanation of the high ratio recorded in Tunisia would relate to the high level of public
sector employment. World Bank data for the second half of the l980s show that,the ratio of govern-
ment employment, combined civil service and other public sector workers equalled 23.4 per cent.

623



APPENDIX I
00
0)

(0

E

0( h
'0o d000

H! IF
' ,

E
(0

2 o'2
dfl Iu

U! UU! hUH (0Qa -o_. ;_ .,
0

<O0OOQ.L(pOpOO P(P(

0 Ifl
g

0) u
.

o EEEo0
(0 0) 0) 0) 0) 0) 0) 0) ' 0) 0) 0) .E 0) 0)( ) .0) 00 . (0

(0(0 0000 ft ft ft0)b0(0 (0o0.'
o oo 0.0

00 0000 ' '0 00 '000 00 '0 '0 On N
'.000 00 '0 00 N N N OS 0550 00 0 (0 05 00

0

0

0

05OS0505050500OS05050005OS0005-.._O5OS 050000-.05050S

P.111
0) 00 0) o IC' o 0 0 0)

I I III I lIHhTI
ft . ft ft

+ + + + +++ + ++ +

; g'0
0 .0)_)

00 .0) 0) .0 o
'0)_°0

0) - . . (IJ
625

e'0 00 '0
00 00

' 00 OnN ('0 00

O
00-0

)(
.0)

0

0



Social security pensions: Development and reform

Table TB3.2 Public sector retirement schemes in Africa

Benin' DB 1966
Burkina Faso2'3 DB n/a
Burundi"2 DB 1980
Côte d'Ivoire' DB 1962
Gabon' DB 1978
Liberia2 DB 1988
Madagascar' DB n/a
Mali3 DB 1961
Morocco' DB 1971

DB 1977
Nigeria' DB 1974
Senegal' DB 1981
Tanzania2 DC 1964
Togo' DB 1963
Tunisia5'4 DB 1985
Zimbabwe'3 DB 1980

DB 1993

Separate
Separate
Separate
Separate
Separate
Integrated
Separate
Separate
Separate
Separate
Separate
Separate
Integrated
Separate
Separate
Separate
Integrated

Public employees
Public employees
Public servants
Public servants
Non-contractual public servants
Public employees & employers with 5+ workers
Public employees
Civil servants & military
Noncontractual public servants
Local staff & public contractuals
Pensionable public employees
Public servants
Employed persons in public & private sectors
Public servants not on contractual basis
Public servants/employees & police
State employees
State employees

Notes: DBdefined benefit; DC=defined contribution; nJanot available.

'ILO (1988). 2 US Social Security Administration (1997). World Bank staff. ' Country-specific sources.

Table TB3.3 Public sector retirement schemes in Asia and Eurasia

Bangladesh' DB
India' DB
Indonesia' DB
Malaysia' DB.
Myanmar"2 DB

Nepal2 DC

Pakistan"3 DB + lump-sum
option

Philippines' DB
Sri Lanka3'4 DB
Albania2 Flat+ DB; also

supplement
Bahrain' DB

Cyprus' DB

626

1974 Separate
1981 Separate
1969 Separate
1980 Separate
1954 Sole national

pension scheme
1991 Integrated

1972 Separate

1977 Separate
1990 Separate
1993 Supplement only

separate
1975 Separate

State employees
Central government public servants
Public servants
Public servants
Only coverage for public servants

Public employees & employers
w/lO+ workers
Public employees

Government and state employees
Civil servants
Employed persons and self-employed

Public servants & state salaried
employees
Public servants1980 Integrated after

age 65

Notes: DBdefined benefit; DCdefined contribution.

'ILO (1988). 2US Social Security Administration (1997). 3World Bank staff, 4Country-specific sources.

Country Scheme Recent Separate or Public sector coverage
design law integrated

Country Scheme design Recent Separate or Public sector coverage
law integrated
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Table TB3.5 Pension coverage for public and private sectors in OECD countries

Country Public sector scheme(s) Social security Relative coverage
ratios

Covered workers Retirees Covered workers Retirees

Notes: Years are those of reported employment data; E = estimate; - denotes absence of data.

' Includes military. 2. Includes approximately 1.6 million workers who are partially covered by the social security
scheme.
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(1) (2) (3) (4) (1)/(3) (2)/(4)

Australia (1989)' 453282 94785 - 1334310 - .071
Austria (1989) - 97807 - 786763 - .124
Germany (1989) 2493000 1174000 33206000 8616000 .075 .136
Mexico (1989) 1826476 136565 8790957 321176 .208 .425
Portugal (1993) 1000 000E - 4300 000E - .233 -
Spain(1989) 902800 318200 12128000 3478400 .074 .091
United States (1995)2 6100000 7522300 ll2000000E 35023000E .054 .215



Country
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APPENDIX II

Table TB3.6 Pension coverage for public and private sectors in non-OECD
countries

Public sector scheme(s) Social security Relative coverage
ratios

Covered workers Retirees Covered workers Retirees

Notes: E = estimate; - denotes absence of data.

World Bank. 2IMF staff. ILO data. " Retirement scheme figures unavailable and proxied by injury compensa-
tion programme numbers. 5National authorities
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(1) (2) (3) (4) (1)f(3) (2)/(4)

Barbados' (1996) - 5300 - 28061 - 0.189
Brazil2 (1989/97) 2534788 - 16000000E - 0.158 -
Cameroon34(1989) 70537 - 420879 - 0.168 -
Mali5 (1995-96) 35205 23615 87655 32013 0.402 0.737
Mauritius3 (1989) 50700 12800 270000 103200 0.188 0.124
Phi1ipines3 (1989) 1134000 76848 11468314 144303 0.099 0.533

Peru (1996)
Civil servant CV 250000 50000 - - - -
Private sector SNP - - 980000 320000 0.105 0.156
Fully funded SPP - - 1400000 - - -

Syria3 (1989) 192772 44476 464341 18662 0.415 2,383
Trinidad & Tobago2 (1992) 60000 8000 235878 32246 0.254 0.248

Tunisia3 (1989) 408700 - 631825 - 0.647 -



TECHNICAL BRIEF 4

THE IMPACT OF DEMOGRAPHY

CASE-BASED PROJECTION FOR IMMATURE SCHEMES

A simple pension projection model demonstrates the typical cost development
of a pension scheme as well as the relative impact of different factors. All poten-
tial factors are listed in table TB4. 1. This model can be used to analyse possibi-
lities for the extension of coverage. The case used for the modelling is a typical
new pension scheme in Africa. The selection of an African case has the advan-
tage that it is a typical and realistic development of a scheme that starts with no
pensioners.

The typical relative èost development of a hypothetical pension scheme in
Africa has been simulated under three key assumptions.

Demographic: The population structure of Zimbabwe is used as the basis
for the model. The determinants of the future mortality and fertility are also
based on the projections of demographic indicators for Zimbabwe.'

Economic: It is assumed that the economy has a 3 per cent real growth
rate per year. The assumed wage share of GDP is 44 per cent. Labour force
participation rates and employment rates are those of Zimbabwe.2

Governance: It is assumed that the scheme has a benchmark replace-
ment rate of 40 per cent of career average earnings (approximated by a ten-
year average of revalued earnings) subject to a minimum replacement rate
of 20 per cent. The 40 per cent roughly corresponds to the requirements
of the Social Security (Minimum Standards) Convention, 1952 (No. 102).
Shorter periods of employment lead to a reduction of the pension level
by about 1.33 per cent per year. This is a fairly conservative pension
formula which does not reflect the more generous formulas in Francophone
Africa. In the base case, pensions in payment are adjusted in line with
insurable wages. Invalidity pensions are paid at the benchmark rate and
survivors' pensions are paid at a rate of 60 per cent of the entitlement of
the deceased.
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Economic factors
Growth

Employment growth (most
likely depends on (1))
Wage share and wages
increase (might depend on (I))
Wage increase/inflation
Interest rate increase

Demographic factors
Initial population age

Mortality decrease

Fertility increase

Governance factors
(1) Design

Maintenance (adjustment)
Administrative efficiency
Administration cost decrease

Increase in registration
compliance
Increase in wage compliance

Increase in insured persons and
wages
Increase in insured persons

Increase in insurableearnings

Increase in insurable earnings
Increase in investment income

Relationship of actives to
beneficiaries

Increase in the number of
contributors (long run) if
economic development permits

Contribution provisions

Ceiling on insurable earnings

Increase of income

Short-term direct increase in
insurable earnings
Short-term direct increase in
insurable earnings

The impact of demography

Table TB4.1 Summary of factors influencing the financial equilibrium of a pension
scheme

Increase in entitlements and
beneficiaries
Increase in beneficiaries

Increase in benefit amounts

Increase in benefit amounts

Same

Increase in the number of
beneficiaries and longer
service of benefits
Increase in the number of
beneficiaries (long run)

Pension formula and
entitlement conditions
determining the number and
amount of benefits
Benefit levels

Decrease in expenditure on
administration
Direct long-term increase in
beneficiaries
Long-term increase in
benefits

It is assumed that the population registration compliance rate increases from
an initial value of 10 per cent to 80 per cent after 35 years and stays constant
thereafter. Wage compliance increases from 50 per cent to 80 per cent after
15 years and stays constant thereafter.

TYPICAL COST DEVELOPMENTS

Under the above assumptions, the two basic cost indicators develop as follows:
under the simulated new scheme, as well as under a simulated conversion
option. The conversion case is simulated on the basis of the assumption that
a provident fund has operated for about 30 years and that all new pensioners

631
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Figure TB4.1 Pay-as-you-go and national pension cost of a typical African pension
scheme, 1992-2057

Percentage

14

632
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Years

in the start year will convert 100 per cent of their balance into pensions. The
conversion case simulates a policy option which many African governments
are currently exploring.

The results (see figure TB4. 1) show that, under conservative assumptions
concerning the pension formula and with a slowly ageing population, the
overall cost of the pension scheme remains at fairly low levels for at least
six-and-a-half decades, provided the scheme is managed soundly. But the
pay-as-you-go cost development also shows the characteristic curve of increas-
ing expenditure which is typical of all national pension schemes. As pension
schemes mature, and each new cohort of insured with increasing pension
entitlement retires, the relative cost of the scheme will increase until it reaches
a stage of relative maturity; that is, a stage at which the pension entitlement
relative to average insured wages is virtually constant and where the ratio of
pensioners to insured is also relatively stable (except for future demographic
shifts). The stage is called the relative stationary state. The relatively stationary
state is probably reached between the 60th and 80th year of a scheme's
existence provided that the scheme started out with an almost complete
coverage of the population to be insured by law and at a fairly high stage
of economic development. Relative maturity is generally reached when the
first cohort of insured persons entering the scheme at the age of entry into
the labour force has almost completely died. Pension schemes can never be
in a perfect stationary state, however, since career patterns, demographic
structures and the benefit conditions of a scheme change over the course of
decades. In developing countries the time until full final population coverage
is reached should be added to the above period of maturation. This implies



The impact of demography

generally that the labour market must have reached its final stage of full
formalization.

The bad news in this case is that, on the basis of assumptions which are
thought to be realistic, even after six decades only about 17 per cent of the
labour force would be covered and only about 20 per cent of the total popula-
tion over age 60 would benefit from a pension (if one assumes that at least two
persons over the age of 60 per household benefit from a pension).

If one were to assume that the formalization of the labour market and the
economy was to occur much faster, and reach European levels in six decades,
the overall estimated cost of the pension scheme would be 6-7 per cent of
GDP, considerably lower than in OECD countries because of the younger
population and the not fully mature scheme.

Health and social assistance schemes could take up another 10 per cent of
GDP (the OECD average for 1990). In total the national social protection
scheme in this case could, at the end of six decades, cost as much as Greece
and Portugal allocated to their social protection schemes in 1994. It is hoped
that economic progress will occur much faster. A 10 per cent average growth
could bring typical developing countries in Africa up to present lower OECD
standards in about three decades. For some fast-growing Asian countries this
period would be even shorter.

It is worthwhile to discuss briefly whether the above typical country in
Africa could already now afford a much better social protection scheme, for
example a universal tax-financed pension scheme for all invalids and persons
over 70 years. Even a modest benefit of 20 per cent of the present average
wage in the formal sector would go a long way towards combating poverty.
In order to present a complete simulation, future economic developments
must be projected. The result is that a modest benefit paid to eligible persons
not currently covered by the national social insurance scheme would initially
cost about 2 per cent of GDP. The cost would drop to about 1.3 per cent of
GDP after 30 years if growth rates and the increase in formal sector employ-
ment (which would bring more people into formal social insurance and
reduce the cost of this residual benefit) materialized as assumed. A figure of 2
per cent of GDP appears not to be expensive, but it would require either savings
in present expenditure or additional resources of about 6 per cent of the present
total government revenues. This could be achieved by an increase in average
income tax of 2.2 per cent or a new consumption tax of 3.6 per cent. These
figures appear to be small but they would require a substantial political effort
at a time when the budget of the model country is already in deficit by 7 per
cent of GDP. Whether this modest additional social protection scheme is
affordable depends on whether the government and the public are willing to
set different priorities in their present public spending or whether they would
accept the collection and payment of additional taxes. Acceptability of such a
programme might be higher in about 25 years, when the economy and the tax
bases will have grown (see discussion in box TB4. 1).
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Box TB4.1 Can a typical African economy afford a basic universal benefit
system for the disabled and the old?

The following model calculation is built on the demographic structure of Zim-
babwe and the typical structure of southern African economies, The growth
rates assumed are first 3 per cent and then 4 per cent, which do not appear
to be unrealistic in the region. The country is assumed to have a short-term
benefit system for the formal sector workforce. Present pension benefits
(which do not exist, but only cover a part of the formal sector) have been
ignored. The assumption of a labour productivity growth rate of only 1 per
cent per annum automatically leads to a steep increase in formal sector
employment.

In order to introduce a benefits system like this, the government would have
to increase the formal sector income tax by 2.2 percentage points which, in
relative terms, is equivalent to a hike in income tax of 15 per cent. Whether
the solidarity between the formal and informal sector in this country would be
strong enough to accept this remains questionable. Alternatively the govern-
ment 6ould try to finance the measure through an increase in the consumption
taxes which would make all citizens contribute, at least to some extent, to the
financing of the benefit. Indirect consumption taxes would have to increase at
least initially by about 14 per cent in relative terms or by 3.6 percentage
points. If this was unpopular, the government would face the risk that the popu-
lation would attempt to evade taxes to an even greater extent than at present.
In the case of income taxes, employers and employees might collude and
underdeclare incomes. As a result the overall tax base might decrease, with
a negative effect on the government deficit and thus indirectly on economic
performance. The government mightfind that the financing of this improvement
of health services might roughly cost the same amount of money and be much
more popular and lead to less negative side effects. The actual degree of
acceptance, and hence affordability, of any social protection measure has to
be tested and explored in each specific case.

SENSITIVITY TESTING

Once the typical pattern of the financial development of a national pension
scheme in Africa is established, the planning and design of any national pension
scheme requires an understanding of the uncertainty of projections, particularly
as concerns the relative impact of demographic development, economic devel-
opment and governance on the typical pattern and hence on the specific
national projections.

Table TB4.2 provides the results of a sensitivity test on some of the param-
eters. From the sensitivity tests it is clear that the determinants which have the
most direct impact on the financial development of the scheme with respect to
the. base case are the governance parameters. This theoretical exercise in a
developing country context thus confirms the statistical observations in
OECD countries.

634



The impact of demography

Table TB4.2 Base case and sensitivity test results on the financial development of a
typical African pension scheme, 1992-2057

Among the governance determinants the increase in the benchmark replace-
ment rate by 10 per cent (and implicitly the assumed accrual rate) increases the
pay-as-you-go cost and the national pension cost and the general average
premium3 by 10 per cent after 65 years. The effects of the increase in this bench-
mark rate take effect immediately, with an increase in the pay-as-you-go cost of
8 per cent after 18 years as pension benefits paid out increase without a growth
in insurable wages. An increase in the registration compliance, as well as the
wage compliance, affects both the income of the scheme, through higher contri-
bution income, and the expenditure of the scheme, through pensions calculated
on higher reference wages; therefore the pay-as-you-go cost and the general
average premium do not change with respect to the base case if the increases
take effect immediately. The national pension cost, however, increases as the
overall expenditure volume increases.

