~ A Service of
’. b Leibniz-Informationszentrum

.j B I l I Wirtschaft
) o o o Leibniz Information Centre
Make YOUT PUbllCCltlonS VZSlble. h for Economics ' '

Gern, Klaus-Jirgen

Working Paper — Digitized Version
Recent developments in old-age pension systems: an
international overview

Kiel Working Paper, No. 863

Provided in Cooperation with:
Kiel Institute for the World Economy - Leibniz Center for Research on Global Economic Challenges

Suggested Citation: Gern, Klaus-Jurgen (1998) : Recent developments in old-age pension systems: an
international overview, Kiel Working Paper, No. 863, Kiel Institute of World Economics (IfW), Kiel

This Version is available at:
https://hdl.handle.net/10419/1020

Standard-Nutzungsbedingungen: Terms of use:

Die Dokumente auf EconStor durfen zu eigenen wissenschaftlichen Documents in EconStor may be saved and copied for your personal
Zwecken und zum Privatgebrauch gespeichert und kopiert werden. and scholarly purposes.

Sie durfen die Dokumente nicht fiir 6ffentliche oder kommerzielle You are not to copy documents for public or commercial purposes, to
Zwecke vervielféltigen, 6ffentlich ausstellen, 6ffentlich zugénglich exhibit the documents publicly, to make them publicly available on the
machen, vertreiben oder anderweitig nutzen. internet, or to distribute or otherwise use the documents in public.
Sofern die Verfasser die Dokumente unter Open-Content-Lizenzen If the documents have been made available under an Open Content
(insbesondere CC-Lizenzen) zur Verfiigung gestellt haben sollten, Licence (especially Creative Commons Licences), you may exercise
gelten abweichend von diesen Nutzungsbedingungen die in der dort further usage rights as specified in the indicated licence.

genannten Lizenz gewahrten Nutzungsrechte.

Mitglied der

WWW.ECONSTOR.EU é@“}


https://www.econstor.eu/
https://www.zbw.eu/
http://www.zbw.eu/
https://hdl.handle.net/10419/1020
https://www.econstor.eu/
https://www.leibniz-gemeinschaft.de/

Kieler Arbeitspapiere
Kiel Working Papers

Kiel Working Paper No. 863

RECENT DEVELOPMENTS IN OLD-AGE PENSION SYSTEMS -

AN INTERNATIONAL OVERVIEW

BY

KLAUS-JURGEN GERN

@

Institut fir Weltwirtschaft an der Universitit Kiel
The Kiel Institute of World Economics

ISSN 0342 - 0787



Kiel Working Paper No. 863

RECENT DEVELOPMENTS IN OLD-AGE PENSION SYSTEMS —
AN INTERNATIONAL OVERVIEW

BY

KLAUS-JURGEN GERN

%%cbg}l
JUNE 1998

The author himself, not the Kiel Instituie of World Economics, is solely tespansible for the
conlents and distribution of cach Kiel Working Paper. Since the series involves manuscripts in
a preliminary form, inlerested readers are requesied 10 direct eriticisins and suggestions directly
ta the author and 1o clear any quolations with him.



Contentls

1. Introduction and Summary L

2. Pension Sysiems and Pension Reform in Industrial Countries 13

2T AUSIEAIIA oo e e e e 13
23 BRIZINN oo e e 16
24 CaNAdi .. e e 17
25 DIEIIMIIEK .ot e et et e et e e e 13
2T FIANCE Lot et i U 21
2B GTITIBIIY Lottt et e e 23
ZY EALY o e e e e et 24
ZUDJAPAN L 26
2T NetherTands ..o e 27
22 New Zealiind ..o e e e 28
DL SPAIM (.o ettt et et 29
2 SWERLEI .ot e b b 30
2 SWAZEMUNG. oo e 32
246 United KinZdom ..o oot e 33

D AT UNNE STALES e aiiiiee ittt recieteistaeestres o caete i raesasraias e et aaa e masemoeaoaa e, 34

3, Developments in Other Parts of the Worid a7
3.1 Central and Eastern BUrOpe ..o oo 37
.2 BUST AR v et e e st VR 42

F.3 L0 AUIETICH oeeevvrnesseas s et ee e ees e s s e s e e e a e e e bt e et ba s e oot 42
4.  Concluding Remarks 44




individwa fretivement) savings. Across countries, there is o great dead of varation in the
relative importance of 1hese three sources of income as well as in the institutional orgunization
of cach ol them. Differences in the organization of the pension systems are one reason behind
the fact that the problems thal the pension systems lace for 1he future are more serious in one

conntry than in the other.!

Table 1 summarizes Hacts over a number of dimensions of 1he instiltional design of old-age
pension systems w17 OECD-coutries. The relative imponance of public pension schemes is
o sonwe extent reflected in the Jevel of public pension expenditure relative 10 GDP, and is
related e the ratio of average pensions to average wages {\he imphcit replacememt rate).
According 1o these indicators the role of the public sector js particularly prominen in
cominental Eurepe (with the Netherlands, Switzecland and Denmark as the exceptions) and
tends 10 be Jess pronounced in the Anglo-Saxon countries.? The present value of uncovered
future fiabilitics n the public sector pension system: as o percemtage of GDP may give an
inclication as 1o the exient to which reforins are necessury. As a aeasure of Lthe relative weight
ol secupational pensions in the overall old-age security system, the percentage of employees
covered can be nisleading when occupational pension plans are anly designed to provide a
marginal addition 1o other (public) pensions. This is the case for example in Germany.
Therelore. the importance ol occupational pension plans may be better reflected in the value of

accumulated assets measured as a proportion of GDP3

In most indusinal countries, a mandatory public pension plan is at the bheart of the old-age
security systeme. Formal arrangements, however, can differ in a number of ways. Pension

schemes may have enher redistribution or saving und insurance as dominant objectives. They

YO course, the differing degree of population aging is ancther important factor,

2 For Japan and Now Zealand the assessment is somewhat unclear because a relatively low share of
GDP spent on public pensions combines with a relatively high implicit replacement rate.

! Mandatory occupational pension schemes that work {primarily) on a pay-as-you-go basis are included
in the public sector even i private sector institutions are involved in Ihe managemem of the sysient.
Such arrangements can be found in Finland and France.



I

Table 1 - Synoptic Overview on Old-Age Pension Systems in Industrial Countries

-

T

Country Public Pension System Occupational Pensions Recent Reforms of Significance
Type Pension | [naplici Aszets Net Type Coverage |  Assels
{benefits, Ex- Replace- | of the | Unfunded
financing} | penditure |  ment System § Liabiljties {pc.of
{pe.of Ratel {pe.of {pec.of eme | of
GDP GDPR | GDPYF ployeesi® | Gppyd
Ausiralia MTF. TF 26 0 n.a 96.7¢ | compulsory a2 45 Intraduction of a panern of mandatory fully funded occupa-
tionak pensions (since 1986).
Austria CR, cFf 8.8 40 n.a 92.5 velumtary 10 n.a Change of indexation fromn gross 10 net wages {1993), reduc-
tion of prefecential treatment of public sector employees
(1997,
Belgium CR. CFf 10.4 63 na 1526 | volunary 3l 10
Canada UEATE/CR, 32 33 7 10:0.7 voluntary 48 23 [ncreased pre-funding of the earnings-related scherme through
TF/CF advanced contribution hikes. improved invesiment rules.
lower benefits (19970, Revision of the basic schemne (2001).

MTF: means-tested {lat benefit; TF. tax financed; CR: contributions-related benefit; CF: contributions financed: UF: universal flat benefir.




Table 1 - continued

Couniry Public Pension System Occupational Pensions Recent Reforms of Significance

Type Pension | Implici Assels Net Type Coverage | Assets

{henefits. Ex- Replace- | ofthe | Unfunded

financing) | penditure | ment Sysiem | Liabilives {pc. of
: (pe.of | Raie® | ipeof | ipeol em- b s of

GDPP GDPR | GDP ployeesd | Gpwp)d
Denmark UFMTFACR. 6.8 40 n.a. 214 5¢ quasi- 80 21 Extension of coverage of occupatiomal pension schemes

TF/ICF compulsory through collective bargaining (early 1990s).

Firiand UF/CR.TF/CF {5 65 41.0f 64.8 voluntary€ n.a. 0.5 Increase of actuarial fairness, increase in the period of refer-
ence eatnings, change in reference index, gradually increased
means-tesiing on the basic pension { [993-1996}.

France cr. cl 10.6 36 0.5 102.1 voluntary® n.a 3 Change of indexation from gross 10 net wages (1984} to CP!
(1988}, onty private sector scheme: increase in the period of
reference earnings, transfer of noncomributory pension rights
10 a lax financed ,solidarity fund” (1993).

Germany CR.CEl .1 46 1.1 61.6 voluntary 42 6 Change of indexation from gross to net wages: reduction of
benefits for carly retirees. gradual increase in the normal re-
titement age for women (1992} imroduction of a demo-
graphic fac1or into the benefi formula (1999).