A growth of GDP by 10 per cent, while the productivity per worker remains
unchanged with respect to the base case, generates a higher total employment
level, which in turn increases the wage base of the scheme. However, in the
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PAYG rate (percentage of
total insurable earnings)

General
average
premium

National pension cost
(percentage of GDP)

2010
t=l8

2030
t=38

2057
t=65

2010
t=18

2030
1=38

2057
t=65

Base case 1.9 5.69 13.17 7.1 0.21 1.09 2,53

Sensitivity tests
Demographic parameters

Increase in life expectancy
variation by 10%

1.91 5.76 13.69 7.26 0.21 1.11 2.63

Economic parameters
GDP growth by 10% (including
interest rate)

1.89 5.61 12.82 6.96 0.21 1.08 2.46

Productivity growth by 10% 1.91 5.72 13.29 7.15 0.21 1.1 2.55

Governance parameters
Increase of benchmark
replacement rate by 10%

2.05 6.26 14.49 7.8 0.23 1.2 2.78

Excessadjustmentofpensionsby 1.95 5.96 14.35 7.56 0.22 1.15 2.76
1% point (which is equal to a
gradual increase of the
replacement rate to about 11% in
the final year)
Increase in compliance
registration by 10%

1.9 5.69 13.17 7.1 0.23 1.2 2.78

Increase in wage compliance
by 10%

1.9 5.69 13.17 7.1 0.23 1.2 2.78
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long run there is also an increase in the number of beneficiaries. Therefore, after
65 years the general average premium decreases by only 2 per cent with respect
to the base case scenario. In the opposite case, however, where there is an
increase in the productivity of workers, with GDP unchanged with respect to
the base case, there is a decrease in employment. This decrease in active contri-
butors generates a decrease in the contribution income and, only after some
time lag, a decline in the future number of beneficiaries.

The increase in life expectancy affects the length of time during which benefits
are paid to the insured and, therefore, the cost of the scheme. In the sensitivity
test the life expectancy increases by two years over a 65-year time span and
generates a pay-as-you-go cost and a national pension cost increase of 3.9 per
cent.

Notes

'Indicated in United Nations (1996).
21L0, Yearbook of Labour StaUstics 1995, 54th issue, Geneva, 1995.
3A general average premium can be regarded as the "average" pay-as-you-go contribution rate

throughout the projection period.
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Statistical annex

Table A.1 Demographic indicators for pensions: A regional summary, 1950-2050

Africa Arab Asia and Central and Eastern Latin America and OECD World
states Pacific Europe and Central Asia the Caribbean countries

Life expectancy at birth

Annual rates of total population growth (%)
1975-2000 2.8 3.5 1.7 0.5
2000-2025 2.3 2.5 1.0 0.0
2025-2050 1.4 1.4 0.5 0.1
Old-age dependency ratios
Elderly 1

Notes: '(65 and over)/(15-64).

Source: United Nations, Demographic Yearbook, various issues, New York.
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1975 6 6 7 14 8 17 10

2000 6 5 9 17 9 21 11

2025 7 8 14 24 14 32 15

2050 12 13 25 34 27 42 24

1950-55 38 42 40 64 51 66 47
1970-75 46 55 56 69 61 71 58
1990-95 52 64 64 69 69 76 64

1.9 0.7 1.6
1.2 0.3 1.1

0.6 0.1 0.6
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Table A.5 Qualifying conditions for old-age benefit, by country or territory, 1997

661

Country or territory Normal Covered years Early retirement provisions Retirement
retirement required for necessary to
age MW pension MW receive benefits

Africa
Algeria 60-55 17 Age 50 (M), 45 (W) and 20 years'

employment
Yes

Benin 55 20 Age 50 if prematurely aged Yes
Burkina Faso 55 15 Age 50 if prematurely aged, 53 if civil

servant
Yes

Burundi 55 15 Age 50 if prematurely aged, 45 if
arduous conditions

No

Central African 55-50 20 5 years earlier if prematurely aged Yes
Republic

Congo, Dem. Rep.
of the

63-60 5 Age 55 if prematurely aged Yes

Congo 55 201 5 years if prematurely aged Yes
Côte d'Ivoire 55 10 Age 50-54 with 5% reduction per year Yes
Egypt 60 10 If 20 years of contribution, full pension

at age 55 and reduced pension from 40
Yes

Gabon 55 20 5 years earlier if prematurely aged Yes
Gambia 55 - Age 45 if no employment for 2 years
Ghana 60 20 Age 55-59 with reduction, unless

hazardous employment
Guinea 55 15 From age 50 if unable to work or

reduction 5%-10% per year
Yes

Kenya 55 - At age 50 if out of insured employment Yes

Liberia 60 8 yrs. 4 mths Up to 65
Libyan Arab

Jamahiriya
65 20 Age 60 if hazardous or unhealthy

occupation
Yes

Madagascar 60-55 15 Age 55-50 if incapacity to work or
seamen

Yes

Mali 55 10 At age 50: unreduced if incapacity,
otherwise 5% reduction per year

Yes

Mauritania 60-55 20 5 years earlier if prematurely aged Yes
Morocco 60 15 Yes
Niger 60 20 5 years earlier if prematurely aged Yes
Nigeria 60 10 Yes

Rwanda 55 20 5 years earlier if prematurely aged Yes
Senegal 55 1 2 years earlier (5% reduction per year) Yes
South Africa 65-60 - Means-tested
Sudan 60-55 12 Arduous work. Reduced pension at age

45 with 12 years' contribution
Tanzania, United

Rep. of
55 - If unemployed or in non-contributory

employment
Yes

Togo 55 20 30 years of coverage: age 50 if
prematurely aged

Yes

Tunisia 60 10 Unemployed, or prematurely aged
because of arduous work, or large
families. Reduced pension (2% year)
from age 50 if 30 years of coverage

Yes

Zimbabwe 60 10 Age 55 for workers in arduous
employment

(continued)



SocIal security pensions: Development and reform

Table A.5 Qualifying conditions for old-age benefit (continued)

Country or territory Normal Covered years Early retirement provisions Retirement
retirement required for necessary to
age MW pension MW receive benefits

Arab states
Iraq 60-55 20 Any age if 30 years' (M) or 25 years' Yes

('N) contributions
Jordan 60-55 10 Reduced pension from age 46, if 15 -

years' coverage
Kuwait 50 15 Age 45 (M) and 40 (W) if 20 years' Yes (at least up

coverage; 15 years for women with to 50)
children2

Oman 60-55 15-10 Reduced pension if 20 years (M) or -
15 years (W) of contributions

Saudi Arabia 60 10 - Yes
Syrian Arab 60 15 Age 55 with 20 years' coverage Earnings test

Republic

Asia and Pacific
Afghanistan 60-55 25-20 -
China 60-55 10 Arduous/unhealthy work or totally

disabled
Cyprus 65 - Age 63 if average earnings at least equal

to 70 % of basic earnings
Fiji 55 10 - -
India 58 10 Between 50 and 57, and 20 years' Yes

covered employment, with a reduction
of 3% per year

Indonesia 55 5 yrs. 5 mths - -
Iran, Islamic 60-55 10 Any age if 30 years of work: lower age if Yes

Republic of unhealthy work
Israel 65-60 12 (or 5 in - Earnings test

last 10)
Korea, Rep. of 60 20 Reduced pension age 55-59 Up to 65
Malaysia 55 - - Yes
Pakistan 60-55 15 Reduced pension payable 5 years No

earlier (6% per year)
Papua New 55 - At any age if 15 years of coverage Yes
Guinea
Philippines 60 10. - -
Singapore 55 - - -
Sri Lanka 55-50 - - Yes
Viet Nam 60-55 20 Reduced by up to 5 years if hazardous -

or arduous work

Central and Eastern Europe and Central Asia
Albania 60-55 20 Large families: reduced by up to 5 years Yes

for women with large families
Annenia 60-55 25 Age 50 with 20 years' coverage if Yes

hazardous work or large families!
disabled children

Belarus 60-55 25 Hazardous work, large families, war -
veterans/disabled children

Bulgaria 60-55 25-20 Hazardous work, large families, -
teachers and military
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Table A.5 Qualifying conditions for old-age benefit (continued)

663

Country or territory Normal
retirement
age MW

Covered years
required for
pension MW

Central and Eastern Europe and Central Asia
Croatia 60-55 20

Czech Republic 62-61 25
(2007)

Estonia (2007) 65-60 15

Georgia 60-55 25-20

Hungary (2003) 60 20

Kyrgyzstan 60-55 25-20

Moldova,
Republic of

Poland 65-60 25-20
Romania 60-55 30-25

Russian 60-55 25_206

Federation

Slovakia 60-57 25-20
Slovenia

Latin America and the Caribbean
Argentina (2001) 65-6O 30

Bahamas 65 2.9
Barbados 65 9.6
Belize 60 9.6
Bolivia (new
scheme)

65

Brazil 65-60 g7

Chile 65-60 20 yrs,
(minimum
benefit)

Costa Rica 62-60 3558

Cuba 60-55 25
Dominica
Dominican 60 15.4

Republic
Ecuador 55 30

Early retirement provisions Retirement
necessary to
receive benefits

Any age with 40-35 years' coverage.
Arduous or unhealthy employment.
Reduced pension: age 55 and 35 years
(M) or age 50 and 30 years (W)
Reduced pension up to 5 years earlier. First 2 years
Large families
Large families/disabled children.
Arduous work (up to 10 years)
Large families/disabled children. Earnings test
Hazardous/arduous work
Unhealthy work. Reduced pension up
to 5 years earlier (contribution
requirement)
Large families/disabled children.
Hazardous work

Special groups and special conditiona Partial
Large families. Arduous/dangerous -
work. Up to 5 years earlier under
certain conditions
2 years earlier if unemployed.
Hazardous/dangerous/northern work,
large families/disabled children
Large families
Varies with the number of years Yes

Reduced up to 10 years for hazardous No if full
work benefits

- Upto6S
Replaced rate of 70% rural employees, -
arduous employment
30 years (reduced pension after 25
years)
Replacement rate of 50% and pension
greater than 110% of minimum
pension

No
Reduced up to 5 years if arduous work Income ceiling

Up to 65

Any age if 35 years of contributions. Yes
Age 45 with 25 years and 6 months of
unemployment

(continued)
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Table A.5 Qualifying conditions for old-age benefit (continued)

Latin America and the Caribbean

664

Any age if 30 years of contributions. If
pension equals 70% of basic earnings
and 160% of minimum pension

Yes from lost
employment.
Earnings test
No

Yes
Until 70 (M),
65

Age 55 if physically or mentally
impaired

Yes
At age 55 if 30 years of contributions
Replacement rate of 50% and pension
greater than 110% of minimum
pension9

Yes
Up to 65

Yes

Unhealthy/arduous occupations No

- Means-tested
Age 60-55 if 35 years insurance after 1 Earnings
year of sickness/unemployment ceiling on early

pension

Age 60-64 with 6% reduction per year Up to 65
Inability to work Flat-rate

pension,
income-tested

Age 58-64 if inability to work. Age 60- Yes
64 with 4%-6% reduction per year

From age 60 (W) and 63(M) reduced
by 3.6% per year unless satisfies
contribution, disability or
unemployment requirements
From age 60 (M) and 55 (W) reduced Earnings
by 6% per year unless satisfies tested
contribution requirements, hazardous
employment, dependent/disabled
children (S,V)

El Salvador 60-55 14.4

Guatemala 60 15

Guyana 60 14.4
Haiti 55 20
Honduras 65-60 15
Jamaica 65-60 3

Mexico
(new system)

65 24

Nicaragua 60 14.4

Panama 62-57 15
Paraguay 60 25
Peru 65 20

Saint Lucia 60 10
Trinidad and 60 14.4

Tobago
Uruguay (2003)

new scheme
60 35

Venezuela 60-55 14.4

OECD countries
Australia (2013) 65'° -
Austria 65-60 15

Belgium 65 45
Canada 65 1

Denmark 67 -

Finland 65 -

France 60 -
Germany 65 5

Greece 65-60 15

Country or territory Normal Covered years Early retirement provisions Retirement
retirement required for necessary to
age M-W pension M-W receive bsnefits
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Table A.5 Qualifying conditions for old-age benefit (continued)

Notes: 'Pension reduced if between 5 and 20 years of coverage. 2Age to be increased to 55(M) and 50 (W) in 2020.
30r pension at least equal to 50% of minimum pension. 4Currently rising from an age of 60 for men and 55 for
women. 5Currently rising from an age of 55 for women. 60r pension at least equal to 2/3 ofminimum old-age
pension. 7To reach 15 years in 2011. tDown to 20 years at age 65. 9For the private system. 10 Currently rising

from an age of 60 for women. For new hires from 1 January 1996. '2Pension payable from the age of 60,
will gradually be phased out. '3Currently rising from an age of 60. '4Currently rising from an age of 62 for
women. '5To be raised to 64 for women between 2001 and 2005. '01n a new system, to be implemented gradually,
pension will be payable from the age of 61. " To be raised to 65 over the period 2010-20. u To be raised to 67
between 2000 and 2027.

Sources: US Social Security Administration, 1997; Mercer, 1997; ILO reports.

665

Country or territory Normal
retirement
age MW

Covered years
required for
pension MW

Early retirement provisions Retirement
necessary to
receive benefits

OECD countries
Iceland 67 - Age65 No
Ireland 65 3 No Up to 66
Italy

(new system)'
62 5 Reduced pension (defined

contribution) from age 57
Yes

Japan 6512 25 Age 60-64 with actuarial reduction Earnings test
up to 65

Luxembourg 65 10 Age 57 or 60(2 programmes) if 40 years
of coverage

Netherlands 65 49 - No
New Zealand

(2001)
65's No, but

subject to
additional tax

Nonvay 67 3

Portugal (1999) 65' 15 Special groups at 60 if unemployment
benefit depleted

Up to 70

Spain 65 15 Age 60-64 with 8% reduction per year.
Dangerous/unhealthy work

Switzerland 65-62's Up to two years before the NRA Up to 70
(6.8% reduction per year)

Sweden 65 3 Reduced pension from age 6016
Turkey 55-50 15 Any age if 25 years of insurance
United Kingdom 65-60' No
United States 65's 10 Reduced pension from the age of 62 Earnings test,

up to 70
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Table A.7 Percentage of total labour force in wage and salary employment, by
country or territory, c. 1990_951

677

Country or territory Year Percentage of total labour force in paid
employment

Total employment
in agriculture
(% of labour force)

non-agriculture agriculture total

Africa
Benin 1992 - 1.3
Botswana 1991 50.2 1.4 51.6
Burkina Faso 1991 - - 3.5
Burundi 1991 1.4 0.2 1.6
Côte d'Ivoire 1990 7.5 1.2 8.7 -
Egypt 1995 42.9 6.2 49.2 29.4
Eritrea 1996 2.6 0.1 2.8 -
Ethiopia 1992 2.5 0.4 2.9
Gambia 1990 - - 6.7
Ghana 1990 2.4 0.2 2.7
Kenya 1990 10.4 2.4 12.8
Madagascar 1990 3.5 1.3 4.8
Malawi 1995 5.9 6.2 12.0 -
Mauritius 1995 54.6 7.0 61.6 13.4
Niger 1990 0.6 0.1 0.6 -
Reunion 1990 - - 31.9
South Africa 1991 - - 42.6
Swaziland 1995 21.4 7.2 28.6
Zambia 1990 10.9 1.3 12.2
Zimbabwe 1995 18.2 6.4 24.6
Group simple average 15.7 2.8 18.1

Asia and Pacific
China 1996 19.3 0.8 20.1 44.7
Fiji 1993 37.9 0.7 38.5 -
India 1996 6.4 0.4 6.8 -
Israel 1996 77.5 1.1 78.6 2.9
Korea, Rep. of 1995 60.4 0.9 61.2 12.2
Macau 1996 - - 76.5 -
Philippines 1993 12.0 0.5 12.5 41.7
Singapore 1996 82.7 0.1 82.8 0.2
Solomon Islands 1992 11.6 3.6 15.2 -
Viet Nam 1995 - - 8.0 -
Group simple average 38.5 1.0 40.0 20.3

Central and Eastern Europe and Central Asia
Albania 1991 41.8 13.3 55.1
Bulgaria 1996 57.5 18.9 76.4
Croatia 1995 49.8 2.7 52.6 -
Czech Republic 1996 78.7 3.6 82.4 5.9
Estonia 1995 73.7 9.1 82.8 11.0
Hungary 1996 58.9 4.1 63.0 7.5
Kazakhstan 1995 51.8 14.8 66.6 -
Latvia 1996 63.7 5.6 69.3 18.6
Lithuania 1996 60.0 6,4 66.4 20.9
Poland 1996 59.9 1,9 61.8 19.4
Romania 1996 54.4 3.8 58.2 35.4
Slovakia 1994 53.1 6.9 60.0 8.5
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Table A.7 Total labour force in wage and salary employment (continued)

Notes: Wage and salary employment refers to persons who, during the reference period, performed some work
for wage or salary, in cash or in kind; or to persons who, having already worked in their present job, were
temporarily not at work during the reference period and had a formal attachment to their job.