MTF: means-lesied fla benefit; TF: tax financed; CR: contributions-related benefir: CF: contdbutiens financed; UF:

vaiversal flat henelit.




TFable 1 - continued

Country Public Pension System Occupational Pensions Recent Reforms of Significance
Type Pension | Implicit Assels Met Type Coverage | Asses
thenefits, Ex- Replace- | ofthe | Unfunded
financing) | penditure | ment Systern | Liabilities (pc.of
(pc. ol Rateb ipe.of {pc.of em- 4 (pc.of
GDPY GDP? | GDPF ployeesid | Gppyd

lealy CR.CFl 133 4G nil 59.7 voluntary 5 4 Suspension of indexation o gross wages {1992); shift 1owards
a more uniform contribution-based sysiem with improved actu
arial fairmess and an effective reduction in average beneliis
{1995}, Introduction of tax incentives for individual retire-
mMent savings.

Japan cr. CFf 6.6 54 26.5 0.0 volumary 50 18 Gradual increase of the reticement age 10 65 between 2001 to
2018, change of indexation from gross 1o nel wages. increase
of the contribution rate by 2.5 percenlage points every 5 years
(1994,

Netherlands CR:CF 6.0 9 n.4a. 533 voluneary 83 85 Calculation of benefits in occupational pension schemes on
the basis of lifetime rather than 1ast amings (undecway).

New Zealand UF. TF 59 5l ni. 21282 | volumary 22 n.a. Gradual increase of the staltory retiterneni age from 60 10 63
(1992-2001 ).

MTF: means-tested (at benefit: TF: tax financed: CR: contribuiions-related benefit. CF: contnibutions financed: UF: umiversal flal benefu,




Table | - continued

T

Country Public Pension System Occupational Pensions Recent Reforms of Significance
Type Pepsion | Implicit | Assets Net Type Caverage | Assets
ihenetits. Ex- Replace- | of the | Unfunded
financing} | pendilure meni Svstem | Liabilities {pu.of
tpc. ol Rateb p-c. of {pe.of em | e of
GoPR Ghey | GOPYF ployeesi¥ | Gppyéd

Spain CR.CF 10,0 34 n.a. 108.6 voluniary 15 2 Introduction of private pension Funds (1988} increase of the
reference period for earmings. increased actuarial fairness
(1995},

Sweden UF/CR. TF/ICF; 1.8 54 258 132.3 | panly com- 90 16 Improved aciuarial faimess, increased means-testing of basic

pulsory pension, introduction of a growah Eactor into mdexation. in-
creased prefunding through individual accounts ( 1998).

Switzerland CR, cef 6.7 na. 6.6 n.a. compul sory 90 70 Funded occupaiional pensions made mandatory (1985). only
minat changes 1o pubhc system.

Uniled Kingdom | CR, CF 4.5 23 0.2 23.8 voluntary 75h 82 [niroduction of personal pensions as an option to contract oul
of 1he public scheme (1987). measures to increase the altrac-
tiveness to opt out {1986, 1995); increase in the statulory
retirement age of women 10 65 between 2010-2020.

MTF: means-lesied flat benefit; TF: 1ax financed: CR: comributions-related benefir: CF: contributions financed; UF: universai flat benefit.




Table 1 - continued

Country Public Pension System Occupational Pensions Recent Reforms of Significance
Type Pension | Implicin | Assets Net Type |Coverage | Ageets
1benclis. Ex- Replace- | of the | Unfunded
linancing) | penditure AL System | Liabilities {pc.ol
pe. ol Raote? pi.of gl cm- pc. ol
GhPR GOPR | GDPYF ployeesi | Gppy!
Urnited Stales CR. CFl a1 0 1.0 n voluntary 46 72 Increased pre-funding through accumulation in 3 trst fund,

increase of the reuremeni age w 67 from 2000 ogwards
(1983): increased prefunding through individual accounts,
increase of the retirement age to 70 by 2029 (underway).

MTF: reans-tested A benefit: TF: 1ax linanced. CR: comributions-relwed beneln;, CF: comwibutions Ninanced, UF: oniversal Nac benefis.

Notes: 8As of 1995, . Plmplicit replacement rates are calcutated as the ratio of average pensions o average wages. - CAs of (994. - dAs of 1993. - €Net liabifities are equal to
gross liabilives. because pensions are tax financed. - Mn these countries. there is a significant subsidy from the government budges, ranging from around 10 percent of expenditures
n France and the United Siates 10 33 percent in fapan. - BBecause of their pay-as-you-go characier in the cases of Finfand and France the mandatory occupational pensions are
included in the public pension sysiem. - Mncluding personal pensions (25 p.c. points).,

Senrce; World Bank 1994 1 Table A6. A7v: Chand and Jaeger 1996 iTable 71, GECD 1996b (Table 2.23, 1997 (Table 16}; Davis 1996 (Table 1}; Thomas 1997 iTable 1)
owr compiiaton.
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niiy specily cither their benefits in advance (defined-benefit type), or their contributions and
pay benefis according 1o the return on the contributions {defined-contribution type). They may
be (iminced on i pay-as-you-go basis (from general tax revenues or from social security

cortiributions), or on a largely Tunded basis.

In reatity, we find basically two different approaches to public pension schemes. The first is the
soctal insurance approach which can be found in most continental countries of Western
Europe, in the US. and ulso in Jupan, Here, the working generation is required to conribute to
the system u cestain percentage of a relevant income, and benefits are related to contributions
andfor carnings. The countries thal have public pension schemes al work according Lo the
socil insurance approach again differ significantly with respect 1o the arrangements in detai,
for example a3 concerns the degree of redistribution inherent in the system, the coverage of the
pepulation. and the proportion of retirement income that is supplied by the systern. Another
dilterence concerns Tunding. While financing is in principle pay-as-you-go across the board, it
waorks in some countries, fike in the US or Japan, effectively on a partially funded basis becuuse
contribution rates have delibesately been set beyond what is needed te finance current pension
expesnditure in order Lo accumulate funds that can be used in the years when the strong cohorts

wre 1o retire.

The cther approach to social security dominates in the Anglo-Saxon countries (with the major
cxception of the US), and in Scandinavia. Here the public pension was originally designed as a
Mat-rate benefit that se1s a fioor 10 old-age income and is fipanced by ftat-rate contributions or
general lux revenues, Relirement income exceeding Lhis basic benefit should, in principle, be
provided for privately. Over time, however, an earnings-related part was usually added. This
has led (0 an increased imponance of the public pension schemes for the overall old-age
security system and has reduced the aclual difference between the two approaches 10 some

extent,

As concerns the second important source of retirement income, occupational pensions,

countries differ in a number of aspects, including the arrangement as defined-benefit or



-

defined-contribution plans, the adjustiment Tor inftation, regulations on nvestment which have
an effect on sisk and retorn. and retevam rules in the tax code. which make it more of less
attractive for a firm o ofler a pension fund.  Of pasticular importance lor the ovtcome in lerms
of coverage is thal in some countrics. pamely in Australia, Switzerland and, incecasingly,
Denmark. the enrollment in eccupatiomd pension schemes is mandatory, while it is voluntary
in the other countries. An additienal facles is whether it is possible 1o contruct oul of public
earnings-related schemes; 1his s the case in the UK and in Japan. The relutive sole of
occupational pensions s o source of retirement income is Jound 10 be dependent on the scale
of public pension provision. particularly if there is generous provision for individuals with
higher income levels (Davis 1998). The replacement of a rather high share of carnings through
the public pension systen also for medinm and high income earpers, as is the case Tor example
in Germany, France or Nady. 1ends (o reduce incentives 1o provide for additional sources of
reticement income. By comrast, the role Jor additional pillars is likely to increase, when the
replacement rate of public pensions decreases strongly with rising income so Ut the pensions
are more like o 1lat henelit. which is the case. for example, in the Netherlands or in

Switzerlund.

With respect to the third pilkr of rejirement meome, individoal volmtary savings, there is 2
lack of data which can 10 some extent be traced 10 the fact that it is difTicult 1o discriminae
between savings for retirement and other savings. It scems, hawever, safe ta say that the exien
of voluntary retiremenl savings is negatively influenced by 1the wmount of savings that s
already , forced” by 1he arrangements in the first and second pillars. # Aneiber influence is the

tux treatmens of incoime saved (or retirement,

# Voluntary saving will be affecte) less when the promised pension benelits implicnt i cureem sules ure
ney credible,



Recent Reforms in [ndustrial Countries’

Recent reforms 1o adjust to the pressures of the changing economic and demographic
envirenment, have essentially proceeded along three routes: (1) redressing the public pension
systems: {2) strengthening the role of funded occupational pension schemes; {3) increasing

incentives for voluntary relirement saving.

In almost every country susveyed there have been reforms of the public pension schemes of
some significance in order to improve the financial prospecis of the system. One direction of
reform was reducing the elfective level of benefits through a number of measures: The period
of earnings referred (o in the caiculation of benefits has been increased (Belgium, Finland,
France, Netherlands, Spain). Basic benefits have increasingly been made subject to an income-
test {Canada. Finland, Sweden). Indexation rules have been changed (Austria, Finland, France,
Germany. laly. Japan, Sweden). In Germany, an additional facior reflecting the increase of
life expeciancy of new retirees has been imroduced in order to lower the benefits relative 10
relevant eamnings. As a further measure 10 contain Lhe rise in pension expenditure the statutory
retiremnent age will be gradually lified in a number of countries (Germany, ltaly, Japan, New
Zealand, VK, US), and eligibility rules to early retirement have been tightened in most
countries. In addition, somelimes as part of a general lendency (o strenglhen the link between
cantributions sod benefits and improve actuarial fairness, sleps have been taken (o reduce the
attractiveness of eurly retirement and rewaed a longer working life. Another dicection, which
has been followed by a number of countries is to increase prefunding of future pension
cxpenditure. In some countries, a gradual increase in the rate of contribution has been
legistated beyond what would have been necessary io wnmediately balance the system’s
finances in order to partially fund future liabilities (US, Japan, Canada). Other countries have

decided 1o divert a certain share of conributions into funds (Finland, Sweden), which in the

5 A sketchy overview on reform measures is given in the last column of Tabie 1.
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case of Sweden {and in the future, uccording to recent plans, also in the US) ure personal

accounts.

A second rowte of reform was 1o increase the impentance of fully-Tunded, privinely managed
occupational pensions, One way Lo achieve this was Lo reduce the generosity of public pension
benefits and, hence, reduce the atiructiveness of Lhese schemes. Bul there werc also tmportant
changes in the regulations concerning occupational pensions. In several cases occupationu
pensions have been made compulsery (Australia, Denmark, Swilzerlind). Other countries
enable individuals to opt out of part of their social security contributions (UK. Japan}. A
further direction was to allow additional 1ypes of pension schemes 10 be operated. Particularby,
there has been a (endency 10 favor the establishment of defined consribution plans over defined
benefit plans {Australia. Denmask, Swizerland, UK, US) in order 1o make occupational
pension schemes more avractive, especially for smaller firms, and reduce the problem of
portabilily.®  QOn the investment side. there is a clear i1endency 10 case restrictions on
investment of funds, which are now recognized 1o contribute Lo increasing risk by limiting the
possibility of diversification rather than to foster . prudent” invesiment behavior, Particularly.
the allowed share of equily in the portfolio has been increased, and fesirictions on cross-
border investments have been ensed in coumries such as  Australine. Cunada, Denmark,
Germany, Japan, and Sweden. Extermal funding of liabilitics is becoming increasingty the rule,
with Japan for example reducing the tax benefits to book reserve funding relative to exiernal

funding.

As 1o the third pillsr of retirement income, the tax reatment of retirement savings has heen
improved in some couniries. Particularly, in Naly and Spain tax incemives have been

intrpduced only rather recently.

4 Another reason to favor defined-contribution plans may have been the cisk of defwolt that is inherent m
delined-benetit plans.
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More Radical Reforms in Middle Income Countries

White reforms in the indusirial countries have been rather gradual in most cases (as will be the
impact of (hese changes). an increasing number of middle income countries have, in face of a
much more tmminent pressure Lo reform, resorted to & more radical transition towards a multi-
pillar sysiem comprising o major funded element. In Latin America the pioneering example of
Chile was followed in recent years by countries like Argentina, Bolivia, Colombia, Mexico, and
Uroguay. Others are engaged n serious discussions. More countries that are about 10
implement pension reforms along similar lines can be found in Central and Eastern Europe,
including  Estonia, Hungary, Laivia, and Poland. The experience in these countries leads to
the conclusion (hat at some stage a radical approach to reform may be more feasible than
graduoal adjusiment. The considerable variation in the details of the pension systems that are to
be established as well as in the deltails of the transition can partly be explained by cowntry-to-
couniry differences with respect to objectives, history, and current circumstances, particulaity
the relative strengihs of redistributive and saving goals, the financial market development, and
the taxing and regulmory capacities {(James 1997). However, comparative evajuation of the
pension reforms in these countries can be expecled to give further empirical evidence on the

shape of a well-designed pension reform.

Conclusion: Towards Increased Funding

Summing up, there is a clear tendency to reforms thal increase the degree of pre-funding of
pension obligations. A number of countries has proceeded significantly along that route, be it
through stronger funding in the public pension schemes (Canada, Finland, Sweden, US), be il
through strengthening the role of private occupational pensions (Austraba, Denmark, the
Netherlands, Switzerland, UK). These measures thal tend to lessen the burden on future
generations, have resulted in a burden today thai is somewhat higher than without such
reforms despite the fact thal measures to restrain expendilure were 1aken also. In some
countries, contribution rates are raised beyond what would have been necessary without an

increased funding. in other couniries subsidies to ihe system from general 1ax revenues are
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increased. To this end, it cam he said that the consolidation of (he general government limances
(excluding social security} can greatly contribute 10 the viability of a mujor switch Lo funded
pensions. This can be also concluded from the experience of Lhe inceeasing number of widdle-
income countries that have implemented rather wide-sweeping reforms. Another set of
industrial countrics have conlined their reforms mainly to mose or less signilicani adjustmems
to the prevailing pay-as-you-go systems, wilhout increasing the funded clement (Austria.
Belgium, France, Germany. Italy, Japan, New Zealand. Spain). The capacity of the
conventional measures to redress these systems n order to balance their finances in the fong-

term seems limited, however,

2. Pension Systems and Pension Reforms in Industrial Countries

2.1  Auvstralia

The Auvstrafian govermment has introduced a three-piflar system which is very similiar 1o 1he
World Bank {1994} recommendations (Bateman and Piggou 1997). It consists ol o basic 1ax
financed state pension (Age Pension) which is means-tesied.” The pension for an individual is a
flat rate 25 percent of average weekly earnings. and the cosi to the lederal budget is ot the
moment around 3 percent of GDP (Edey 1997: 169). The eligibility age is 65 for wen and 60

for women, and the pension is indexcd to consumer prices {Rosenman and Warburion 1996).

Since 1986, there has been gradually introduced a second pillar, an obligatory {since 1992)
private insurance which is fully funded and primarily financed from employer’s contributions,
These are scheduled to reach 9 percent of wages in the year 2002, In wklition, there are

employee’s contributions thal will be 3 percent in the year 2000. The contributions are paid

7 Since the Age Pension was introduced in 1909, it was subject 10 income of propeny tests thal
changed over time, [n the 19705, the means test was abolished for (hose over the age of 70, b
during the 1980s an income test for all uge pensions was reimtroduced combined with an asset 1es1
{Knox 1995:407).
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mie an individua) account which belongs to the employee. and low-wage earner’s contributions
are supplemented by the state. The contributions are tax deductible. A third pillar is voluntary
suvings or voluntary occupational pension schemes which also have some preferential tax

treatment,

One main reason for the move of the Australian government 1owards a compulsory
superannuation was the desire for a wider coverage of occupational old-age insurance, as
occupational pension schemes have traditionally been an important source of retirernent
income. Since the introduction of the scheme, private sector coverage has risen from around
30 percent Lo some 90 percent of emplayees. The transition has been relatively easy as many of
the features of the superannuation indusiry remains as they were when coverage was
volumary® and has not been complicated by the existence of a contributory public sector

pension scheme with unfunded Habilities.

One problem with the Australian system is that it produced a substantial uncertainty because,
although it had been estublished only recently, there have been frequent changes in the
provisions of the system and in the tax treatment of contributions as well as benefits (Knox
{995). An additional problem is the integration of the various pillars in a rutional, equitable and
sustairable way. Specifically, the question of means (esied or universal basic pension benefits
has in Austratia so far been solved in favor of a meuans test. However, the retirement age of the
compulsory superannuation has not been aligned with the pension age nor is it required to luke
the superunnuatton entitlement in form of a pension. Thus, incentives rermain io retire early and

hecome eligible for the age pension after dissipatation of some of their superannuation benefit.

# Most of the older (voluntary) plans which have been of the defined-benefit Iype remain in existence

while the pewer plans introduced in response 1o the goverment requirement are of the
defined-contribution 1ype.



2.2 Austria

The Austrian old-age pension system resembles closely to the German system U is basically
earnings related and does not provide a minimum pension, although the principle of
contribution equivaiency is weakened by varigus provisions that introduce a rather sirong
redistributionary element into the system. One quarter of expenditures is covered by general
tax revenues in order to compensate for expenditures that result from such kind of
redistribution. The financing is pay-as-you-go, and pensions are indexed 1o net wages although
the increase of cansumer prices serves as a bottom limit. The statutory retirement age is at 65

for men and 60 for women.

Austria’s public pension payments represent more than 135 percent of GDP which is the highest
number ameng the industrialized countries (World Bank 1994), mainly because of a relatively
high benefits level; the replacement rate is al 76 percent on average with sigaificantly higher
numbess for some groups of workers (Guger .1998). The rate of comribuiion paid by
employers and employees (with the exception of civil servanis) is 22.8 percemt with a

maximum conrtribution threshald.