- = figures not available.
Due to,roundiiig figures may not add up.

Sources: ILO, Yearbook or.Labour Statistics, 1992-1997, Geneva; OECD, Labour Force Statistics, 1976-1996, Paris.
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non-agriculture agriculture total

Central and Eastern Europe and Central Asia
Slovenia 1993 82.3 8.4 90.7 10.7
Ukraine 1990 - - 73.4 -
Group simple average 60.4 7.7 68.5 15.3

Latin America and the Caribbean
Bolivia 1996 49.9 0.3 50.3 2.0
Brazil 1995 48.6 6.5 55.0 24.5
Colombia 1996 57.9 0.7 58.6 1.1
Costa Rica 1996 54.7 12.1 66.8 20.3
El Salvador 1994 - - 14.4 25.8
Jamaica 1990 - - 14.7 23.4
Mexico 1996 50.7 6.1 56.8 21.7
Nicaragua 1996 13.5 1.2 14.7 -
Panama 1995 51.7 6.3 58.0 17.9
Paraguay 1994 - - 59.2 3.7
Peru 1996 32.0 1.5 33.5 4.2
Puerto Rico 1993 - - 12.5 3.0
Trinidad and Tobago 1995 - - 57.2 8.8
Group simple avercge 44.9 4.3 42.4 13.0

OECD countries
Belgium 1990 - - 76.1 2.5
Canada 1996 73.9 1.5 75.3 3.7
Denmark 1996 82.6 1.8 84.4 3.7
Finland 1996 70.4 1.5 71.9 5.8
France 1994 74.0 1.0 75.0 4.1
Germany 1996 80.2 1.4 81.6 2.7
Greece 1995 47.6 0.9 48.5 18.4
Iceland 1996 73.8 5.0 78.8 9.2
Ireland 1996 71.2 1.5 72.6 9.7
Italy 1995 59.9 2.4 62.3 6.5
Japan 1996 78.6 0.7 79.3 5.3
Netherlands 1996 80,6 1.6 82.3 3.5
Norway 1996 85,2 1.7 86.9 4.9
Portugal 1996 64.4 1.7 66.1 11.3
Spain 1996 56.0 2.2 58.3 6.8
Sweden 1996 81.0 0.9 81.9 2.7
Turkey 1995 19.0 0.2 19.3 44.7
United Kingdom 1996 75.8 0.9 76.7 1.8
United States 1996 - - 89.2 2.7
Group simple average 69.1 1.6 73.7 7.7

Country or territory Year Percentage of total labour force in paid Total employment
employment in agriculture

(% of labour force)



Africa
Benin' 1996 3.8
Burkina Faso 1993 2.5
Burundi 1993 3.2
Gabon 1991 15.6
Ghana 1993 7.8
Guinea 1993 1.6
Kenya 1993 18.9
Morocco2 1995 19.5
Niger' 1992 1.3
Nigeria 1993 1.3
Sudan 1991 12.1
Togo 1996 15.9
Zambia 1994 8.2

Latin America and the Caribbean
Argentina6 1996 53.3
Barbados 1993 67.3
Bolivia 1992 46.7
Brazil7 1996 38.4
Colombia 1992 68.9
Dominica 1996
Ecuador 1996 6.9

2.7 4.4
2.8
8.7

18.2

1.6 2.3

17.2

0.1

24.4 43.3
5.8

Arab states
Bahrain 1993 12.2 45.0
Jordan 1996 27.1
T(uwait3 1996 22.9 82.7 156.7
Saudi Arabia 1996/7 20.9 1.9 3.7

Asia and Pacific
China4 1996 11.9 2.0 2.0
Cyprus 1996 74.9 45.6 67.8

Israel 1993 100.0 79.4
Korea, Republic of 1996 37.0 1.2 2.4
Malaysia 1996 92.1
Singapore5 1996 66.3 34.3 38.2
Turkey 42.1 41.4 69.2

Central and Eastern Europe and Central Asia
Belarus 1996 77.9 107.7 135.2
Bulgaria 1994 58.0 116.7 133.7
Croatia 1995 50.4 99.9
Czech Republic 1996 93.7 160.1
Latvia 1992 87.9 106.4
Lithuania 1996 74.3 102.2 137.2
Moldova, Republic of 1996 34.5
Romania 1993 90.2 84.2
Ukraine 1993 92.2 45.5 58.0

Statistical annex

Table A.8 Effective coverage rates of pension systems, by country, c. 1995 (ratios as
percentages)
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Country Year Contributors, Old-age pensioners, All pensioners,
labour force persons 60 and over persons 60 and over

44.C. 70.6
33.7

65. 121.5

19.3 27.4
27.8
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Table A.8 Effective coverage rates of pension systems (continued)

Latin America and the Caribbean

Notes: 'Excluding public employees. 2Part of the data is from 1992.3Excluding the military. 4Government
employees only. 5Contributors to the central provident fund. tPublic scheme only. 7lncluding the beneficiaries
of the length of service pension.

Sources: ILO, International Inquiry into the Cost of Social Security (various years); ILO, World Labour Reports
(various years); ILO, technical cooperation reports; ILO, Economically active population, 1950-2000, Geneva,
1996; United Nations, Demographic Yearbook 1995, New York, 1997; United Nations, World Population
Prospects, 1996 revision, New York, 1997.
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Mexico 1992 36.0
Nicaragua 1992 15.3
Uruguay 1992 69.0

Country Year Contributors, Old-age pensioners, All pensioners,
labour force persons 60 and over persons 60 and over
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Statistical annex

Table A.15 Capitalization of stock markets, by country, 1997

703

Country or territory Market capitalizatio& Share of world stock market
capitalization (%)

US $ (millions) % of GDP

World total 20177662.00 70.60 100.00

Africa
Botswana 326.00 6.60 <0.1
Côte d'Ivoire 914.00 8.60 <0.1
Egypt 20830.00 20.90 0.10
Ghana 1492.00 23.50 <0.1
Kenya 1846.00 20.00 <0.1
Mauritius 1676.00 39.00 <0.1
Morocco 12177.00 23.60 <0.1
Namibia 473.00 14.60 <0.1
Nigeria 3646.00 11.10 <0.1
South Africa 232069.00 191.30 1.15
Tunisia 4263.00 21,80 <0.1
Zambia 229.00 6.80 <0.1
Zimbabwe 1969.00 48.10 <0.1
Group simple average 21685.38 33.53 0.63

Arab states
Jordan 5446.00 62.70 <0.1
Kuwait 18817.00 51.10 <0.1
Oman 2673.00 16.40 <0.1
Saudi Arabia 40961.00 32.70 0.20
Group simple average 16974.25 40.73 0.20

Asia and Pacific
Bangladesh 4551,00 14.30 <0.1
China 206 366.00 14.00 1.02
India 128 466.00 34.40 0.64
Indonesia 29 105.00 40.30 0.14
Iran, Islamic Rep. of 17 008.00 - <0.1
Israel 45268.00 39.60 0.22
Korea, Rep. of 41881.00 28.60 0.21
Malaysia 93608,00 309.60 0.46
Nepal 208.00 4.70 <0.1
Pakistan 10966.00 16.40 <0.1
Philippines 31361.00 96.20 0.16
Singapore 150 215.00 159.70 0.74
Sri Lanka 2096.00 13.30 <0.1
Thailand 23538.00 53.90 0.12
Group simple average 56045.50 63.46 0.41

Central and Eastern Europe and Central Asia
Armenia 7.00 0.20 <0.1
Bulgaria 7.00 0.10 <0.1
Croatia 581.00 3.20 <0.1
Czech Republic 12786.00 32.90 <0.1
Hungary 14975.00 11.80 <0.1
Kyrgyzstan 5.00 0.30 <0.1
Latvia 148.00 2.90 <0.1
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Table A.15 Capitalization of stock markets (continued)
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Country or territory Market capitalization1 Share of world stock market
capitalization (%)

US $ (millions) % of GDP

Central and Eastern Europe and Central Asia
Lithuania 900.00 11.60 <0.1
Poland 12135.00 6.20 <0.1
Romania 61.00 0.20 <0.1
Russian Federation 128 207.00 8.50 0.64
Slovakia 1826.00 11.50 <0.1
Slovenia 663.00 3.60 <0.1
Uzbekistan 128.00 0.50 <0.1
Group simple average 12316.36 6.68 0.64

Latin America and the Caribbean
Argentina 59252.00 15.20 0.29
Bolivia 114.00 1.60 <0.1
Brazil 255478.00 29.00 1.27
Chile 72046.00 88.80 0.36
Colombia 19530.00 20.10 <0.1
Costa Rica 782.00 8.70 <0.1
Ecuador 1946.00 10.20 <0.1
El Salvador 450.00 4.30 <0.1
Guatemala 168.00 1.10 <0.1
Honduras 338,00 8.50 <0.1
Jamaica 1887.00 42.60 <0.1
Mexico 156595.00 31.80 0.78
Panama 831.00 10.50 <0.1
Paraguay 383.00 4.00 <0.1
Peru 17586.00 20.20 <0.1
Trinidad and Tobago 1405.00 25.70 <0.1
Uruguay 266.00 1.50 <0.1
Venezuela 14581.00 14.90 <0.1
Group si,nple average 33535.44 18.82 0.67

OECD countries
Australia 311 988.00 79.50 1.55
Austria 33953.00 15.00 0.17
Belgium 119831.00 45.30 0.59
Canada 486268.00 83.90 2.41
Denmark 71688.00 41.10 0.36
Finland 63078.00 50.90 0.31
France 591 123.00 38.40 2.93
Germany 670997.00 28.50 3.33
Greece 34164.00 19.70 0.17
Ireland 12243.00 17.60 <0.1
Italy 258160.00 21.40 1.28
Japan 3088850.00 67.20 15.31
Netherlands 378 721.00 96.50 1.88
New Zealand 38288.00 58.80 0.19
Norway 57423.00 36.40 0.28
Portugal 38954.00 23.70 0.19
Spain 242779.00 41.70 1.20



Country or territory Market capitalization' Share of world stock market
capitalization (%)

US $ (millions) of GDP

Statistical annex

Table A.15 Capitalization of stock markets (continued)

Notes: <0.1 means less than 0.1% of world stock. Market value of shares times the number of shares.

Source: World Bank, 1998 World Development Indicators.
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OECD countries
Sweden 247217.00 98.80 1.23
Switzerland 402104.00 137.00 1.99
Turkey 61090.00 16.50 0.30
United Kingdom 1740246.00 151.90 8.62
United States 8484433.00 115.60 42.05

Group simple average 792436.27 58.43 4.11



GLOSSARY

The book discusses social security pension schemes. A "scheme" is equivalent to a "plan"
in North American pension terminology. Four social security pension schemes are
discussed: old-age benefits schemes, survivors' benefits schemes, invalidity benefits
schemes and social assistance benefits schemes. Invalidity benefits are equivalent to
disability benefits in North American terminology. The four schemes together are
referred to as the social security pension system.

Actuarial assumptions: factors which actuaries use in estimating the cost of funding
a defined benefit pension plan. Examples are rate of return on plan investments,
mortality rates and the rates at which plan participants are expected to leave the
plan because of retirement, disability and voluntary or involuntary termination of
employment.

Actuarial equivalent: benefit having the same present value as the benefit it replaces.
Also the amount of annuity that can be provided at the same present value cost as a
specified annuity of a different type or a specified annuity payable from a different
age. For example, a lifetime monthly benefit of $67.50 beginning at age 60 (on a
given set of actuarial assumptions) may be said to be the actuarial equivalent of
$100 per month beginning at age 65.

Actuarial valuation: an examination of a pension plan by applying an actuarial cost
method to determine whether contributions are being made at a rate sufficient to pro-
vide the funds out of which the promised pensions can be paid when due.

Actuary: a person professionally trained in the technical and mathematical aspects of
insurance, pensions and related fields. The actuary estimates how much money must
be contributed to a pension fund each year in order to provide the benefits that will
become payable in the future.

Annuity: an arrangement to provide an income for a specified number of years, or for
the remaining lifetime of an individual, or the remaining lifetime of more than one
individual.

Asset allocation: the division of the pension assets among various investment media,
such as stocks, bonds and real estate.
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Beneficiary: the person designated to receive benefits under an employee benefit plan in
the event of the death of the person covered by the plan.

Contracted-out: a contracted-out pension plan provides a portion of the social security
benefit, in exchange for a lower contribution rate to the social security system. Both
Japan and the United Kingdom allow pension plans to contract out of the earnings-
related portion of their social security systems under specified conditions.

Contributory earnings-related pension: a pension based on earnings that is financed by
payroll tax contributions from employees and/or employers.

Contributory flat-rate pension: a pension of uniform amount or based on years of
service or residence but independent of earnings that is financed by payroll tax contri-
butions from employees and/or employers.

Contributory scheme: a scheme to which participants contribute as well as the
employer. Under certain contributory plans participants may be required to contribute
as a condition of eligibility.

Defined benefit scheme: a pension plan providing a definite benefit formula for calculat-
ing benefit amounts, such as a flat amount per year of service or a percentage of salary
or a percentage of salary times years of service.

Defined contribution scheme: a pension plan in which the contributions are made to an
individual account for eaàh employee. The retirement benefit is dependent upon the
account balance at retirement. The balance depends upon amounts coiitributed,
investment experience and, in the case of profit sharing plans, amounts which may
be allocated to the amount owing tp forfeitures by terminating employees.

Early retirement age: an age defined by the terms of a defined benefit pension plan,
which is earlier than normal retirement age, at which a participant may receive an
immediate, possibly reduced, pension under the plan.

Eligibility requirements: (1) conditions which an employee must satisfy to participate in
a plan; (2) conditions which an employee must satisfy to obtain a benefit.

Fiduciary: (1) indicates the relationship of trust and confidence where one person (the
fiduciary) holds or controls property for the benefit of another person; (2) anyone who
exercises power and control, management or disposition with regard to a fund's assets,
or who has authority to do so or who has authority or responsibility in the plan's
administration.

Flat-rate benefit: pension benefits that are unrelated to earnings. They are sometimes
structured to be higher for workers with long years of work or for people with long
years of residence in the country.

Funding: a systematic programme under which contributions are made to a pension
plan in amounts and at times approximately concurrent with the accruing of benefit
rights under a retirement system.