The future problems to the sysiem due 10 the aging of populations are particularly alarming.
One reason is that the demographic developments are slighily more unfavorable 1than on
average n the OECD-countries. A second problem is that 1he present burden of the system on
the economy is already relatively large. Necessary to balance the system in the year 2045
would be a contribution rate of more than 35 percent, a reduction of the replacoment rate (o
below 50 percent, an increase in Lthe retirement age by more than ten years, or a combination of
these. However, a significanl reform has not been implemented yel, although the pension
reform of 1993 included the change of indexation from gross to et wages. Recently, there has
been some discussion on further steps 1o secure the viability of the system, bul proposals are
mainly restricted (o adjustments within the system {Rurup 1997). Recent lurther measures
which aimed at reducing the preferential treatment of public sector employees have not been
convineing {Lenhardt 1997} They also include an increase in the number of years used to

calculate the pension from 15 (o {8 years in the case of early retirement.



2.3 Belgium®

The Belgian public pension system is on a pay-as-you-go basis. It comprises ol four magor
schemes, for civil servants, for wage earners, for the sell-employed, and a guaranieed mintmum
income scheme. There is a supplementary pillac of occupational pensions which is of timiled
significance although some 30 percent of ihe workforce are covered.; acumulated assets
amount to around 10 percent of GDP (OECD 1994c). Private retirement imsurance is availuble

but has so fur been limited in size.

The pension schene for private sector wage earners is funded through social security
comributions of 16.36 percent of gross income (7.5 percenm by the employee another 8.86
percent by the employer) and a government subsidy amounting 1o around 1 percent of GDP.
The level of pensions paid depends on the salary during Lhe entire career (with an imputed
safary used (or spells of diness or unemployiment etc.), the length of the career and the marital
status when retired. Pensions are indexed 1o CPL. While there is a ceiling on earnings used to
culculite the pension, there is no ceiling on contributions. Since the ceiling on pensionable
incoene s rather low — about 20 percent above the average wage — the 1ax component of
the social securily contributions is rather large. Because Lhe ceiling is indexed to the CP1 and
real wage growth is nol accounted for, the pension scheme is gradually moving towards a flat

basic pension scheme,

Pensions for public sector employees are paid out of the general governmem budget.
Retirement age is between 60 and 65. The retirement pension depends on the reference salary,
the career length and the replacement rate which is dependent on the career length, and is
subject (o a maximum. There is also a minimum pension differentiated according to household
structure. The pension scheme for the public sector is more generous Lhan 1he private sector

scheme, one reason being that pensions are effectively indexed to wages rather than CPL.

% This section driaws on Catlatay and Turielboom (1997).
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A minor reform underiaken in 1996 will raise the career length necessary to receive the full
pension benefit for women over 1he nexs 15 years from 40 years (o 45 years thal is alrcady
effective for men. Retirement age at which the full pension cun be drawn is between 60 and 65

under the premises that the required aumber of years has been worked. 1!

24 Canada

The Canadian public pension sysiem has two tiers. The fiest is finunced from 1ax revenues and
is designed 10 put a floor on old-age income. Tt consisis of a busic unwversat grant (Old Age
Security, OAS) and income-tested supplements (Guaranteed tncome Supplement, GIS. and
Spouse’s Allowance, SPA). The benefits are indexed 1o CPI and are not (axable. They are
payable from the age of 65 (from ihe age of 60 1o 63 for widows of QAS pensions in 1he case
of SPA). The second tier is an earnings-related pension scheme (Canuda und Quebec Pension
Plans) financed pay-as-you-go!! by compulsory contribwions trom employers. employees and
self-employed. The contribution rale is presently at 6.1 percent of covered earnings.!? Benefits
replace 25 percent of average lilelime earnings, bur combined with the OAS the benefu
schedufe is steeply progressive, Lc. lhe replacement satio declines strongly with increasing
earnings. Benelits are taxable and indexed 10 consumer prices. The stiuatory retircment aige is
65, bul it is possible [0 retire as early as 60 with an actwuarial reduction of she bepefit, In
addition, there are tax incenfives (0 engage in regisiered private pension plans which are a
relatively important source of retirement income in Canada. In 1992, 47.5 percent of workers

were covered by occupational pensions (Gruber 1997: 13).

AL 5 percent of GDP, public pension expendituce is presently relatively modest in internasional
comparison, one reason being that public pensions replace a relatively simall share of working

age income. But 1the expenditure ratio has doubled aver the recens 25 years. and is projecied 1o

i Before 1991 it was 65 for men und 60 for women, and the pension was reduced by 5 percent for
cuch yeur of retirement hefore reaching this stnutery retirement uge.

W Fhe CPP has in the pist accunivtated @ fund amounting Lo roughly 7 sercent of GDP.

12 There is a basic exemption and an upper limit to pensionable eatnings.,



18

fise 10 oves 9 percens of GDP by 2030, pastly as a result of o pasticularly steep rise in the old-
age dependency catio!? Although currently the expenditure on the first tier of the public
pension systein represeats about one half of tetal outlays, the debate has focused on the second
ticr because the increase in expendilure stems ninly from this part of the public pension
system. 11 is expected that contribution rates will have to triple in the absence of reforms 10

keep the Canada Pension Plan in balance.

In order 1o keep the CPP solvent, an increase in the coniribution rate 10 7.9 percent in 2005
and o 9.9 percent in 2025 has already been legislated {Kramer and Li 1997 7}, but this will
not be sulficient without further reform. [n 1997, a reform proposal was drafied that consisted
of an increased pre-funding Ihrough an increase of the contribution rate to 9.9 percent as early
as 2003, Further measures included a revision on regulations of the investment of social
security Tunds i order to raise the rate of return on these funds, a tightening of eligibility
criteria and lower benefits. The combination of these measures is projected to allow the

contribution rate 10 he held constant afier the year 2003.

Other important changes retale 10 ihe first tier benefits (OAS, GIS and SPA). it is epvisaged 1o
replace these benefis through a single Senmiors Benefit from 1he year 2001, The essemial
feature of the Seniors Benelit is that it is more targeted than the old system, and at the same
time increases the guaranteed minimurm income for pensioners (OECD 1996; 142(). As (o the
transition, all Canadians age 60 by the end of 1995 can choose either the new Senitors Benefit

or the old sysiem for the rest of their lives {Battle 1996).

I As compared 10 1he contribution rate that had been projected for the year 2030 at the time of the

inlrociuction of the Canada Pension Plan in 1966 (5.5 percent), 1he difference 1o the currently
expected 14.5 percent is to only 30 percent demographic developments. Another 25 percent is
atributable 10 revisions in the underlying macroeconomic assumptions. The remainder can be
attributed to enrichment of benefits and higher disability benefits (QECD 1996c: 126).



2.5 Denmark

The Danish pension system consists of a tax-financed general basic pension that is paid at the
age of 67 at a flat rate replacing about 38 percent of an average wage (Barnes 1997), The
amount can be supplemented subject 10 an income test. Adding o the basic old-age pension is
a compulsory national pension scheme (ATP), which is fully-funded and ol a defined
contribution type. Contributions are based on hours worked, but are fairly low'4, so that the
share of the ATP-pension in retirement income wili be faicly iow when (he system thas has been

established in 1964 first mawres ir the early years of the next century.

In addition to the public pension schemes, most salaried employecs contribule to fully-Tunded
defined contribution pension plans established through the collective barpaining system. ¥ {n
the beginning of the 1990s. employers and trade unions agreed 1o exiend the coverage to
virtvally all workers. Contributions will gradually rise to ubowt 9 percent of gross wages. The
collective savings schemes are legally independent of the company whose employees are

covered, and the savings belong to the individual.

To promote further individual provision for retirement income there is a tax deduction for
savings in private pension plans. However, a tax of 40 percent is levied when these savings are
withdrawn. Despite this fact, individual pension plans are & popular formr of saving. As a resuli,
the stale’s tax claim on current pension ussets amounis 10 40 percent of GDF and is expected

to rise 10 aboul 80 percemt of GDP by 2030 (Barnes 1997).

With a2 major pant of the pension sysiem orgamized in fully-funded defined conmtribution
schemes, the threat of an aging popukition is less pronounced in Demnark compared to other

countries. Recem refoyms have been primarily concerned with extending the coverage of

14 1n 1995, 1he comribuion for a full time worker was DKR 2 332 a year. or abowt over ) pereent of
an ordinary annual wage income (Bames 1995),

I3 There ire still some central government civil service pension schemes working <n 2 Piy-as-yOu-go
basis but they are being discomipued.
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occupational pension schemes. Discussion about a reform of the tax-financed basic pension

involves particularly the question of introducing an income test (Gamillscheg 19973,

2.6 Finland

The Finnish pubtic pension system consists of two pillars (OECD 1997e: 6741.}. One is a basic
pension (national pension) which is comparatively low (and supplemented from general ax
revenues in the event of no other income), the other is a compulsory employment scheme
granting earnings related benefits, The basic pension scheme is nationally administered and
financed by contribulions on a pay-as-you-go basis, while the employment scheme is managed
by over sixty private pension msiitutions. The employment scheme is also financed by
contributions, but % s partially funded: financial assels cover roughly one-third of the present
pension obligations (Noord 1997). The national pension tends 10 fall as the eccupational
pension increases, Except for low-wage earners, the combination of both replaces a maximum
of 60 percent of pensionable income. The statutory retirement age is 63 years, but uverage
retirement uge s only 38 due 1o disability or early retirement schemes. Due to the generous
benefit levels and a virwakly vniversal coverage of the population by the public pension system,

the market share of voluntary pension insurance has been very small until recently.

Against the buckground of a particularly pronounced aging of the population, relatively
generous benefits and o fow effective retirement age, combined with a general erosion of the
tax base due 1o the recession in the early nineties, a relatively far-reaching veform of the system
was implemented in several steps during recent years. Withowt changes, the pension
expenditure had been estimated to reach nearly 18 percen of GDP by the year 2030 — a level
only exceeded in laly (QECD 1996b).

The miin objeclive of the pension reform was 1o promote longer working careers, reduce
benefits, and improve the management of the pension funds, while the basic features of the
system, ils Lwo-tier approach, mixture of funding and pay-as-you-go financing, pronounced
redistribution and strong invelvement of private insurers in the management of the system, has

been maimained.
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Major reform components have been (OECD 1997e: 76{f.. Noord 1997):

— Discontinuation of preferential treatment of public secior employees {1993).

- Measures to improve Lhe pensions of older workers remaining active relutive 10 those who
retire early {1994 and 1996).

— Increase in the number of years on which the calculation of pensions is hased lrom 1he last 4
years to the last 10 years {1996).

— Change in the indexation of earnings related pensions (0 a weighted average of CPI
(80 percem) and earnings index {20 percent). Nalionad (basic) pensions renain indexed to
CPi {1996).

— Decision 1o gradually abolish the flat-rate component of national pensions by 1he end of the
decade. National pensions will in the future be fully offsel against employment pensions,

— Adjustmem of the lunding method of the employment pensions (since 1993). Since 1993
also employees contribute 10 1he system. Roughly three filth of the conirbutions are used 10
finance currem pension expenditure. the remainder enters (he accoum of the pension
institutions. A number of measures aim al raising the efficiency of the Gnancing of 1he

system,

As a resull of the reforms, ihe rise in contributions necessary 1o balance the system is now
expected to be contained 1o roughly 26 percent of earnings from 21.4 percent currently,

compared (& an estimated 38 percent under pre-reform rules.

27 France

In France, the pension sysiem (OECD 1994a) comprises a karge number of puy-as-you-go
schemes (about 120 basic schemes and 400 supplementary ones). The sysiemy difierentiones
between the privite sector and the public sector employees (including some categories off
workers Yike railway men. miners. EDF-cmployees etc.). The private sector consists of a two-
level system, the gencral level and the supplementary level while the public sector pensions are

usually one-level. Retirement age, contribution rates and calculation of benelits may vary
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considerably between differemt schemes (Kaufmann 1997). The ordinary retiremenl age,

inroduced in 1982, is 60. Funded pension schemes play only a very minor role.

In 1993, a first major effort to reforming the public pension system aimed at the method of

calculation of pensions in the general scheme of the private sector (Damant 1997). It included

the increase of the contribution period necessary to receive the full rate pension from 37.5

years 10 40 years:

— 1he increase of 1he puimber of years used for calculation of (he reference wage from 10 1o 25
yeurs;

— the change ol indexation from wage growth 10 CPT;

— the creation of a separate fonds in order 10 finance non-contributory old-age benefits

resulting lrom national sotidarity.

The effect of the 1993 reform js rather limited. While it improves financial prospects until
2005, #t leaves many questions unreselved particularly the sustainability of the public seclor
“speciul schemes™. A proposal aimed at reforming public sector pensions had to be withdrawn
in 1995 fallowing strikes in the public sector. Given that demographic developments are
relatively beneficial until 2005 bul worsening progressively afterwards, the main problems are

still 1o be solved,

In 1997, a law passed the National Assembly that allows employers and employees to
coniribute 10 fully-funded private pension schemes to 1op up their state retirement income. The
levels of payments are voluntary but there is an incenlive 1o contribute up o a certain level.
The aim is 1o strengihen the role of privately managed capital funded pension schemes.
However, alter the change of government, legislation came to a halt and the siteation remains

unclear.

A peculiarity of the French situation is that despite the obvious demographic developments and

a worldwide trend of increasing the retiremem age there is a strong demand o go into the
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opposite direction and decrease further the retirement age — which already is amongst the

lowest in the world —— 10 55,

28  Germany

The provision of old-age pensions in Germany is dominated by lhe public sysiem which
provides roughly 85 percem of pensions. Voluntary occupational pension schemes, although
some 30 percent of employees are covered, provide only 5 percent of pensions. around
10 percent comes fromn life insurance {OECD 1996d}. Old-age insurance in the public pension
scheme {Geseizliche Rentenversicherung, GRV) is compulsory for employces others thun civid
servanls whose pensions are paid oul of general lax revenue, and vohmtary for the self-
employed. The system is financed pay-as-you-go by contributions Jevied on gross wages at the
rate of 20.3 percent {1998). and a transfer out of the Federal budgeir that currently covers
about one fourth of pension outlays. The statutory retirement age is 65, bul employecs cun
retire earlier if they have a Jong contribution record (at 1he age of 63), if they are handicapped
{at the age of 60), or if they ase unemployed prior 10 retirement (at the age ol 60). Women also
can retice at the age of 60 if they Tulfill cerlain efigibility criteria. As a result of these rules,

more than half of the work force relires before the statutory retirement age.

A major adjustiment 1o the systemn has been made in 1992 in order to cope with the financial
burden of a rising old-age depending ratio (SVR 1991: 1421.). Parlicularly, the retirement age
for women will be raised gradually 10 65 from 2001, and benehts Tor pensioners reliring carly
were reduced.!® Most imporsantly, the adjustment of pensions was changed from indexation 1o
gross wages to indexation to nel wages. Pension benefils are caleulated according 1o a formula
that is designed to replace 70.1 percent of average net wages during a 45-year working career

{67.8 percent in East Germany).

1% The 1992 pension reform has diminished but not abolished the incentives for carly refirenient
{Borsch-Supan 1998).



24

Despite the reform of 1992, the public pension sysiem’s viability remained in doubt due to the
progressive aging of the population. To combat the expecied increase in pension expenditire
— from th | percent of GDP in 1995 to almost 19 percent of GDP in 2035 (OECD 1996d:
TILY — that without other changes would require an increuse in the contribution rate from the
cureem 203 percent o nearly 30 percent in 2030, u further reform package was legisluted
taking effect n 1999 (VDR 1997}, The main feature of the Reform Act 1999 is that the ratio
of pensions (o nel wages is gradually reduced according to a demographic factor reflecting the
increase of life expectancy of new retirees. Ultimanely,  ratio of 64 percent is projected 1o be
reached in about three decades. Additional measures include a further increase in the effective
retirement age especially for women, unemployed and handicapped people. After 2012, eurly
retirement will only be possible for workers with at least 33 years of contributions al the age of

62 and at the price of an actwarial fair reduction ef the pension.

According 10 new projections, the contribution sate that is necessary to finance the sysiem at
1999 rules will be 24.4 pescent in 2040 (Handelsblatt 1998b) . Thus, the £999 reform has only
partly succeeded in balancing the finances of the public pension system in the long-term. While
the package has broudly been in the directions outlined by the Council of Economic Advisors
(SVR 1996: 227113, it has responded to the needs fer reform only to a limited extent and it
seeims likely that lurther measures will prove 10 be necessary already in the near futurg (SVR
1997:98fL.). However, proposals for funher reforms which include an increase of the
retirement age 1o 79 years of an indexation of pensions 10 consumer prices rather than wages,
are relused a1 the moment. Also, a shift 1owards a funded system as discussed in Siebert (1998)

or Borsch-Supan (1998) is currently opposed in the political arena.

29 laly

The [talian pension system is the most expensive old-age security system in terms of GDP
among OECD-countries and has displayed a rapid expansion over the fast 30 years. Although
the average pension benefit relative to per capita income is broadly in line with other EU-
countries, there is a dispropostionate number of pensions relative 1o population. This, in turn,

reflects the relmively high proportion of persons over 60, the use of pensions as a sabstiiute for
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passive income suppart to unemployed. and favorable access 1o early retirement through
seniotity pensions (untit recently workers could retire afier 35 years of work irrespective of
age: in 1he public sector even carlier). [nstitutionally, 1he Ita%ian pension system is extremely
fragmented, adminisiered by funds differentiated for professional categories (Klunmer 19497
This translates into significant inequalities across groups, particularly with moere favorable

treatment for public seclor employees and the self-employed.