Gatekeepers: administrators responsible for controlling entry into the disability benefit
system.

Index funds: stock or bond portfolios structured so that their risk levels and expected
returns closely approximate those of stock or bond market indexes.

Integration with social security: in order for private pension benefits not to be duplica-
tive with social security, defined benefit plans often provide that part of the social
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security pension be subtracted from the private annuity. Defined benefit or defined
contribution plans can provide that lower pension accruals be applied to employees'
earnings below a specified level (generally the social security taxable wage base).

Invalidity: disability.

Joint and survivor annuity: a provision that enables a plan participant to take annuity
payments with continuing payments of all or part of the benefits after his or her death
going to a designated beneficiary. The annual pension benefits of the participant elect-
ing to have such a survivor annuity are generally reduced to provide for the survivor.

Locked-in benefits: accrued pension benefits which cannot be refunded to the employee
in cash before retirement age.

Lump-sum payment: payment within one taxable year to the recipient of the entire
balance payable to the participant from a trust which forms part of a qualified pension
or employee annuity plan.

Mandatory private pension system: a system requiring employers, by law, to provide
private/occupational pensions.

Mandatory savings system: a compulsory defined contribution pension system which
pays benefits either as a lump sum or as an annuity based on employee, and in some
cases employer contributions and returns on investment of funds, including both
publicly managed provident funds and privately managed systems such as that in
Chile.

Money purchase scheme: a defined contribution pension plan in which the employer's
contributions are determined for, and allocated with respect to, each participant,
usually as a percentage of compensation.

Non-contributory flat-rate universal pension: a pension of uniform amount, or based on
years of service but independent of earnings, that is paid to residents or citizens who
meet age or disability requirements and that is financed with no contributions from
employers or employees.

Non-contributory means-tested pension: a pension paid to eligible persons whose own
or family income and/or assets fall below designated levels that is generally financed
through government contributions with no contributions from employers or
employees.

Non-contributory pension scheme: a plan in which the employer pays the entire cost of
the pension, with the employee not contributing.

Normal cost: annual cost for a pension plan for the benefits accrued that year by
employees.

Normal retirement age: the age, as established by a plan, when unreduced benefits can
be received.

Notional defined contribution scheme: a pay-as-you-go scheme. Each participant has an
individual account in which benefit rights are accumulated in a similar manner to that
in a funded defined contribution scheme. The worker's contributions are credited
to his or her account but no funds are deposited in the account. The worker's account
balance is periodically revalued upwards, just as if a funded account were being
credited with interest.
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Occupational pension scheme: a pension plan offered through an individual's employ-
ment to private or public sector employees, Benefits are generally paid as an annuity,
but could also be paid as a lump sum.

OECD: the Organization for Economic Cooperation and Development, which seeks to
encourage economic cooperation among the leading economies.

Opt-out: individuals may choose not to contribute to (opt out of) the state earnings-
related pension scheme in the United Kingdom if they establish an appropriate perso-
nal pension plan.

Participant: an employee participating in, receiving benefits or eligible to receive bene-
fits from, an employee pension plan.

Pay-as-you-go: the payment of pension benefits out of current revenues without an
advance accumulation of funds, thus an unfunded scheme.

Pension scheme: an employee benefit scheme which provides retirement benefits by the
purchase of insurance or annuity contracts or the establishment of a trust fund, or a
combination of both. A pension scheme may pay benefits either as an annuity or as
a lump sum.

Private pension scheme: pension schemes established by private (in contrast to govern-
mental) agencies, including commercial, industrial, labour and service organizations,
non-profit organizations, and non-profit religious, educational, and charitable institu-
tions.

Privatization of social security: the process of converting a government-managed social
security programme to one managed in the private sector.

Provident fund: a fully funded, defined contribution scheme in which funds are mana-
ged by the public sector.

Prudent man (person) rule: a requirement that plan fiduciaries carry out their duties
with the care, skill, prudence and diligence which a prudent man acting in a like
capacity and familiar with such matters would use under conditions prevailing at
the time.

Recognition bond: a bond issued by the government to individual workers in some
countries that have converted from a pay-as-you-go social security pension to a
defined contribution pension. The bond is issued in recognition of the worker's contri-
butions to the former pay-as-you-go system, and it becomes a source of income at
retirement.

Replacement rate: that portion of a reference salary, either final earnings or an average
over several years, replaced by the pension.

Scheme: pension scheme, British terminology, equivalent to plan in American pension
terminology.

Social assistance: a cash payment provided to poor people and based on need.

Social partners: employees and employers.

Superannuation scheme: 'a pension plan offering retirement benefits which may be paid
as a pension or as a lump sum (Australia)..

Survivor annuity: see joint and survivor annuity.
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Target benefit scheme: a defined contribution plan for which contributions are based
upon an actuarial valuation designed to provide a target benefit for each participant
upon retirement.

Vesting: the right of an employee to the benefits he or she has accrued, or some portion
of them, even if employment under the plan terminates. An employee who has met the
vesting requirements of a pension plan is said to have a "vested" right.
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Arab states (Middle East) 20-21, 546-52,

662, 703
benefits 549-5 1, 684
coverage 548, 667, 679
demographics 547, 641-2, 647-8,

653-4
financing 546, 551-2, 551, 689, 692,

696
retirement age 41-3, 42, 549, 662
retirement income 286, 684
see also individual countries; Middle

East
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Argentina 296, 538
contributions 141, 142
coverage 194, 208, 414, 533-5, 544,

670, 679
defined benefit schemes 538
defined contribution schemes 534, 536,

538, 544
demographics 541, 643, 650, 656
entitlement 44, 536-7, 663
evasion 254
financing 538, 539-40, 690, 693, 698
governance 224, 225, 230, 239, 330,

433, 538-9, 544-5
invalidity benefits 72, 538
investment 156, 704
niixed schemes 327, 538, 543-4
pension development 239, 489, 533-4,

538, 541, 543-4, 620
private sector 35, 224, 225
public sector 35, 618, 620, 622, 627
retirement age 537, 663

Armenia 643, 649, 655, 662, 684, 703
Aruba (Netherlands Antilles) 6442
Asia and the Pacific 19-20, 499-514, 662

benefits 46, 51, 63, 505-6, 684
coverage 194, 196, 203, 404, 413, 499,

504-5, 509-10, 668-9, 679
defined benefit schemes 501, 506, 510,

626
demographics 499, 641-2, 648-9,

654-5, 677, 694
evasion 251-2
existing pension arrangements 504-6,

509
financing 131, 689, 692, 697
governance 237-8, 512-13
invalidity benefits 83, 500-501
investment 172, 460, 703
pension development 20, 506-14
private sector 501, 509-10, 513
provident funds 20, 500-501, 505-9,

50 7-8
public sector 501, 510-12, 620, 626
retirement age 41-2, 42, 662
retirement income 286, 287, 288-9,

684
social security systems 500-504, 502-4
survivors' benefits 500-50 1
see also Central and Eastern Europe

and Central Asia; individual
regions/countries; Oceania

asset accumulation patterns 355-6
assets

administrative costs relative to 480-81

746

social assistance claimants 104, 111-12
Australia 71, 576

benefits 578, 590-91, 686
contributions 141, 186, 476
coverage 203, 204, 583, 628
defined contribution schemes 293, 476,

595
demographics 644, 651, 657
entitlement 579, 664
financing 360, 371, 373-4, 374, 579,

699
governance 235, 237, 462-3, 583
investment 154, 157, 162, 188-9, 314,

704
occupational schemes 34, 224, 462
pension development 489, 577-9, 583,

590-91, 594-S
private sector 35, 371, 374, 594-5, 628
public sector 628
retirement age 346, 352, 443, 590, 664
retirement income 290, 293, 295, 580,

686
social assistance 98-9, 100-101, 101-2,

104, 105, Ill, 113, 114, 118, 120,
123-4, 125

Austria 345, 592, 628, 664, 704
benefits 579, 587-8, 590, 686
contributions 141
coverage 205, 207, 628, 671
demographics 644, 651, 657
financing 248, 373, 374, 690, 699
governance 232, 248
pension development 587-8, 590, 592
public sector 625, 628
retirement age 346, 590, 664
retirement income 580, 686
social assistance 100-101, 101-4, 105,

111-13, 114, 119, 120, 123-4
Azerbaijan 643, 649, 655

Bahamas 474, 533, 539-40
benefits 536, 685
coverage 196, 670
demographics 643, 650, 656
entitlement 537, 663
evasion 262
retirement age 537, 663

Bahrain 547, 549, 552, 626, 684
coverage 548, 667
demographics 642, 647, 653
financing 130-31, 551, 551, 689, 692

Baltic Republics see Estonia; Latvia;
Lithuania

Bangladesh 626, 642, 648, 654, 703



Barbados 73, 247, 533, 627, 663, 685
coverage 196, 629, 679
demographics 650, 656, 695
evasion 254

Belarus 554, 560, 567, 662, 684
coverage 669, 679
demographics 643, 649, 655, 694
financing 561, 689, 693, 697

Belgium 81, 94, 593, 664, 704
benefits 579, 588, 590, 686
contributions 591, 592
coverage 204-5, 581-2, 671
demographics 644, 651, 657, 678
financing 371, 690, 699
governance 226, 232
pension development 577, 581, 588,

590-91, 592, 593
public sector 371, 625
retirement age 346, 438, 590, 664
retirement income 686, 688
social assistance 100-101, 102-4, 105,

112-13, 114, 119, 120, 123, 123-4
Belize 643, 650, 656, 663, 670, 685
beneficiary ratio 600-60 1
benefits

credits 48, 52-3
cuts/suspension 65-7, 443, 449, 584-91,

616-17
formulas see formulas
minimum 33-4, 46, 49, 50-51, 63, 67,

296, 316, 328-9, 405, 614-15, 615
rates 91, 614-16, 615
units 111
see also individual regions/countries;

individual types of benefit
Benin 236, 626, 661, 683

contributions 141
coverage 520, 666, 679
demographics 521, 646, 652, 677
financing 130-31, 689, 692, 696
social assistance 526, 527

Bermuda 533, 539
Bhutan 648, 654
birth rates 273, 278-80, 302-4, 398
Bolivia 35, 72, 536, 663, 704

contributions 140
coverage 194, 196, 414, 534-5, 544, 69
demographics 650, 656, 678
financing 540, 698
governance 239, 544-5
pension development 239, 533-4, 543,

620
public sector 618, 620, 627

Index

retirement age 537, 663
bonds (investment) 311-14, 314, 373,

4087

Bosnia and Herzegovina 649, 655
Botswana 199, 203, 516-17, 519, 530,

646, 652, 677, 703
Brazil 459, 629, 663

benefits 47, 536, 685
contributions 143
coverage 208, 533, 535, 621, 629, 670,

679
demographics 643, 650, 656, 678
evasion 254, 254
financing 693, 698
investment 314, 704
pension development 239, 533, 543
public sector 621-2, 627, 629
retirement age 537, 663

British colonies, former 19-20, 51, 230,
501, 516, 528

see also individual countries
British Virgin Islands 540
Brunei Darussalam 199, 648, 654
Bulgaria 553, 563-5, 703

benefits 556-7, 558, 564, 685
contributions 141
coverage 208, 679
demographics 558-9, 563-4, 643, 649,

655, 677, 694
entitlement 563, 662
financing 130-31, 140, 371, 373, 374,

375, 381, 561, 563, 565, 689, 693,
697

pension development 562, 563-5, 567
retirement age 440, 563, 565, 567, 662
retirement income 560, 685

Bureau of Labour Statistics (ILO) 5143
Burkina Faso 440, 626, 646, 652, 661,

666, 677, 679, 683
Burundi 47, 626, 661, 683, 692

coverage 666, 679
demographics 646, 652, 677

Cambodia 648, 654
Cameroon 89, 521, 621, 629, 646, 652,

683, 694, 696
Canada 345, 464, 576

benefits 46, 578-80, 590-91, 686
Canada Pension Plan 159-60, 304,

305-6, 591, 592
contributions 141, 142, 149,476, 591,592
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Canada (cont.)
coverage 199, 203, 204, 583, 671
defined contribution schemes 31, 337,

476
demographics 644, 651, 657, 678
entitlement 44-5, 579-80, 664
financing 32, 131, 248, 360-61, 360, 371,

381, 579, 581, 583, 690, 693, 699
governance 248, 327, 583
investment 7, 158, 159-60, 314, 704
occupational schemes 224, 473
pension development 533, 578, 583,

590-91, 592
private sector 4, 327
public sector 34-5, 625
Quebec Pension Plan 7, 1529, 159-60,

304, 305-6
retirement age 346, 350, 440, 448, 452,

664
retirement income 295, 580, 686, 688
risks 304, 305-6, 312-14, 314
social assistance 99, 100-101, 102-3,

106, 114, 120, 123, 123-4, 125
Cape Verde 646, 652, 666, 683
capital markets 12, 161-5, 281, 282, 339-

41, 460
see also financial markets

capitalization of stock markets 703-5
Caribbean see Latin America and the

Caribbean
cash balance schemes 51, 57-S

see also mixed schemes; notional
defined contribution schemes

CEFTA (Central European Free Trade
Agreement) 553-4, 559-60, 560-61

Central Africa 525
Central African Republic 47, 236, 646,

652, 661, 683
Central America 143, 239, 533, 540-41
Central and Eastern Europe and Central

Asia 21, 339, 553-75
benefits 47, 62-3, 555-7, 562, 684-5
contributions 140, 149
coverage 194, 210, 214, 669-70, 679
demographics 553, 557, 558-9, 559,

641, 643, 649-50, 655-6, 677-8,
694-5

entitlement 43, 45, 662-3
evasion 25 1-2, 254
financing 131, 372, 554, 560-61, 561,

565, 566, 573, 689-90, 693, 697-8
governance 231, 237, 249, 375, 433,

435, 569, 572-4

748

invalidity benefits 76, 77-8, 555, 557,
558

investment 178, 703-4
pension development 3, 490, 561-9,

563-5, 572-3
pension structure 555, 559, 562, 567,

574
retirement age 42, 43,438, 441, 442, 448,

452, 556, 562, 567, 574, 662-3
retirement income 285, 286, 290, 556-7,

559-60, 560, 562, 574, 684-5
social assistance 214, 562, 566, 574
survivors' benefits 94, 557, 558, 559
unemployment benefit 562, 566
see also Asia and the Pacific; individual

countries
Central European Free Trade Agreement

(CEFTA) 553-4, 559-60, 560-61
centralization 483-4
Chad 196 646, 652, 666, 683
chief executives, relationship with

board 242, 243
children, survivors' benefits 88-91, 92-4
Chile 62, 72, 542-3

benefits 45-6, 49, 51, 536, 542
contributions 140, 142-3, 476, 540
coverage 194, 209-10, 414, 534, 544,

670
defined contribution schemes 31, 45-6,

49, 51, 476, 536-7, 539-40, 542-3,
543-4

demographics 643, 650, 656
entitlement 43-4, 537, 663
evasion 255, 266, 329, 428
financing 130-31, 138, 248, 357-8,

373-5, 374, 539-40, 693, 698
governance 239, 248, 329-30, 375, 433,

461-2, 483, 542-3, 544-5
investment 63, 154-6, 162, 171, 173,

176, 184-8, 188-9, 314, 357-8,
366, 542-3, 704

pension development 3, 239, 333, 489,
532-4, 541, 542-3, 543, 620

private sector 35, 224, 461, 542-3
public sector 618, 620, 627
retirement age 43, 352, 542, 663
retirement income 290, 293-4