In the early nineties, a nomber of minor reforms were undertaken: the most imporiant probably
the suspension of the link between nominal wage growth and pension benelits (1992}, in
August 1995, however, a major reform package passed Parlisment (Dini ceform. It provided

(QECD 1996: 82ff.; Reynaud and Hege t996):

a shift from an earnings-based sy<iem 1o a contobution-based system. with conributions

over a life-time period capitalized on the basis of nominal GDP growih,

- a flexible retirement age (57-65 years), with a link between bencfits and residual fife
expeclancy at retirement age;

~ o phased increase from 35 te 40 years of contnbutions required (or a seniotily pension:

- aceiling on the pensionuble income;

- fiscal incentives for stimudating the growth of private pension funds.

As 10 the implementation of this majos institutional reform, there is a transition period n which
the old system and the new system co-exist. New entranis into the labor market [all under the
new system, and workers with more than 18 years of contributions remain in the old one. To

the intermediate group applies a weighted average of the otd and the new formulas.,

Although the 1995 reform represents an important improvemen! iowards a more uniform and
financially vamiable systern, there still semuins a significant shortfall belween bencfits and
contributions. Moreover, the worsening of the situation over the coming 30 years is mitigated
only e a limied extent. This is partly due to the long 1ransition period: and the retirement age

temains among the lowest in the OECD.
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2.1¢ Japan

The Japanese pension system {QECD 1997d: 121f) consists of a major pillar of funded
occupational pension schewes, 90 percemt of private enlerprises provide some form of
vccupational benefiis at retirement, be it in form of a lump sum payment or in form of
pensions. The public pensien system is pay-as-you-go financed although the system has been
held in surplus over an extended peried of time which resulied in the accumulation of assets
that amgunt (o some 30 percent of GDP. Tt consists of two iers. The first is a flat rate system,
which covers, in principle, all residents between the ages of 20 and 60 (National Pension).
Benefits are proportional 10 the number of years of coniributions {minimum 25 years,
maximum 40 years). In the second tier, contributions and pensions are related to earnings
{Employees Pension). It is possible 1o contract out into certain occupational pension plans.

Pensions are indexed 10 ne1 wages. The statulory retirement age is 60 years.

Againsl the background of the extremely rapid zging of the Japanese population, a massive
deterioration of the fiscal balance of the public pension system (or a drastic increase of
contribution rates 1o around 35 percent from 17 percent today, respectively) was (o be
expected. As a reaction to the deteriorating prospects of the system, the pension system was

revised in 1994 (Kihara 1998; Takayama 1995),

— The retirement age al which the full amount of the Pension is payable will be rvaised from 60
10 65 over the period 2001 to 2013 for men and over the period 2006 to 2018 for women,!?

— The indexation was changed from gross wages to nel wages,

~ A one percenl special contribution rale was applied (0 the semi-annually bonus paymenis
which had not been subject to contributions before.

— The increase in the contribution rate which is scheduled 10 take pluce every five years was

increased from 2.2 perceniage poins to 2.5 percenlage points.

Various measures airned a1 promoting a delayed retirement were intreduced.,

7 For details of the rules concerning retirement age see Takayama (1995: 524t}
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As a resull of this measures it was expected that the contribution rate from the year 2025
onwards could be lowered from 35 percent to 30 percent. However, a revision in anderlying
assumptions about birth rates and life expectancy resulted in a revised estimate of the
contribution rate that is necessary to balance the system in the long-term that is very close to

the number of 35 percent estimated before the reform (Kihara 1998).

Drespite this bleak outlook for the public pension system a discussion on a full-Nedgped reform

of the system has barely started in the political arena.

2.11 Netherlands

The Dutch pension sysiem consists of 2 pay-as-you-go financed public pension scheme that
secures a universul basic pension, an extremely well developed occupationul pension sector,
and, in addition, voluntary retirement savings. The public old-age pension (Algemeene
Onderdomswet, AOW) is part of a broader social security scheme that alse insures aguins
nursing care and disability. It pays a flat-sate pension benefit to thase who have reached the
age of 65 which is set at 70 percent (100 percent for a married couple) of the statutory
minimum wage. The full rate is contingent on 40 yc:irs of contribution. The benefu is reduced
by 2 percent for each full year a person was not insured (Bedee et al. 1995: 268). The AOW
pension benefits amounted to 5.5 percent of GDY in 1996 {Heizel 1997), and they are financed
pay-as-you-go by comsibutions that are levied on the first income bracket of the 1ax code atl

the rate of 15.4 percent (1997).

The second piflar is funded occupational pension schemes that have developed over a long
period, and, probably partly as a consequence of the fact that the replacement rate under the
public pension schere falls sharply with increasing income, covers virlually the entire labor
force {83 percent). This is highly unusual, since provision is volunsary. In most countries where
provision is voluntary, coverage of occupational pension schemes lends to peak al around
30 percent (Davis 1996}. Most pension plans are of the defined benefit 1ype, usually designed
to seplace 70 percent of final salary at the age of 65 together with the public pension. and 90
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percent of pensioners receive inflation protection.'® To increase labor mobility, there is a kind
of clearing house implemented that makes transfers between defined benefit plans straighi-
forward. The occupational pension funds have accumuilated a huge amount of asseis
repeesenting nearly 100 percent of GDP. Additional individual retirement saving is of relatively

litke importance, although there are quite significan 1ax incentives.

In the recent discussions on reforming social security, the main focus in the Netherlands has
been on cutting down on expenditures for disability insurance which due Lo extremely generous
rules had virtwally expteded during the 1980s (OECD 1991} with the resull that 15 percent of
1he Jabor force received disability benefits at the beginning of the F990s (NZZ 1993). Tn 1993,

disababicy benefits were reduced and eligibility criteria tightened.

With respect 1o old-age pensions, there have only been minor changes recently.
Notwithstanding, contribution rates to the public scheme are planned to be held at around
t5 percent. The government counts on an improved macroeconomic performance in general
and an increase of the labor force participation ratio, which is extremely low by international
standards, in particular in order to finance the rising pension expenditure that is expected due
to the aging of the population. Also, the benefits level of the basic pension may be gradually
lowered relative 19 1he incomes of the active generations because statutory minimum wages are
expected to lag behind average incomes: Any resulting deficit in the public peasion scheme is
planned to be covered by lax revenues. As 10 the occupational pension schemes, it is envisaged
to calculate the benefits so that they replace 70 percent of average incomes over the whole

career rather than 70 pescens of the last earned wage.

212 New Zealand

In New Zealand, public pensions are flai-rate benefits which are not means-iested and paid

from generii 1ax revenues. The system works under the label “New Zealand Superannuation”,

1% This is also unusual. In mos1 countries with defined benedit plans, inflation profection is incomplete

or partial, and. u% a resuli, pensions often fall sharply in real terms over lime (Davis 1996: 2),
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Since 1994, benefits are differentiated according 10 household and marital stalus (NZZ 1994),
In order to raise revenues in the process of fiscal consolidation. a suriax of 20 percemt had been
introduced in 1985 on additional retirement income that exceeds u certain limit. In 1992, the
surtax rate was increased Lo 25 percent, and the timit was nearly halved which aggravatled the
detrimemal incentive effects implied by this rute. The lax surcharge has been removed in 1997,
From 1990 to 1993, the beneflils which are normally adjusted for inflation remained nominally

unchanged with the result of a real decrease in the benefits level.

Despite a currenily refatively low level of berefits (public pension benefits in 1994 amounted to
5 percent of GDP in 1997, well below OECD-average), the rapid aging of population will put
a considerable strain on the public finances. As one reaction, a gradual ncrease in the stalutory

retirement age, from 60 10 65 years, in the years 1992 10 2001 has been legislated.

In 1997, a major reform proposal was voled down by an overwhclming nujority of
924 percent of the voters (Hall 1997). The reform essentially planned 10 replace the slate
pension with a compulsory privale insurance scheme in which § percem of taxable income
would bave been sel aside in individual long-lerm savings accounts a targel sum (ol
120 000 NZ$) was reached in order (o buy an annuity on retirement. The government would
have supplemented the amount where the target would not have been met, but there would
have been neither government guaraniees nor mdexation. The resull would bave heen a
decrease in government pension outlays to 2 percemt of GDP in the long run. However, with
the old system remaining in place now an increase (o |2 percent of GDP is still 1o be expected
{The Economist 1997}

2.13 Spain

The public pension sysiem in Spain is part of a more general social security scheme that also
includes support for survivors and disabled, health care, and sociad services. Contributions
amount to 28.3 percent of wages of which only 4.7 percent are paid by employees. The share
of contributions that goes 10 old-age pensions is nol published separately. The system is

extresmely generous (OECD 1996a: 871, it delivers the highest income replacement ratio in
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the EU after Greece {nearly 100 percent after contributions and taxes). Pensions are indexed Lo

CONSUIMEr prices,

Fiscal imbalances have led to subsequent reforms that partially rectified the problems for a
limited period of lime (CECD 1997¢: 70ff.). In the second half of the eighties, benefit criteria
where tightened with an increase in the minimum contribution period from 10 Lo 15 years, and
pensions began (o be assessed on the last eight rather than the last 1wo years' earnings. Since
1988, old-age pensions in addition to the public pension system, can be obtained through
participation w private pension funds which is promoted by the tax code. Because they have
been imroduced only recently, pensien funds are still relatively spare although they are growing
rapidly (Stapf 1996, OECD 1996a: 79ff.). The volume of assets amount to approximately
5 percent of GDP.

In 1995, a concept for reform known as the Toledo-pact envisaged only minor changes (Engler
1997), including an institutiona) separation of the different branches of social security, an
increase in the number of years on which the calculation of pensions is based from 8 to 15, and
a change in the pattern of the accrual rate over the time of contribution which is a (minor) step
lowards 4 more actuarially fairness and reduces incentives to retire early. Another imporiant
change is that financing of non-contributory pensions is no longer to be made from
contributions but from general 1ax revenues by the year 2000. Any resulting surplus in the

social security system shall be used to build up a reserve fund.

2.14 Sweden!?

The Swedish public pension system consists of two pillars, a flat rate basic pension and an
income-related supplermentary pension (ATP). The system works primarily on a pay-as-you-go
basis although there have been surpluses accumulated in the past amounting to some

35 percent of GDP (1994). Discussion about reform of the system is old. In 1994, a major

1% This section draws on QECDH { 1995b, 1997b) and Persson (1998).
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reform propasal was principally agreed upon albeit the specific details of the report had not

been decided at that time, and it was only at the beginning of this year when government and

opposition parties agreed upon the introduction of the new system {Handelsblats 1998; FAZ

1998). The dominant feature of 1he 1994 proposal was 1o improve actuarial fuirmess (only

25 percent of the contribution can be regarded as an (actuarial) insurance premium under the

old system). The new systern is 10 be phased in over a4 period of 20 10 25 years. Its main

features are:

- The flal rate basic pension is gradually clawed back as the earnings-related pension exceeds
a certain threshold.

-~ Earnings-refated pensions are based on life-time income rather than the best 15 years as in
the old system.

~ Pensions are indexed to inflation with 1he indexing factor reduced when real GDP growth is
under a certain norm (1,6 percent) and increased when growth exceeds that norm.,

— The official retirement age remains 65 but earlier retirement from the age of 61 onwards and
later retirement (no upper limit} is possible with an actwarial adjustment of the pension.

- Pensions will be linked 10 life expectlancy at retirement.

— Strengthening of 1he funded element of the system. 2.5 percentage points of the
contribution rate which at £8.5 percent of wages will be put inte individual accouns 10 he
managed upon the guidelines of the contributor,

— Contributions which used to be paid by employers only (since 1995 employees contributed
at a rate of | percent) are shared equally between employers and employees in Lhe new

system. The extra-burden on workers is compensated by income tax reductions,
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215 Switzerland

In Switzerland, the three-pillar system of old-age income provision has a long tradition. The
system consists of a government-rn old-age insurance (AHV) which is financed pay-as-you-
go2", obligmory occupational pension schemes on a funded basis, and voluntary savings

promoted by preferential (ax treatment.

The public pension AHV is financed by contributions by every person over 18 years at a rate of
4.2 percent of every earned income. Contributions are paid by employees and employers at an
cqual share, Since 1998, also spouses who are not in the labor force have to contribute and are
from the year 2005 onwards entitled Le a pension al the age of 64. There is also a contribution
from 1he Federal budgel amounting to arcund 20 percent of expenditures {Rechsteiner

1906 376).

A minimum contribution is set at FR 390 per year, an upper limit does not exist. By contrast,
for the resulting benefits there is an upper limit at FR 1990 {1997} for a single and FR 2 985
for couples. The minimum pension is FR 995 and FR | 493, respectively (Ahfeldl 1997).
Pensions are adjusied according to the average of a wage index and the consumer price index,
and the statwmory retirement age is 65 for men and, since recently, alse for women (Berger

1997).

As the public pension sysiem is designed to deliver only a floor fo retirement income, the
second pillar has been made compulsory after a referendum in 1983, Tt requires employers 1o
insure their employees with a pension scheme and pay at least half of the contributions which
are 10 percent of the wage bill (Brestel 1998). While cccupational pensions before the
inroduction of 1he obligatory second pillar often were lost when the employer was changed,

the contribulions are now paid into personal accounts thatl belong to the individual worker.

0 The AHV consists of assels amounting to one year of expenditure {Ausgleichsfonds). however
(Giinthardt 1997).
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The funds collected i the second pillar pension schemes amoumted to roughly 90 percent of

GDP in 1995 and are increasing rapidly.

Due to the huge funded pan of the old-age pension system, the problems with the aging of the
population are limited compared to other OECD-countries. However, the AHV which is pay-
as-you-go financed will progressively run into a deficit and needs additional financing in the

medium o long-term (NZZ 1998) in the absence of other reform measures,

2.16 United Kingdom

The public pension system in the United Kingdom originates from the Beveridge-idea of a
comprehensive “National Insurance” (providing a basic flal rame benelit in the cuse of
unemployment, sickness, und disability, and an old-age pension) that is financed hy Yt rate
coniriputions (Disney and Johnson 1998). Additienal private insurance would be left 1o the
individual's choice. In the decades afler the war, a system developed in which Mat rate benelis
were combined with earnings-reluted contributions which eventually led 10 the demand for an
earnings-related component of pensions. As a resull, in 1978 the State Earnings Related
Pension Scheme (SERPS) was introduced. An essential feature of the arrangement was the
contracting ow principle, which allows to opt for contributing 10 an approved company
pension scheme in exchange for a reduction in the contribution rate (o the Nutional Insurance.
This is to be seen against the background that at the time of introduction of SERPS alveady

half of the work force was covered by occupational pension schemes.

Further reforms, mainly the return to consumer price indexation (1979) and downgrading of
SERPS benefits (1986) made the public pension scheme less atiractive (and much less
expensive for the budget in the long run). In addition, the range of pension plans entitled 1o
obtain the coniracted-out status was expanded (o include defined contribution pluns in order 1o
make occupational pension schemes more attractive, especially for smaller companics. Also,
the possibility of opting for individual retirement savings accounis (Personal Pensions) was
introduced. As a result, since the mid-80s the number of persons remaining in SERPS declined

further to around one quarter of the work force.
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The problem for the government with this developmeal has been that contributions 1o the pay-
as-you-go system were reduced through increased contracting-out. An estimated 2 percentage
points of the increase in National Insurance contributions that was necessary to finance the
current expenditure on SERPS-pensions can be atiributed to this factor {Disney and Johnson
1998)2).

In 1993, a reform bill was primarily designed to tighten up the regulation of occupational
pension plans, but comained some notable components relevant to the future prospects of the
public pension system. First, the pensionable age of women will be raised gradually to equal
that of men al 635, between the years 2010 and 2020. Second, a technical reform of the
cofcutation of SERPS benefits and the abolition of a guaranteed minimurn pension will produce

a large saving in fulure government expenditure.

As 2 result of a relatively small markel share of pay-as-you-ge financed public pensions
consisting of basic pensions which are relatively low (approximately 15 percent of average
carnings for an mdividual; Dilnot et al. 19%4) and a small and declining portion of earnings-
related pensions, combined with a compared to other countries relatively benign demographic
structure, the problems of the public pension schemes in the United Kingdomn are projected to
be minor. Provided that the basic state pension conlinues to be indexed to prices, no increase in

contribution rates will be necessary (OECD 1994b).

2.17 United States

In the Uniled States, the central part of the public pension system is the Old Age, Survivors
and Disability insurance {OASDI), which is known as Social Security. This is a defined benefit
pension scheme financed by a pay-rell tax of currently 12.4 percent on a pay-as-you-go basis.

The system covers in principle every person in employment (except part of the public sector

21 Aq the same 1ime, the obligations in the future and, hence, the future contribution rates decreased.
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and household servants with income of less than $1 000 per year). There is an upper lomit (0
average monthly earnings subject to the pay-roll tax. Benefits are calculsed on the basis of the
best 35 years of the cureer and are indexed Lo the consumer price index. The benefits formula
contains a quite significam clement of redistribution, so that low-income wage earners gel a
retirement return on their social security laxes ul more than wriple the rme of high-income wage

earners (Kutiner 1998).

The OASDI is required 1o be financially balanced over a period of 73 years. In 1983, alier
commission chaired by Alan Greenspan had testified a severe long-term  Dmancial
disequilibrium, a reform was curried out 1hat included a slight cut in the inflation adjusument
formula, an increase in the (axable income base, a gradual raising of the stalutory retirement
age by two years 10 67 beginning in the year 2000, and the taxation of social security benelits
o retirees with abundant other incomes. Alse incentives 10 retire early were reduced and
obstacles to working tenger yeurs rernoved (Lumsdaine and Wise 1994: 211ty In addition. (he

Social Security tax rale was gradually raised from 10810 12.4 percen.