China 501-4, 502-4, 662, 703
coverage 196-7, 203, 207, 214-I 5, 502-

3, 509-12, 679
defined benefit schemes 504, 510
demographics 458, 648, 654, 677
financing 248, 689, 692
governance 237, 248, 249, 503



invalidity and survivors' benefits 84-5
pension development 3, 502-4, 509
private sector 509-12
public sector 502-3, 510-12

civil servants see public sector schemes
COLAs see cost-of-living adjustments
collection and enforcement see evasion
collective financial equivalence 136
Colombia 72, 537

benefits 536, 685
contributions 142
coverage 194, 196, 212, 414, 533-5,

544, 670, 679
defined contribution schemes 536-7, 544
demographics 643, 650, 656, 678
evasion 255
financing 130-31, 540, 698
governance 239, 544-S
investment 156, 704
pension development 239, 533-4, 541,

543-4, 620
public sector 618, 620, 627
retirement income 290, 685

Comoros 454, 521, 646, 652
competition, and administrative costs 483
compliance 17, 428, 435

see also evasion
compulsory affiliation 400
Congo, Democratic Republic of the 516,

525, 646, 652, 661, 666, 683
Congo, Republic of 516, 521, 646, 652,

661, 666, 683, 696
contracting out 4, 32-4, 142, 290, 322-3,

476, 587, 595, 708g
contribution base 143-4, 592-3
contribution rates 140-43, 141, 284

defined benefit schemes 273, 278-9,
279, 283, 285

defined contribution schemes 273, 279,
476, 476

and evasion 252, 257
funded schemes 147-9, 273, 279, 280,

281, 283
and life expectancy 273, 278-9, 279
pay-as-you-go financing 145, 149-51,

266, 273, 278-9, 279-81, 283, 285,
298

and retirement age/duration 273, 278-
80, 279-81, 351

scaled premium systems 149-5
self-employed workers 7, 142-3, 538,

550

Index

see also individual regions/countries
contributions 139, 140-51, 331, 340-43,

370, 371, 692-3, 696-700
see also individual regions/countries;

individual subjects
contributory capacity (exclusion from

coverage) 199-200, 215
Conventions see ILO; UN
cost-of-living adjustments (COLAs) 62-5,

66-7, 588
see also indexation

Costa Rica 71, 663, 685, 704
contributions 141
coverage 195, 209, 534-5, 671
demographics 643, 650, 656, 678
financing 371, 698
pension development 533-4, 541, 620
public sector 371, 620, 627

Côte d'Ivoire 236, 626, 661, 683, 696,
703

coverage 520, 666
demographics 521, 646, 652, 677

coverage 8, 193-216, 245, 291, 675-80
defined contribution schemes 413, 414,

423
earnings-related schemes 194, 194,

4 12-13
exclusion 4, 197-202, 215, 666-73

categories of people excluded 197-8,
207, 227, 410-11, 411, 582,
666-73

extending 15-16, 203-10, 230, 399-400,
409-23

existing schemes 409, 410-13
models 22, 468-9, 469, 630-36
tax-financed schemes 410, 417-23

factors influencing 195-6, 198-202
ILO Convention No. 102 see ILO
informal sector see informal sector

workers
part-time workers 213
private sector 194, 628-9
provident funds 196, 201, 413
public sector 411, 411, 620-21, 628-9,

666-73
self-employed workers see self-

employed workers
survivors' benefits 91-5, 95-6
universal 194, 195, 199, 203, 404-5,

412
see also evasion; individual regions/

countries
coverage ratio 600-601

749



Index

Croatia 553, 663, 703
coverage 207, 669, 679
demographics 558-559, 649, 655, 677,

694
financing 561, 689, 693, 697
invalidity benefits 557, 558
pension development 562, 567
retirement age 567, 663
retirement income 560, 685

Cuba 3, 539, 541, 643, 650, 656, 663, 671,
685

Cyprus 89, 626, 662, 684
coverage 668, 679
demographics 642, 648, 654
financing 138, 139, 371, 372, 374, 377,

689, 692, 697
Czech Republic 553, 566-8, 576, 663,

679, 703
demographics 558-559, 643, 649, 655,

677, 694
financing 32, 561, 689, 693, 697
pension development 490, 562, 566-8
pension structure 559,' 567-8
retirement age 568, 663
retirement income 559, 560

defined benefit schemes 5, 405, 456,
475-7, 607, 708g

annuities 5, 57-8, 59
benefits 46-8, 49, 51, 63, 65-7, 430,

524-5
cash balance schemes 51, 57-8
economic effects 13, 336-7, 340, 342-6,

346-51, 352-3, 365
entitlement conditions 42, 43-4
evasion 252, 254-6, 264, 318
financing 6, 135, 138, 142, 146, 280,

482
contribution rates 273, 278-9, 279, 283,

285
pay-as-you-go 4, 12, 27, 30, 138,

302-3, 305-6, 306, 315-18, 434,
458, 460-61, 465, 466, 568

governance 229, 239, 428-9, 434, 458,
46 1-2, 466, 482

guarantees 327-8
income distribution 66
invalidity benefits 70
investment see investment
irregular work patterns 319, 324-6
public sector employees 619, 625-7
rate of return 283
redistribution of income see

redistribution of income

750

retirement age 42, 43, 346-7, 444, 449,
452

risks 12-13, 27, 302-4, 305-6, 306,
315-18, 325-6, 460-61

see also individual regions/countries;
mixed schemes; provident funds

defined contribution schemes 5, 30-3 1,
405-8, 475-7, 476, 607, 708g

annuities 5, 27, 55, 59, 309, 311-14
benefits 45-6, 49, 51, 63, 66
contracted out 476
coverage 413, 414, 423
economic effects 13-14, 336-8, 342-5,

351-3, 363, 365
entitlement conditions 43-4
evasion 254-5, 258, 264, 266, 318, 429-

30
financing 6, 25-6, 135, 137, 138, 142,

146, 152, 280
contribution rates 273, 279, 476, 476

governance 235-6, 239, 292-4, 403,
458, 461-3, 463, 466, 482

guarantees 327-3 3
invalidity benefits 70
investment see investment
irregular work patterns 324-5
national readiness for 466-7
periodic withdrawals 60-61
private sector management see private

sector
public sector employees 619, 621,

625-7
rate of return 292-4, 460
redistribution of income see

redistribution of income
retirement age 43, 35 1-2, 444, 452
risks 12-13, 27, 304, 308-10, 310, 316-

18, 320-24, 325-6, 406-7, 460-61,
476-7

self-employed workers 157-8
see also individual regions/countries;

mixed schemes; notional defined
contribution schemes

Democratic People's Republic of
Korea 648, 654

Democratic Republic of the Congo see
Congo, Democratic Republic of the

demographic ageing 499
demographic models see modelling
demographic risks see risks
demographic statistics 639-57
Denmark 34, 81, 591, 593-4, 704

benefits 578-9, 589, 591



coverage 203, 204, 582, 671
demographics 644, 651, 657, 678
entitlement 579, 664

governance 235, 248, 463,
pension development 578, 589, 591,

593-4
private sector 594
retirement age 42, 346, 445, 446-7,

451-2, 589, 664
retirement income 295, 300J7, 688
social assistance 99, 100-101, 104, 106,

112-13, 114, 120, 123-4
dependency, establishing (survivors'

benefits) 90-91
dependency ratios 273, 278-9, 557, 559,

559, 577, 641, 652-7, 694-5
developed countries 25

coverage 405, 420
economic effects see economic effects
invalidity benefits 74-6, 74, 82
pension structure 464, 469, 472-3, 478
private sector 30-31
public sector 4, 30-31, 618
retirement age 43, 438-9, 441-2, 442
see also individual countries

developing countries 60, 62-4, 82-3, 398-
9, 402

coverage 8, 14, 199, 213-14, 246, 307,
404-5, 409, 417, 421, 620-21

evasion 266
financing 131, 401
governance 14, 24, 229, 426-7, 429,

431, 433, 458, 464, 466, 484
investment 158-65, 178, 18 1-5
pension models 468-9, 469-72
public sector 4, 29-30, 618, 620-22
retirement age 43, 43 8-9
see also individual countries

discrimination see equality of treatment
divorced people, survivors' benefits 92-3,

94-6
Djibouti 646, 652
Dominica 663, 679, 686, 690, 693, 695
Dominican Republic 533, 535, 537, 650,

656, 663, 671, 686

583

early retirement 446-7, 549, 577, 661-5,
708g

minimum age 41-3, 347, 351, 437-43,
440, 443, 445, 45 1-2, 549-50

economic considerations 439, 442

Index

factors affecting 63, 351, 442
life cycle model 439-40
and life expectancy 43, 439, 442,

445, 449
pay-as-you-go financing 440, 442
policy considerations 443-5
policy options 443

pathways to 75, 78, 338, 345-50, 445,
447-9, 45 1-2

and redistribution of income 270-7 1
see qlso retirement age

earnings
irregular 319, 324-5
misreporting 47, 246, 252-3, 257, 262,

318
see also income; wages

earnings test 42, 44-5, 66, 347-8, 350,
352, 580

see also means test
earnings-related benefits 42, 46-9, 54,

194, 194, 404, 412-13, 468-9, 469,
484, 562, 578-80, 586-7, 591

East Asia 194, 196, 237, 499-500
East Germany, former 581
East Timor 648, 654
Eastern Europe see Central and Eastern

Europe and Central Asia
economic development 195-6, 499-500,

517-18
see also transition countries

economic effects (pension schemes) 13-14,
336-66

capital market 339-41
defined benefit 13, 336-7, 340, 342-6,

346-51, 352-3, 365
defined contribution 13-14, 336-8,

342-5, 351-3, 363, 365
desired 337-41
financial markets 363-4
labour market 307-8, 339-41, 341-53

competitiveness 344
defined benefit schemes 346-51
defined contribution schemes 35 1-2
demand/supply 341-4, 352
earnings test 347-8, 352
invalidity benefits 345
investments 352-3
retirement age 344-9, 346
saving see saving
social security retirement

benefits 345-6
unemployment benefits 345

link between national saving and
economic growth see saving

751

financing 138, 139, 248, 360, 371, 372,
380, 381, 579, 581, 690, 693, 699



Index

economic growth 459, 547, 553-4
link with national savings see saving
modelling 630, 631, 633, 635-6, 635

economic planning see modelling
economic risks see risks
economically active population 499, 521
Ecuador 89, 533, 620, 663, 686, 704

contributions 143
coverage 196, 207, 214, 415, 533, 679
demographics 643, 650, 656
financing 539, 690, 698

Egypt 47, 477, 515, 517, 661, 683
contributions 142-3
coverage 196, 210, 412, 515, 519, 548
demographics 642, 646, 652, 677
evasion 253
financing 373, 374, 696
investment 172, 703
survivors' benefits 92-4

El Salvador 544-5, 664, 704
contributions 140
coverage 194, 196, 207, 414, 534, 544,

671
defined contribution schemes 536, 543
demographics 643, 650, 656, 678
financing 540, 698
pension development 489, 533-4, 543,

620
public sector 620, 627

elderly see old age
eligibility see entitlement
employees see workers
employers' organizations 224-6, 488
employment injury benefits 70, 73,

515-16, 546, 615
entitlement to benefit 41-5, 661-5, 708g

gender specific 42-4, 397, 443, 661-5
ILO Convention No. 102 see ILO
and retirement age 41-3, 42, 45, 66,

549
see also individual benefits

equality of treatment 91-6, 401-2, 593,
596, 616

Equatorial Guinea 248, 521, 646, 652,
683

equities see investment
Eritrea 516, 525, 529, 646, 652, 677, 683
Estonia 94, 553, 663

coverage 208, 669
demographics 643, 649, 655, 677, 694
financing 561, 693

752

retirement age 568, 663
retirement income 560, 685

Ethiopia 236, 516, 525, 529, 646, 652,
677, 683, 696

EU (European Union) 99, 106, 286, 369,
445, 621

Eurasia 626
Europe 194, 203, 364, 383, 456, 489

see also individual regions/countries
European Union (EU) 99, 106, 286, 369,

445, 621
evasion 4, 10-11, 202, 251-69, 477

collection and enforcement 255-6, 261,
264, 265-8, 318, 431-3, 435

and contribution rates 252, 257
defined benefit schemes 252, 254-6,

264, 318
defined contribution schemes 254-5,

258, 264, 266, 318, 429-30
effects 252-3
employees 246, 255-6, 257-62, 264,

268, 430
employers 202, 246, 251-6, 253,

259-61, 262-4, 268, 344, 428, 430
government 252, 260, 263-4
misreporting of earnings 47, 246,

252-3, 257, 262, 318
prevalence 254-5, 254
reasons 255-64
self-employed workers 252, 256-62,

264, 268
see also compliance; coverage;

individual regions/countries
exclusion see coverage
expenditure see financing pension

systems; governance and
administration

family allowance 562, 566, 696-700
fertility rates 547
Fiji 172, 248, 505, 509, 662, 697

demographics 648, 654, 677, 694
financial development 158, 160-65
financial equilibrium 132-5, 134, 150-51
financial markets 357-8, 363-4, 36618

see also capital markets
financial planning see modelling
financial rules 126, 135-7
financial solidarity 136, 400-401
financing pension systems 6-7, 126-53,

62 1-2, 692-3



actuarial valuations see actuarial
process

effect of governance 235-6
funding levels 137-8, 138, 145, 146-51
ILO Convention No. 102 see ILO
legal provisions 696-700
modelling 603-5
objectives and definitions 132-5
pension expenditures 127-32, 129-32,

689-91
see also individual pension types;

individual regions/countries;
individual sources and methods of
financing; public finances;
redistribution of income

Finland 46, 231, 327, 345, 591-2, 704
benefits 46, 578, 585, 590-91, 686
contributions 141
coverage 204, 207, 583
demographics 644, 651, 657, 678
entitlement 579-80, 664
financing 579, 690, 693, 699
pension development 578, 585, 589-92,

594
private sector 594
public sector 34, 619, 621, 625
retirement age 346, 5 89-90, 664
retirement income 580, 686
social assistance 100, 100-101, 104,

106, 113, 114, 120, 123-4, 124
flat-rate benefits 46, 54, 194, 468-9, 469,

477, 484, 578, 590, 708g
flexible retirement 43
foreign workers see migrant workers
formulas (benefit) 46-8, 49, 51, 52-8,

562, 585, 587-8, 597
France 72, 704

benefits 524, 579, 585, 687
contributions 476, 591-2
coverage 204-5, 207, 672
defined contribution schemes 476
demographics 644, 651, 657, 678
entitlement 449, 664
financing 131, 138, 140, 353, 360, 360,

371, 584, 621, 690, 699
governance 232, 235, 432-3
notional defined contribution

schemes 49, 52-3
pension development 489, 577-8, 584-

5, 588-92, 594
private sector 35, 371, 429, 594
public sector 35, 371, 621, 625
retirement age 346, 349, 350, 438, 447,

449, 588-90, 664

Index

retirement income 295, 30015, 580,
687-8

social assistance 100, 100-101, 102,
104, 106, 112-13, 114, 119, 120,
123, 123-4

survivors' benefits 89, 94
Francophone see French-speaking
fraud 47, 263, 319, 329-31, 477, 480, 513

see also investment (mismanagement)
French colonies, former 230, 515

see also individual countries
French Equatorial Africa 515
French Polynesia 648, 654
French West Africa 515
French-speaking Africa 72, 229, 288,

515-16, 521, 524-7
fully funded schemes 25, 137-8, 138, 145,

405-6, 567-8
contribution rates see contribution

rates
redistribution of income 272-3, 283
risks 303-4, 317

fund management see governance and
administration; investment

funded schemes 137-8, 138, 405-8, 465,
467-8

administrative costs 461, 482-4
contribution rates see contribution

rates
defined benefit 280, 482
defined contribution 25-6, 280
occupational schemes 473-5
preconditions for developing 158-65
rate of return 455, 459-61
redistribution of income 272-3, 274-8,

281, 283, 285, 298
risks 303-4, 307-8, 315, 318, 455, 459-

61
see also individual regions/countries

funding levels 137-8, 138, 145, 146-51,
185-6

funds, switching 331

Gabon 71, 236, 433, 626, 661, 683, 696
coverage 5 19-20, 666, 679
demographics 521, 646, 652

Gambia 196, 528, 646, 652, 661, 677
Gaza Strip 546, 647, 653
gender see men; women
gender equality 91-96, 40 1-2, 4084, 445
Georgia 643, 649, 655, 663, 669, 685, 697
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Germany 664
benefits 62, 579, 587, 687
contributions 141, 144, 146, 283, 284,

432-3, 583
invalidity benefits 74, 74, 76, 78-9, 81
investment 192, 704
pension development 31, 579, 583-4,

587-90, 592
private sector 35, 371, 429, 628
public sector 35, 371, 621, 625, 628
retirement age 346, 348-9, 350, 438,

443, 447, 588-90, 664
retirement income 283, 285, 580, 687-8
social assistance 100-101, 102, 107,

112-13, 115, 118, 120, 123-4
Ghana 51, 83, 90, 524-5, 530, 661, 683

coverage 666, 679
demographics 646, 652, 677
financing 248, 371, 689, 692, 696
governance 236, 248, 522
investment 172, 703
pension development 516, 528
provident funds 524, 528

governance and administration 9-10,
23-4, 217-50

administrative costs 247, 248, 436,
461-4, 463, 478-85

actuarial projections 479-80, 486i
defined benefit schemes 429, 46 1-2,

482
defined contribution schemes 292-4,

461-3, 463, 482
factors influencing 482-5
interpreting cost differences 481-2
measures of scheme costs 480-81
private pension schemes 478-85
public pension schemes 478-85
what to include 479-80

administrative problems at the
operational level 244-50

bureaucracy 246-7
delays in processing claims 20 1-2,

246-7
evasion see evasion
inaccessibility 245
inappropriate investment policies 249
inefficient use of resources 247, 248
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lack of transparency 244-5, 436
limited coverage see coverage
record-keeping 245, 466

autonomous public institutions 426,
431, 434-5

effect on coverage 195, 201-2
effect on design of pension

schemes 235-6
fundamental questions 227-39

most appropriate pension scheme 227
most suitable institutional

arrangements 230-39
strategic planning, problems 227-30

ILO Convention No. 102 see ILO
modelling see modelling
objectives 217-19

administrative obligations 218
institutional arrangements 218
strategic and macro policy

objectives 217-18, 227
problems at the institutional level

239-44
autonomy 240-41, 247
direct administration by

government 244
relationship between board and chief

executive 242, 243
representation of social

partners 24 1-2
roles and responsibilities 240

reform 16-47, 239, 424-36
collection and enforcement of

contributions 431-3, 435
institutional issues 426-7, 430-31,

435-6
planning, policy and

coordination 424-6
public vs private sector

management 427-30, 434
unification of social security

schemes 433-4
stakeholders 219-27

beneficiaries 226-8
the excluded 227
social partners 224-6, 228, 23 1-2,

235, 240-42, 243, 248
social security institutions 218,

222-4, 223, 225, 230-50, 248,
430-31, 435-6

the State 219-24, 221-2, 226, 231-2,
234, 235, 239-41, 243, 244, 248,
403-4, 455-8, 473

see also individual regions/countries;
investment; public sçctor schemes;
reform and development

285, 592
coverage 204-5, 207, 581, 628, 672
defined contribution schemes 309, 310
demographics 577, 644, 651, 657, 678
financing 131, 138, 138, 248, 353, 360,

360, 371, 372, 377, 380, 381, 581,
583-4, 621, 690, 699

governance 23 1-2, 248, 328, 370,



gradual retirement see partial retirement
Greece 73, 89, 664, 688, 704

benefits 687
contributions 141
coverage 207, 581, 672
demographics 644, 651, 657, 678
financing 690, 699
pension development 581, 589-90,

595
private sector 35, 595
public sector 35, 619, 625
retirement age 346, 589-90, 664
social assistance 100-101, 102-3, 107,

113, 115, 120, 123, 123-4, 125
Grenada 248
Guadaloupe 650, 656
Guam 648, 654
guarantees see risks
Guatemala 248, 664, 686, 704

contributions 141, 143
coverage 196, 671
demographics 643, 650, 656
evasion 265
financing 248, 540, 693, 698

Guinea 646, 652, 661, 666, 679, 683,
694

Guinea-Bissau 646, 652
Guyana 650, 656, 664, 671, 686

Haiti 142, 532-3, 540, 650, 656, 664, 671,
686

health care 75, 78, 130, 562, 566
high-income workers 404, 474-5, 475
highly funded schemes 147-9
Holland see Netherlands
Honduras 533, 540, 664, 686, 698,

704
coverage 196, 207
demographics 650, 656

household income see income
housing costs 112-13, 114-17, 121-2
Hungary 553, 570-72, 576, 663, 703

benefits 571, 685
coverage 208
defined benefit schemes 568, 570
demographics 558-59, 643, 649, 655,

677, 694
evasion 329, 331
financing 363, 561, 570, 689, 697
governance 328-30, 332, 466, 574
invalidity benefits 77, 557, 558, 570

Index

pension development 490, 562, 567-8,
570-72, 574

pension structure 483-4, 567-8, 570-72
private sector 566-7, 571-2
retirement age 570, 663
retirement income 560, 568, 570, 685
survivors' benefits 89, 94, 558, 570

hybrid schemes see mixed schemes

Iceland 71, 672
benefits 46, 578-9, 590-91, 687
demographics 644, 651, 657, 678
entitlement 579, 665
financing 690, 693, 699
pension development 579, 590
retirement age 42, 346, 443, 665
retirement income 580, 687
social assistance 100-101, 102, 104,

107, 112, 115, 120, 123, 124
ILO (International Labour Organization)

xxi-xxii, 144, 212, 490, 564, 688
Bureau of Labour Statistics 5143
calculations 50, 138, 286, 381-2, 527,

561, 695
compilations 42, 223, 225, 243, 469
data 559, 629
estimates 129, 147, 254, 275, 279-81,

288-9
modelling 379, 386, 599
projections 379, 380, 384, 385-8
publications 130-31, 2162, 233, 237,

248, 254, 3894 , 507, 518, 534,
561, 577-9, 588-9, 592, 594,
620-21, 622k, 625-7, 6362, 678,
680, 691, 693, 726-7

reports 508, 521, 620-21, 622k, 665,
680, 691

Social Security Technical Programme
(International Training Centre) 224

technical cooperation programme 228,
425, 521, 680

ILO (International Labour
Organization), International Labour
Standards 15, 22-4, 26, 396, 400,
533, 609-17

Conventions 22, 393, 396, 400, 496,
546, 609-17, 611

Social Security (Minimum Standards)
Convention (No. 102) 22, 24, 46,
220, 393, 396-7, 400, 4088, 546,
610-17

generations 610, 612-13
Recommendations 396, 546, 609-10,

612-13, 612
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implied equivaltnce scale 122-4, 123
incapacity benefits see invalidity benefits
income 30, 688, 692-3

see also earnings; individual regions!
countries; wages

income inequality 475
income tax see taxation
index funds 483, 708g
indexation 62-5, 66-7, 310, 314-15, 314,

403, 4087, 471, 536, 555-6, 564, 571,
683-7

see also cost-of-living adjustments
India 507-8, 626, 662

contributions 142, 148
coverage 196, 201, 203, 212, 214, 227,

230, 410, 418, 507-8, 668
defined benefit schemes 501, 505-9,

507-8
demographics 458, 642, 648, 654, 677
financing 130-31, 692, 697
governance 227-8, 230, 238, 242, 247,

433
investment 162, 703
pension development 3, 20, 501, 505-9,

507-8
provident funds 501, 505-9, 507-8
retirement age 508, 662
social assistance 214, 419

individual accounts, administrative
costs 461-4

individual responsibilities 45 5-6
individual risks see risks
Indonesia 35, 51, 83, 626, 662, 703

contributions 141, 142
coverage 196, 201, 212, 227, 668
demographics 648, 654
financing 247, 692, 697
governance 227-8, 237-8, 247
provident funds 20, 45, 509

inflation 259, 263-4, 310, 314-15, 397,
399, 524-5

indexation see indexation
informal sector workers

coverage 15-16, 23-4, 197-202,
204-7, 210-15, 404-5, 409-23,
666-73

evasion 252, 256, 260-64
see also individual regions/countries;

self-employed workers; workers'
organizations

institutional risks see risks
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institutions see governance and
administration

insurance, government of private
sector 33-4

interest profits 688
interest rates 12-13, 283, 284, 285,

309-10, 311-14
intergenerational equity 136-7, 151-2
International Labour Office 378
International Labour Organization see

ILO
invalidity benefits 4-6, 64, 69-87, 345,

417
assessment of invalidity 72-3, 81
as bridge to early retirement 345, 445,

447-8
definition 69-70, 81
employment-related 70, 72-3, 82-3
entitlement conditions 70-72, 75-6, 77,

78-9, 80-81, 84-6, 87, 88, 345,
557, 614

influence on behaviour 76-82, 82-3
rates 73, 80-81, 85, 614-16, 615
rehabilitation 75-6, 78-9, 83, 85-6
replacement rates 82-3
social insurance 70-71, 73, 80-81, 82,

84-5
within national social protection

schemes 74-6, 84-5, 87
see also sickness benefits; survivors'

benefits
investment 7-8, 154-92, 352-3

administrative costs 482-3
capitalization of stock markets 703-5
defined benefit schemes 157-8, 165-6,

186, 190
defined contribution schemes 155-8,

165-6, 169-71, 171, 176, 178, 184,
186, 190

financial and economic preconditions
for developing funded pension
schemes 158-65

financial development 158, 160-65
international investment 164

income 139
mismanagement 7, 162, 176-9, 181-3,

249, 318-19, 320-24, 326, 330
see also fraud

performance 168, 171-2, 187-91
politicization 172-3, 175
portfolio distribution 166, 169-71,

187-8, 188, 190
privately managed 7, 155-8, 165, 176-7



provident funds 156-7, 165, 171
public education 467
publicly managed 7, 155-8, 159-60,

165, 190, 191, 473
rate of return 166, 167-71, 172, 185-8,

189, 190-91, 308-10
and administrative costs 461-4
defined benefit schemes 283
defined contribution schemes 292-4,

460
funded schemes 455, 459-6 1
low, and evasion 258-9
pay-as-you-go 283, 455, 459-61
and population growth 459

regulation 173-87
accounting system 173, 174, 177-9
enforcement 177, 180-81
fund managers 176-7, 180-83
government's role 178-80
information disclosure 186
juridical systems 177, 182-3
minimum funding 18 5-6
necessary capabilities 173-6
portfolio regulations 183-5
returns 185-6

risks 308-10, 310, 318, 460, 467
trust funds 154-5, 158
see also governance and

administration; saving; securities
markets

Iran, Islamic Republic of 89, 662, 684,
697, 703

coverage 208-9, 415, 668
demographics 648, 654, 694

Iraq 47, 547, 552
benefits 47, 550, 684
contributions 141
coverage 207, 667
demographics 547, 642, 647, 653
entitlement 44, 662
financing 551, 551
retirement age 44, 549, 662

Ireland 34, 231, 345, 470-72, 593, 625,
704

benefits 49, 471, 578-9, 590
coverage 411, 471-2, 582, 672
demographics 472, 644, 651, 657, 678
entitlement 470-71, 665
financing 32, 360, 371, 475, 579, 690,

699
retirement age 346, 443, 472, 665
retirement income 580, 688
social assistance 99, 100-101, 101-2,

104, 107, 112, 115, 120, 123-4, 125

Index

Islamic Republic of Iran see Iran, Islamic
Republic of

Israel 662, 684, 703
coverage 668, 679
demographics 648, 654, 679
financing 689, 692, 697
pension development 489

Italy 248, 474, 704
benefits 579, 585, 687
contributions 141, 592, 592
coverage 204, 207, 581, 672
defined contribution schemes 582,

59 5-6
demographics 644, 651, 657, 678
entitlement 443, 665
financing 248, 583, 621, 690, 699
pension development 489, 58 1-3, 585,

589-90, 592, 592, 595-6
public sector 35, 621, 625
retirement age 346, 348, 443, 589-90,

596, 665
retirement income 580, 687-8
social assistance 100-101, 102-3, 107,

coverage 196, 534-5
demographics 650, 656, 678
evasion 254

Japan 456, 576
benefits 46, 48, 62, 579, 586-7, 588-90,

687
contracting out 587, 595
contributions 142-4, 279, 283, 284,

285, 592, 592
coverage 203, 207, 582-3
defined benefit schemes 46, 587
defined contribution schemes 309, 310
demographics 273, 279, 282, 303-4,

644, 651, 657, 678
entitlement 44-5, 348, 449, 579-80, 665
evasion 253
financing 130-31, 138, 139, 360, 360,

580-83, 586-7, 699
governance 327-8, 432-3
investment 174-5, l92, 364, 460, 581,

704
occupational schemes 353, 473
pension development 495, 506, 583-5,

586-7, 588-90, 592, 592, 595
pension structure 586-7
private sector 4, 35, 587
public sector 34-5, 619, 625

Japan (cont.)
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112, 115, 120, 123, 123-4

Jamaica 51, 533, 540, 664, 698, 704
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retirement age 346, 350, 441, 449, 589,
665

retirement income 279, 283, 285, 290,
578, 580, 687

social assistance 100-101, 102-3, 107,
111-13, 115, 118-19, 120, 123,
123-4

Jordan 47, 552, 703
benefits 550-5 1, 684
contributions 141, 143-4, 148
coverage 411, 548, 679
demographics 547, 647, 653
entitlement 44, 662
evasion 258, 262
financing 140, 551-2, 551, 692, 696
retirement age 44, 440, 549, 662

Kazakhstan 35, 467, 685
coverage 669
demographics 643, 649, 655, 677
evasion 266, 267-8

Kenya 51, 90, 661, 703
coverage 666, 679
demographics 646, 652, 677
financing 689, 692
governance 230, 236, 524-5
pension development 516, 528-9

Korea, Democratic People's Republic
of 648, 654

Korea, Republic of 20, 433, 459, 500-501,
576, 662

coverage 20, 196, 208-9, 209, 214, 415,
505, 668, 679

demographics 648, 654, 677
financing 689, 692, 697
investment 162, 703

Kuwait 548, 552, 620, 703
benefits 549-50, 684
contributions 147
coverage 548, 667, 679
demographics 547, 642, 647, 653
entitlement 443, 662
financing 130-31, 135, 138, 551, 551,

689, 692, 696
retirement age 440, 443, 549-50, 662

Kyrgyzstan 643, 649, 655, 663, 685, 703

labour markets 282
economic effects see economic effects

labour unions see workers' organizations
laissez-faire philosophy of retirement

income 455-6
Lao People's Democratic Republic 237,
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509, 511, 648, 654
late retirement see retirement age
Latin America and the Caribbean 20-2 1,

532-45
benefits 36, 46, 536, 685-6
contributions 140, 143-4, 149, 540
coverage 194, 194, 196, 200, 206, 404,

413, 414, 534-6, 541, 544, 670-71,
679-80

defined benefit schemes 46, 533-4, 536,
539, 543-5, 627

defined contribution schemes 31, 532,
534-6, 539-40, 543-5, 627

demographics 641, 643-4, 650-51, 656-
7, 678, 695

entitlement 537, 663-4
evasion 251, 254
financing 131, 138, 3883, 537, 539-40,

690, 693, 698-9
governance 224, 229, 249, 427-8, 433,

467, 541
investment 175, 704
mixed schemes 541, 543-4
pension development 3, 489, 532-4,

540-45
private sector 224, 544-5
public sector 541, 618, 620, 627
retirement age 42, 43, 536-7, 663-4
retirement income 286, 287, 685-6
see also individual countries

Latvia 553, 568, 703
benefits 556, 685
coverage 208, 669, 679
demographics 559, 643, 649, 655, 677,

694
financing 138, 561, 565, 690, 693, 697
pension development 562, 565, 567-8
pension structure 559, 568
retirement income 272, 560, 685

Lebanon 547-52, 551, 647, 653, 667, 696
legal provisions on contributions and

state financing 696-700
legal restrictions (exclusion from

coverage) 200-201
Lesotho 29, 516, 647, 652
Liberia 525, 618, 626, 661, 666, 683

demographics 647, 653
pension development 516, 529

Libyan Arab Jamahiriya 515, 517, 620,
647, 653, 661, 666, 683

life cycle (pensions) 127-9, 129
life cycle theory of consumption 355



life expectancy 641-5
and contribution rates 273, 278-9, 279
gender specific 273, 291-2, 547, 642-5
old-age dependency ratio 273
and periodic or phased

withdrawals 60-61
and redistribution of income 270-71,

273, 278-9, 291-2
see also mortality differentials/rates;

population ageing; retirement age;
retirement (duration)

Lithuania 89, 553, 556, 560, 679, 704
demographics 558-9, 643, 649, 655,

677, 694
financing 561, 565, 690, 693, 698

low-income *orkers 65-6, 142, 144, 259,
264-6, 342, 475

see also redistribution of income; social
assistance

lump-sum payments 4, 26, 30, 44, 51,
57-8, 66, 71, 83, 212, 214, 709g

Luxembourg 94, 192, 625, 665
coverage 205, 672
demographics 644, 651, 657
financing 690, 693, 699
retirement age 346, 438, 440, 447, 665
retirement income 580, 687-8
social assistance 100-101, 102-4, 108,

111, 113, 115, 119, 120, 123, 123-4

Macau 642, 648, 654, 677
Macedonia, The Former Yugoslav

Republic of 553, 557, 558-61, 649,
655, 695

Madagascar 3, 619, 626, 661, 683, 696
coverage 666
demographics 647, 653, 677, 694

Malawi 236, 516, 530, 642, 647, 653, 677
Malaysia 3, 662

benefits 51, 505, 509
coverage 196, 201, 504, 668, 679
demographics 499, 648, 654
financing 130-31, 248, 697
governance 228, 237-8, 242, 248, 462
investment 154, 156, 172, 185-6, 188-

9, 190-91, 703
provident funds 20, 45, 462, 505, 509
public sector 35, 620, 626

Maldives 642, 648, 654
Mali 619, 621, 626, 629, 661, 683, 696

coverage 621, 629, 666
demographics 642, 647, 653

Index

management companies see governance
and administration; investment

mandatory schemes 25-6, 32-3, 194, 339-
42, 454, 467, 709g

Martinique 650, 656
maternity benefit 615, 696-700
Mauritania 647, 653, 661, 683
Mauritius 71, 516-17, 621, 629, 683, 703

governance 236, 248
means test 27, 71, 75-6, 114-17, 194, 194,

419, 477-8, 579-80
see also earnings test; social assistance

men 62, 294, 349-50, 593
duration of retirement 441
entitlement 42-4, 661-5
life expectancy 273, 29 1-2, 642-5
retirement age see retirement age
survivors' benefits 6, 88-9, 91, 92-3,

94-6
Mexico 290, 576, 628, 664

contributions 476, 540
coverage 194, 195, 414, 534-5, 544,

621, 628, 680
defined contribution schemes 476, 536,

539-40, 543
demographics 651, 656, 678
financing 32, 130-31, 138, 539-40, 699
governance 239, 463, 544-5
investment 162, 704
pension development 3, 239, 489,

533-4, 541, 543
public sector 619, 621, 625, 628
retirement age 537, 664

Middle East 47, 139-40
see also Arab states (Middle East)

middle-income countries 30, 398-9, 420
migrant workers 211, 215, 401-2, 510,

548, 613, 616, 667-8
minimum benefit see benefits
minimum retirement age see early

retirement
mixed schemes 27, 49, 51, 52-8, 285, 295,

460-61, 541, 543-4, 619
see also cash balance schemes; notional

defined contribution schemes
modelling 22, 379, 468-9, 469-72,

598-608
performance projection model (Africa)

22, 630-36
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coverage 203, 519, 621, 629, 666
demographics 642,
financing 248, 689,

647,
692

653, 677
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Moldova, Republic of 553-4, 560, 663,
679

demographics 643, 649, 655, 694
financing 690, 693

Mongolia 214, 648, 654, 694
morbidity differentials 29 1-2
Morocco 248, 515, 517, 626, 703

benefits 48, 683
coverage 667, 679
demographics 647, 653, 694
entitlement 44, 661
financing 248, 689, 696

mortality differentials 29 1-2
see also life expectancy

mortality rates 304, 306
see also life expectancy

Mozambique 200, 516, 525, 647, 653
mutual funds 480-81, 483
mutual support schemes see workers'

organizations
Myanmar 626, 649, 654

Namibia 82, 525, 530, 703
coverage 199, 203, 519
demographics 647, 653
financing 689, 692

national pension cost 127, 128
Nepal 3, 626, 649, 654, 668, 697, 703
net income effect 607-8
Netherlands 592, 593, 688

benefits 46, 62, 578-9, 587-8, 590, 687
coverage 203, 583
demographics 644, 651, 657, 678
entitlement 579, 665
financing 138, 360, 373, 374, 475, 579,

690, 693, 699
governance 232, 463, 463, 583
invalidity benefits 74-6, 74, 79, 80-81
investment 176, 189, 704
occupational schemes 31, 473, 475
pension development 31, 454, 489, 578,

587-90, 592, 593, 595
private sector 595
public sector 618-19, 625
retirement age 346, 350, 438, 440, 443,

589, 665
social assistance 100-101, 102, 104,

108, 111-13, 116, 119, 120, 123,
123-4

Netherlands Antilles 644, 651, 656
New Caledonia 642, 655
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New Zealand 237, 576, 704
benefits 578-9, 590-91, 687
coverage 204, 583
demographics 644, 651, 657
entitlement 579, 665
financing 579, 621, 693, 700
pension development 577-8, 590-91
retirement age 346, 443, 665
retirement income 295, 580, 687
social assistance 98-9, 100-101, 101-2,

104, 108, 111, 116, 118, 120,
123-4, 125

Nicaragua 533, 664, 686
coverage 680
demographics 644, 651, 656, 678
evasion 265
financing 540, 693, 699

Niger 130-31, 248, 661, 683
coverage 196, 679
demographics 521, 647, 653, 677

Nigeria 228, 236, 516, 524-5, 528, 626,
661, 683

coverage 679
demographics 647, 653
invalidity benefits 83
investment 172, 703
retirement age 661

non-compliance see evasion
North Africa 196, 515
North America 194, 383, 441, 456
North Yemen 552
Northern Europe 383, 441
Norway 704

benefits 49, 50-51, 67, 578, 590-91, 687
contributions 141
coverage 204-5, 583, 672
demographics 644, 651, 657, 678
entitlement 5 79-80, 665
financing 579, 693, 700
invalidity benefits 73, 345
pension development 454, 578, 589-92
public sector 34, 619, 625
retirement age 42, 346, 350, 440, 443,

445, 589, 665
retirement income 295-6, 580, 687
social assistance 100-101, 102, 108,

111-12, 116, 120, 123, 123-4
notional defined contribution schemes 49,

52-3, 465, 709g
financing 27, 46
redistribution of income 272, 289-90
risks 27, 303-4, 316-18, 326
see also cash balance schemes; defined



contribution schemes; mixed
schemes; pay-as-you-go financing

occupational schemes 31, 33-4, 224, 353,
428-9, 462, 473-5, 475, 710g

facilitating early retirement 445, 448,
45 1-2

see also private sector; public sector
schemes

Oceania 194, 441
see also Asia and the Pacific

OECD countries 21-2, 338, 576-97, 710g
benefits 46-7, 49, 62, 64, 584-91,

596-7, 686-7
contributions 143, 59 1-3, 592, 596
coverage 194, 204-5, 580-83, 628, 671-

3
defined benefit schemes 62, 576, 58 1-2,

597, 625
defined contribution schemes 582, 597,

625
demographics 398, 577, 641, 644-5,

651, 657, 678
entitlement 578-80, 664-5
evasion 251, 254
financing 131, 132, 362, 379-80, 380,

382, 38915, 396-7, 397, 576,
580-84, 690-91, 693, 699-700

governance 235-6, 429, 462, 583
invalidity benefits 74-6, 74, 345
investment 157, 162, 163, 175-6, 188,

704-5
notional defined contribution

schemes 595-6
pension development 576-9, 583-96
private sector 576, 593-S. 628
public sector 620, 622, 625, 628
retirement age 42-3, 42, 345, 346,

348-9, 350, 438-40, 441, 450-51,
452, 577, 588-90, 596, 664-5

retirement income 285, 286, 288, 288-9,
290, 580, 686-8

social assistance 98-125, 100-101, 105-
10, 114-17, 120, 123-4

see also individual countries
old-age dependency ratios see

dependency ratios
old age, proportion of population 646-51
Oman 548-9, 551, 551, 647, 653, 662,

667, 684, 703
Organization for Economic Cooperation

and Development see OECD
countries

Index

Pacific see Asia and the Pacific
paid employment, percentage of labour

force 677-8
Pakistan 20, 501, 662, 684, 692, 703

coverage 200, 669
demographics 499, 649, 655
evasion 253
governance 238-9, 242, 250k, 433, 466
public sector 622, 626
retirement age 440, 662

Palestinian Authority 546-7
Panama 207, 533, 620, 664, 686, 704

contributions 142-3
demographics 644, 651, 657, 678, 695
financing 140, 539, 690

Papua New Guinea 83, 649, 655, 662, 697
Paraguay 533, 664, 699, 704

benefits 536, 686
coverage 196, 535, 671
demographics 651, 657, 678
retirement age 537, 664

part-time work 204-5, 213, 253, 264, 349-
50, 447

see also partial retirement
partial retirement 45, 54, 349-51, 350,

449, 450-51
see also part-time workers; retirement

age
partially funded schemes 137-8, 138, 145,

149, 151, 280, 281, 303-4, 305-6,
604-5

pay-as-you-go financing 25-6, 327, 465,
468-9, 469, 482-3, 486, 710g

choice of 15 1-2, 405-6
contribution rates see contribution

rates
defined benefit see defined benefit

schemes
defined contribution see defined

contribution schemes
development 127, 128-9, 133, 137-8,

138, 147, 150
economic effects 352-3, 353
effect on saving 356, 359-61, 363-4
modelling 603-4, 632, 632, 635-6, 635
rate of return 283, 455, 459-61
redistribution of income see

redistribution of income
and retirement age 440
risks 36, 303, 306-7, 315, 318, 455,

459-61, 468
transition to funded schemes 25, 272-3,

274-8
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pay-as-you-go financing (corn'.)
see also notional defined contribution

schemes; unfunded schemes
payroll systems 466
pension models see modelling
pensionable age see retirement age
pensions, share in total income 688
performance projection model (Africa)

22, 630-36
periodic withdrawals 60-61, 66
personal pension schemes see private

sector
Peru 72, 664

benefits 536, 686
contributions 140, 540
coverage 194, 196, 414, 535, 544, 621,

629
demographics 644, 651, 657, 678
evasion 254
financing 138, 539-40, 621, 699
governance 224, 225, 239, 433, 544-5
investment 156, 704
pension development 239, 489, 533-4,

541, 544, 620
private sector 4, 35, 224, 225, 629
public sector 618, 620-21, 627, 629
retirement age 537, 664

phased retirement see partial retirement
phased withdrawals 60-61, 66
Philippines 20, 501, 629, 662, 684, 703

coverage 20, 196, 202, 208, 212-13,
227, 412, 416, 505, 621, 629, 669

demographics 642, 649, 655, 677
financing 130-31, 248, 689, 697
governance 227-8, 237-9, 248, 433
invalidity benefits 86
public sector 621, 626, 629

philosophies (pensions) 455-8
Poland 62, 553, 570-72, 576, 663

coverage 207, 208
demographics 558-9, 643, 649, 655,

677, 694
financing 130-31, 138, 371, 381,

560-61, 561, 570, 698
invalidity benefits 77, 557, 558, 570
investment 569, 704
notional defined contribution

schemes 569, 570
pension development 490, 562, 567-9,

5 70-72
pension structure 567, 569, 570-72
private sector 566, 569, 571-2

762

retirement age 448, 556, 570, 663
retirement income 272, 560, 560, 570
survivors' benefits 558, 570

political philosophies (retirement income)
455-S

political risks see risks
population ageing 25-6, 273,, 278-83, 282,

298, 518, 541, 547, 563-4, 646-51
see also life expectancy

population growth 641, 646-51
portfolio distribution 166, 169-71
Portugal 665, 704

contributions 592, 592
coverage 204, 621, 628, 672
demographics 645, 651, 657, 678
financing 371, 690, 700
pension development 590, 592, 592
private sector 35, 628
public sector 35, 371, 621-2, 625, 628
retirement age 346, 590, 665
retirement income 580, 687-8
social assistance 100-101, 102-3, 108,

113, 116, 120, 123, 123-4
Portuguese colonies, former 516

see also individual countries
poverty 199-200, 258, 398-9, 417-19,

423, 457, 475
see also social assistance

price indexing 62-5, 64, 310, 403, 471,
571

private sector 3-4, 29-38, 427-30, 710g
administrative costs 323-4, 461, 478-85
annuities 56-62
choice of 35-6, 405-6
coverage 194, 509-12, 516, 628-9
defined contribution schemes 4, 25-7,

316, 319, 320-24, 326, 336, 406-7
effect on public finances 369, 3 82-3
effects of public sector 32-5
employees 234
financing 134-5, 137, 370-71, 371,

377-8
governance 235-6, 369, 403, 426,

430-31, 434, 455-6, 458, 464-5,
467, 473

mismanagement 319, 320-24, 326,
429

guarantees 33-4, 330-31
investment 7, 155-8, 165, 176-7
notional defined contribution

schemes 49, 52-3
public-private mix 3-4, 29-31, 224,

225, 288



regulation 33-4, 428-9
risks 33-4, 319, 320-24, 326
self-help schemes see workers'

organizations
see also occupational schemes

privatization 4, 36-7, 427-8, 594-5, 710g
progressivity (benefits) 65-6
provident funds 4, 20, 30, 524, 710g

coverage/evasion 196, 201, 256, 413
expenditures 247, 248, 462
governance 230, 238-9, 247, 248
invalidity benefits 70-71, 83
investment 156-7, 165, 171
lump sums see lump-sum payments
reform/conversion 476, 500-501,

506-9, 507-8, 528-9, 533, 547
survivors' benefits 90
see also defined benefit schemes

public discussion (pension policy) 467,
485, 488, 489-90, 490, 492, 494-5

public finances, effects of pension
financing 14, 367-89

accounting 367-70, 374
financial flows from pension schemes

to government accounts 37 1-2
financial links between pension

schemes and government
accounts 370-7 1

flows and links between government
accounts and pension
schemes 372-6

direct 372-4, 374
indirect 374-6

public deficits and debt 376-80,
380-82, 386, 388, 388

explicit debt 376-8
implicit debt 378-80, 381

public financing strategies 380-86
see also financing pension systems

public sector schemes 29-38, 406
choice of 35-6, 405-6
coverage see coverage
effects on private sector 32-5
public sector employees 22, 618-29
relative size 34-5
see also governance and

administration; occupational
schemes

public-private mix 3-4, 29-31, 224, 225,
288

Puerto Rico 644, 651, 657, 678

Qatar 647, 653

qualifying conditions see entitlement

rate of return see investment
recognition bonds 373
record-keeping 245, 264, 466
redistribution of income 11, 270-300

defined benefit schemes 11, 66, 27 1-3,
278-80, 279, 283, 285, 289-91,
295, 297

defined contribution schemes 11, 271,
273, 277, 279, 280, 283, 289-95,
297

funded schemes 272-3, 274-9, 281,
283, 285, 298

intergenerational 11, 270, 272-88, 297-
8

effects of funded schemes 283, 285
maturation 272-3
population ageing 273, 278-83, 298
transfers 285, 286, 287-8, 288-9, 298
transition from unfunded to funded

schemes 272-3, 274-8
intragenerational 11, 271, 288-94, 297

design 289-9 1
financing 291, 297
individual management and

administrative costs 292-4, 293,
296

mortality and morbidity
differentials 291-2

and life expectancy 270-71, 273, 278-9,
291-2

modelling 599, 605-8
notional defined contribution

schemes 272, 289-90
pay-as-you-go financing 272-3, 274-81,

278-9, 283, 285, 287, 298
pension scheme structure 295-7
see also financing pension systems;

low-income workers
reform and development 3, 14-19,

393-497
guiding principles 399-404

ceilings 404
compulsory affiliation 400
coverage see coverage
democratic management 403
equality of treatment 401-2
guaranteed and predictable benefits

402-3
indexation 403
objectives 395, 399
solidarity 400-401

reform and development (cont.)

Index
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State responsibility 403-4
historical development 396-8, 454, 454
implications of the principles 404-8

choice of regime 405-8
universal coverage see coverage

modelling see modelling
normative basis for policy 14-15,

395-408
reform process and its political

management 18-19, 487-95
implementation 494-5
public discussion 488, 489-90, 490,

492, 494-5
reaching consensus 488-94
timing 492-5
see also governance and

administration
regulation, investment see investment
regulation, private sector 33-4, 428-9
rehabilitation (invalidity benefits) 75-6,

78-9, 83, 85-6
relative stationary state 632
replacement rates 82-3, 124-5, 124,

151-2, 253, 407, 457, 580, 600-601,
683-7, 710g

Republic of Congo see Congo, Republic
of

Republic of Korea see Korea, Republic
of

Republic of Moldova see Moldova,
Republic of

resource units 112
resources, social assistance claimants 104,

105-10, 111-12
retirement age 17, 437-52

and contribution rates 279-80, 280-81
defined benefit schemes 42, 43, 346-7,

444, 449, 452
defined contribution schemes 43, 351-2,

444, 452
and entitlement 41-3, 42, 45, 66, 549
gender specific 42-4, 439, 441, 443,

443, 445, 446-7, 472, 536-7, 542,
549-50, 556, 563, 567-8, 570, 577,
588-90, 661-5

increasing 588-90
and labour market 344-9, 346
late retirement 41, 43, 45, 348-9, 449,

452
minimum see early retirement
see also early retirement; life

expectancy; partial retirement
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retirement benefits 4-5, 41-68, 120-21
determination of 45-51

defined benefit schemes 46-8
defined contribution schemes 45-6
minimum benefit 46, 49, 50-51

entitlement conditions 41-5, 66
earnings test 42, 44-5, 66
minimum benefit 49
minimum number of years

contributions 42, 43-4, 66
expenditure 396-7, 397
form in which received 51, 56-65

annuities see annuities
cost-of-living adjustments 62-5,

66-7, 588
lump sums see lump-sum payments
periodic or phased withdrawals

60-61
progressivity 65-6

cutting benefits 65-7
see also individual regions/countries;

individual subjects
retirement, duration 273, 278-9, 279, 304,

439, 441-2
see also life expectancy

Reunion 647, 653, 677
right of appeal 616
risks (pension schemes) 11-13, 301-35

demographic 302-6, 325-6
changes in birth rates 302-4
changes in post-retirement

mortality 304, 306
economic 302, 306-15, 326, 457-8

inflation see inflation
labour market developments 307-8
wage growth and investment rates of

return 308-10, 310
guarantees 33-4, 327-33, 33420, 375,

402-3
individual 274, 302, 319, 324-5, 326
institutional 302, 317-19

collection problems 318
failure to preserve financial

assets 318
ineffective administration 318-19,

320-24
investment 308-10, 310, 318, 460, 467
political 302, 315-17, 326, 429
see also individual types of scheme

Romania 553, 574k, 663, 704
coverage 208-9, 670, 679
demographics 558-9, 643, 649, 655,

677, 694
financing 130-31, 561, 690, 693



retirement income 560, 685
Russian Federation 554, 663

benefits 557
coverage 208, 307, 670
demographics 559, 643, 649, 655, 694
financing 140, 381, 561, 698
investment 178, 704
pension development 565
private sector 566-7
retirement age 663
retirement income 560, 685

Rwanda 620, 647, 653, 661, 667, 683

safety nets see social assistance
Saint Kitts and Nevis 533
Saint Lucia 533, 664, 695
Saint Vincent 533
salaries see wages
Samoa 649, 655
Saudi Arabia 548, 552, 662, 703

benefits 47, 684
coverage 207, 548, 667, 679
demographics 547, 647, 653
financing 130-31, 551, 551, 689, 692,

696
retirement age 549, 662

saving, effect of pension schemes 353-65
see also investment
national 340-41, 352-3, 360

link with economic growth 353-61
link with personal saving 361-5

personal 339-40, 355-61, 469
advance-funded schemes 360-62
asset accumulation patterns 355-6
financial market development

357-8
incentive to save for

uncertainties 356-7
link with national saving 361-5
pay-as-you-go financing 356, 359-61,

363-4
statistical evidence 359-61

see also investment
scaled premium systems 145, 146, 147,

149-51
Scandinavia 231, 296, 489
securities markets 160-65, 162, 460,

703-5
see also investment

self-employed workers 157-8, 234, 271,
688

contribution rates 7, 142-3, 538, 550

Index

coverage 23, 195-7, 200, 202-3,
208-12, 215, 404-5, 409, 41 1-13,
413-17, 420-23, 534-5, 666-73

evasion 252, 256-62, 264, 268
see also informal sector workers

self-help groups see workers'
organizations

Senegal 236, 433, 524, 626, 647, 653, 661
Seychelles 199, 203, 517, 528
shares see investment; securities markets
sickness benefits 80, 615, 696-700

see also invalidity benefits
Sierra Leone 236, 516, 525, 529, 647, 653
Singapore 35, 662

benefits 505-6, 684
coverage 196, 669, 679
demographics 642, 649, 655, 677
financing 130-31, 689, 692
governance 235, 238, 462
investment 154, 156-7, 172, 185-6,

188, 188-9, 190, 703
provident funds 20, 462, 505-6

Slovakia 47, 553, 561, 562, 566, 663, 704
coverage 208, 670
demographics 556, 558-9, 643, 649,

655, 677, 694
invalidity benefits 557, 558
retirement income 557, 559, 560, 685
survivors' benefits 94, 558

Slovenia 47, 553, 562, 663, 693, 704
demographics 553, 643, 649, 655, 678,

694
retirement income 560, 560, 685
survivors' benefits 89, 94

small enterprises
coverage of workers 410-11, 421, 504,

507, 666-9
evasion 252, 262-4

social assistance 6, 75-6, 98-125, 417-23,
7 lOg

anti-poverty benefits 27, 49, 418-19,
423, 477-8

entitlement 105-1 0
expenditure 99-102
implied equivalence scale 122-4, 123
informal sector workers 214-15
policy aims 102-3
replacement rates 124-5, 124
safety net 465, 467, 477-8
structure 102-25

benefit and resource units 111-12
housing costs 112-13, 114-17, 121-2
take-up 118-19
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social assistance (cont,)
treatment of resources 104, 105-10,

111-12
taxonomy 98-9
see also low-income workers; means

tests; poverty
social budget model 599-601
social insurance 70-71, 73, 80-SI, 82, 84-

5, 99, 455-8
social protection, structure 217-18,

600-601
social security boards, relationship with

chief executive 242, 243
social security institutions see governance

and administration
social security, philosophy of 455-8
social security systems, sources of

financing 692-3
Social Security Technical Programme

(ILO) 224
socioeconomic environment,

modelling 600
solidarity principle @ension provision)

136, 1366, 400-401
Solomon Islands 649, 655, 677
Somalia 516, 525, 647, 653
South Africa 3, 236-7, 466, 516-17, 525,

661, 703
coverage 203, 418, 519
demographics 647, 653, 677
financing 139, 371, 516, 696
invalidity benefits 71, 82

South America 239, 252, 456, 532-3,
540-41

South Asia 194, 215
South Yemen 548, 552
South-East Asia 194, 196, 237-8, 500
south-Eastern Europe 560, 560-61
southern Africa 529-30
Southern Europe 441
Soviet Union, former 178-9, 230-31, 249,

448, 560, 560-61, 620
Spain 592, 665, 704

benefits 579, 585, 687
coverage 204-5, 207, 581, 628
demographics 645, 651, 657, 678
financing 371, 690, 693, 700
pension development 581, 585, 592
private sector 35, 628
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public sector 35, 371, 625, 628
retirement age 346, 665
retirement income 580, 687-8
social assistance 100-101, 103, 109,

112, 116, 120, 123, 123-4
Sri Lanka 238-9, 622, 626, 662, 697, 703

contributions 141
coverage 669
demographics 649, 655
invalidity benefits 71, 83

stabilization funds 46
stakeholders see governance and

administration
state-owned enterprises, pension

liabilities 510-12
stock markets see securities markets
structure (pension schemes) 17-18,

295-7, 453-86
defined benefit vs defined contribution

schemes 475-7
social assistance see social assistance

determinants 455-64
administrative costs see governance

and administration
goals 456-8
governance capability 455, 458
political philosophies 455-8
rates of return 455, 459-61
risk 455, 459-61

tiers 18, 27, 407, 454, 464-5, 478
first tier 465, 468-73, 475-6
second tier 465, 473-5, 476
third tier 465

see also individual subjects
sub-Saharan Africa 194, 196, 215, 249,

515, 517-18, 530
subsidies 4, 32-3, 474, 475
Sudan 71, 141, 647, 653, 661, 667, 679,

683, 696
Suriname 627, 651, 657
survivors' benefits 5-6, 87-96, 710g

annuity options 60
children 88-91, 92-4
coverage 91-5, 95-6
determining survivors 89-90, 613
divorced people 92-3, 94-6
entitlement 87-96, 614
equity 91-6
establishing dependency 90-91
gender specific 6, 88-91, 92-4, 94-6,

593
provident funds 90
rates 91, 614-16, 615



see also invalidity benefits
Swaziland 83, 247, 516-17, 528, 530, 647,

653, 677
Sweden 665

benefits 578-9, 687
contributions 141, 149, 476, 591-2
coverage 204-5, 583, 673
defined benefit schemes 54-5
defined contribution schemes 31, 476,

582
demographics 645, 651, 657, 678
financing 54-5, 130-31, 138, 360, 363,

371, 379-80, 381, 579, 581, 690,
693, 700

governance 23 1-2, 432, 583
invalidity benefits 74, 74, 76, 78-9, 81
investment 154, 158, 188-9, 192o, 705
notional defined contribution

schemes 49, 55-6, 596
pension development 55-6, 454, 578,

582-3, 589-92, 596
public sector 371, 618, 625
retirement age 54-5, 346, 350, 449,

589, 665
retirement income 272, 687
social assistance 100-101, 104, 109,

111, 113, 116, 120, 123, 123-4
survivors' benefits 54

Switzerland 327, 469, 593
benefits 62, 578, 687
contributions 141, 592, 592
coverage 203, 205, 673
demographics 645, 651, 657
entitlement 44, 579, 665
financing 360, 371, 372, 374, 693, 700
governance 330, 462, 583
investment 154, 157-8, 162, 186, 188-9,

705
occupational schemes 31, 224, 462
pension development 578, 588-90,

592-4, 592
private sector 4, 35, 369, 371, 374, 594
public sector 35, 618-19, 625
retirement age 346, 443, 58 8-90, 665
social assistance 100-101, 102-4, 109,

111-13, 117, 119, 120, 123, 123-4,
125

Syrian Arab Republic 547, 552, 622, 684
coverage 548, 621, 629, 667
demographics 648, 654
financing 551, 551, 692, 696
retirement age 549, 662

Taiwan 207

Index

Tajikistan 307, 643, 649, 655
Tanzania, United Republic of 212, 525,

661
demographics 647, 653
financing 130-31, 247, 696
governance 228, 236, 247, 524
pension development 3, 20, 516, 528-9
public sector 618, 626

tax expenditures 4, 32-3, 474, 475
tax-financed schemes 139-40, 195,

370-71, 371, 410, 417-23
taxation

benefits 65-6
ceilings 383, 389j5
evasion 255, 258, 262
reform 4 18-20

Thailand 20, 29, 237-8, 430, 500; 703
coverage 196, 669
defined benefit schemes 513-14
demographics 499, 642, 649, 655
financing 689, 692
pension development 3, 454, 506,

513-14
provident funds 500, 621

tier structure see structure
Togo 236, 619, 626, 661, 684

coverage 679
demographics 521, 647, 653, 694
financing 130-31, 248, 689, 692

trade unions see workers' organizations
transfers see redistribution of income
transition countries 77-8

coverage 196, 202, 307, 405, 423
evasion 252
governance 229, 237, 249, 398-9, 431,

466, 484
investment 162, 162, 178, 181, 183,

364
see also economic development;

individual countries
Trinidad and Tobago 533, 629, 664, 704

coverage 621, 629
demographics 644, 651, 657, 678, 695
financing 138, 690, 693
public sector 621, 627, 629

trust funds 154-S. 158
Tunisia 515, 517, 629, 661, 684, 703

coverage 196, 207, 208, 519, 621, 629
demographics 647, 653
financing 689, 692
public sector 621, 626, 629
retirement age 445, 661
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entitlement 443, 665
evasion 253
financing 691, 693, 700
governance 234, 370, 375, 384-7, 386,

388
pension deficit 377, 380, 381, 386, 388,

388
retirement age 443, 665
social assistance 100-101, l03 109,

112, 117
Turkmenistan 643, 650, 655, 670, 685,

695, 698

UAE (United Arab Emirates) 547-8, 648,
654

Uganda 51, 236, 247, 430, 522, 696
demographics 647, 653
pension development 525, 528-9

Ukraine 554
benefits 556-7, 685
coverage 670, 679
demographics 559, 643, 650, 656, 678,

695
financing 140, 381, 554, 565
pension development 490, 565
retirement income 5745, 685

UN (United Nations) 367, 369, 4084
publications 641, 645, 651, 657, 680,

742
unemployment 397, 610, 611
unemployment benefits 75, 345-6, 445,

447-8, 615, 688
unemployment insurance 696-700
unfunded schemes 272-3, 274-8, 405-8,

467
see also pay-as-you-go financing

United Arab Emirates (UAE) 547-8, 648,
654

United Kingdom 3669, 593
benefits 46, 48, 62, 471, 578-9, 585,

590, 687
contributions 142-3, 283, 284, 285,

476, 591
coverage 204, 581, 673
defined benefit schemes 46, 582
defined contribution schemes 293-4,

309, 310, 476, 582, 593
demographics 645, 61, 657, 678
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entitlement 348, 477, 665
financing 32, 130-31, 138, 360, 360,

371, 373, 374, 380, 381, 389, 401,
475, 579, 583-4, 691, 700

governance 224, 226, 231-2, 235, 293-
4, 327, 368, 432, 462, 4856, 492,
494, 583

invalidity benefits 73-4, 74, 81, 88
investment 162, 189, 314, 364, 705
occupational schemes 31, 473, 475
pension development 31, 396, 489, 492,

494, 516, 578, 582-5, 590-91, 593,
595

personal pensions 319, 320-24, 337,
429,

private sector 4, 35-6, 224, 429, 489,
593, 595

public sector 4, 34-5, 618-19, 625
retirement age 346, 443, 447-8, 590,

665
retirement income 121, 272, 283, 285,

290, 293-5, 580, 687-S
risks 314, 320-24
social assistance 99-103, 100-101, 109,

111-13, 117, 118-19, 120, 123-4,
125

United Nations see UN
United Republic of Tanzania see

Tanzania, United Republic of
United States of America 61-2, 350, 457,

576, 593
benefits 579, 687
cash balance schemes 51, 57-8
contributions 141, 142, 144, 283, 284,
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