In combinution, these measures not only restored the shon-lerm solvency of the system but
generated a surplus of contributions and return on assets of 1the syslem over pension cutlays.
As a result, assets are accumulated in a Trust fund. The volume of these is expected 16 peak in
the year 2021 (Kijakazi, Primus, Greenstein 1998)22, From thmt year on, expenditures on
Social Security benefils will surpass revenues so thal the trust fund assets will progressively be
run down until from the year 2032 onwards. according 10 recenl projections, the system
becomes {partially} insolvent. [n contrast to the assessment of the Greenspun comunission, the
1983 reforms huve apparently not been sufficient 10 siabilize the sysiem. There is stifl a

significant deficit diagnosed when finances are calculated over the next 75 years. 2%

12 The amount of ussets a1 the peak is estimated at atound $ 3 Trillion, about 35 percent of GDP in
1998 { The Economist 1998a).

23 The unfunded obkigations of GASDI are an estimated $ 9 Trillion, 106 percent of this year’s GDP
{Mitchell 1998}, The main reason for the vevision has been unanticipaled weak wage growih in the
decade between 1983 und 1993, I has to be noted 1hat the calculalions are now based on
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As a reaction 10 the perception of a high level of unfunded liabilities implicil in current rules, an
Advisory Council was formed to evaluate the situation and possible reforms of the system. The
committee came up with a number of reform proposals (Gramtich 1998), ranging from minor
changes in benefil schedules and contribution rates {the financial balance would be restored
mainly 1hrough improved invesiment of social security funds) 10 a wide-sweeping reform in
which (he present defined benefit system would be replaced with a large-scale defined

contribulions scherne, similar to the Chilean model.

Very recently, 1he proposal of a bipartisan working group has entered ihe discussion that
essentiully plans to divert 1wo percentage points of the cusrent §2.4 percent payroll tax into
individuad savings accounts (The Ecanomist 1998b). To secure the system’s solvency despile
the reduced comributions that finance current pension expenditure, the retirement age would
rise (o 7¢ by 2029, and the early retirement age {at which a reduced pension can be received)
would rise 10 65 by 2017, In addition, some of the expected surplus it the Federal Budget
could be used 1o finance the transition. As a eesult, the trapsition [0 a system comprising a

significant funded pillar could be managed without a (Social Security-Jax rise.

While a wmajor overhaul of the public pension scheme has not been decided yet, the
administration has progressively increased incentives to save for retirement on voluntary basis
(Eckhardt 1998). Contributions to individual retirement accounts are tax deductible up to a
certain mi {currently $2 000 per year). So called 401(k)-accounts {named after the respective
paragraph in the income lax code) are tax favored savings where the amoumt of individual
savings is matched by an employer contribution. Occupational pension schemes are relevant
mainly for employers of major companies. The majority is of the defined-benefit type although
defined contribution plans gained popularity in recent years, after a number of pension plans’

solvency came into doubt in the early 1990s (The Economist 1993).

assumptions aboul real growth in the economy that are extremely moderate (1.6 percent annual real
GDP growth, compared 10 about 3 percent over the last 75 years).
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3.  Other Parts of the World

31 Central and Eastern Europe

The formerly centrally planned economies in Central and Eastern Europe inherited a
comprehensive unfunded pension system. Pension expenditure in percent of GDP has been in
many countries quite high and has increased rapidly during the early years of transition. partly
due to the fact that the necessary reduction of the work force ofien took place through early
retirement. High pension expendilure is reflected in high rates of social security contributions.

ofien at arcund 50 percent of gross wages (Holzmann 1997).24

The typical old-age pension scheme thar prevailed in Ceniral and Easiern Europe is
characterized by relatively low statutory reticernent ages {Cichon et al. 997 160, gencrally
men were entitled 10 receive a pension at the age of 60, women a1 the age of 55 {with 1he
exception of Poland where retirement ages were 65 and 60, respectively). Typicul qualifying
conditions were 25 years of contributions for men and 20 for women. Beneldt formulas
normally used a fixed percentage of reference income for the required minimum number of
years, plus an increment for additional years of contributions. Actual replacement rates were
usually relatively high and could reach 75 percent of the reference income for persons with 40
years of coniributions and 50 percent for as little as 20 years of conributions. In the early
years of iransition, however, due Lo incomplete indexation, the real value of pensions declined
markedly in a aumber of countries, with the result that despite high pension cxpenditure in
terms of GDP a significant share of pensioners receive income below the officiul poverty lines
(Holzmann 1997: 16).

Initial reform considerations were geared lowards a financial redressing of the unfunded
schemes and an elimination of the main distartions with the 1raditional measures. These include

an increase in the statutory retirement age, an extension of the reference period on which

M In most countries, the lions’ share, il not all, of (he contributions is paid by the employer.
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benefits are calculated. a reduction in the replacement rate, higher deaccrual factors for early
retirement, price instead of wage indexation, elimination of group privileges, consistent tax

treatment of contributions and benefus.

However, none of the reform countries succeeded in the implementation of a consistent reform
package along these kines that would have made it possible 10 put the public pension scheme on
a sound financial footing for the short and mediom term. In most countries, only minor

adjustments or discretionary changes have been made 23

While progress in reforming the pay-as-you-go financed pension systems along traditional lines
proved to be difficult against the background thar such measures necessarily mean a cutback
on acquited rights for imporlant segments of the population, the focus increasingly shified
towards possibilities of a major systemic reform. Particularly, a move towards funded schemes
by means of the intreduction of a multi-pillar pension system as proposed by the World Bank
(1994} gained popularity. In a pumber of countries, pension reform plans that include a
{panial} shift to funded pension schemes have been proposed and n an increasing nurmnber of
thern, among them Estonia, Latvia, Hungary and Poland, the implementation is prepared in
earnest or has even already started. The preparation of the reform plans has been assisted by
the World Bank (Eesti Pank 1998) and financial assistance in the implementation is also
granted ({The Financial Times 1998). In the remainder of this section, recent developments in

the three major counlries of the region are described in more detail.

— Czech Republic

The main pillar of the Czech pension system is a public pay-as-you-go financed system
comprising 4 flat-rate and an earnings-related component (since 1996). In order to provide

additional retirement income, the establishment of private pension funds, which are restricted in

2% For a country by country overview of pension reforms undertaken or under discussion see Cichon et
al. 1997: 22ff.
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their invesiment decisions, has been made possible as early as 1993, Participation in private
insurance schemes is veluntary but supporied by state contributions. Although the public
pension expenditure is relatively modest at 9 percem of GDP (OECD 1996¢) compared to
other Cemral European countries, the rate of contribution o the public pension scheme at
26 percent is sl high by imernational standards and expeclted 1o ncrease due (0 a
deleriorating depending ratic. As a reaction, it was decided i a 1995 reform bill to gradually
increase the retiresnent age from 60 years to 62 years for men and from 53 - 57 years
{according 1o the number of children) for women to 57 - 6] years by the year 2006. Additional
measures include a gradual increase in the number of active years on which the caleulation of
benefits is based from 10 1o 30 years, the introduction of more formal indexing rules?0 and,
maybe most importantly, strengthening the link between contributions and benelits. The
pension reform debate has begun again recently. focusing on the intreduction of an additional

mandatosy fully Tunded tier.

—  Hungary??

In Huagary, the National Pension Fund was esiablished in 199t paying pensions on a puy-as-
you-go basis. A second voluntary tier was intreduced in 1995 based on mutual funds. The
aging of the population, declining employment rates and a large and rising shure of the work
force on early retirement and disability pensions has inclined the government to make a number
of reforms in recent years. These reforms have included a broadening of the contributions base,

and vhe raising of the slalutory retirement age from 60 and 35 for men and women.

2 Coneributions are indexed to average wages and benefits to CP and wages. The adjustrient of
pensions 1o developments in prices has still a significam discretionary element. According to the
reform bill, pensions are to be adjusted when consumer price increases have accumulated 10
5 percemt, and increases in wages are to be taken inlo account. fn order 1o generate savings in
government expenditures in face of the deteriorating ecomomic environment, it was, however.
decided 1o raise pensions not before a rise in prices of at least 10 percent occurred (Lodab and
Schrooten 1998: 109).

T This section draws on OECD {§9971: 13611} and Cichen et al, (1997: 23).
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respectively, 1o a uniform 62 years by 2009. In its latest reform package, there is also a change
of indexation from a wage-based system to a combination of wages and consumer prices

(*Swiss index™).

The ubove changes in the pay-as-you-go scherme are expected to lead to a significan surplus in
the finances of the system at 1oday’s contribution rate (30 percent} in the short to medivm-term
(although o fall into deficit after 2030 is still to be expected). These surpluses are planned 10 be
used 10 help linance the transition to a more equitable and financially sustainable three-tier
system which was started a1 the beginning of 1998. The new system comprises a scaled-down
pay-as-you-go scheme. complemented by a compulsory, privately managed, fully-funded

second tier and a voluntary fully-funded third tier.

in 1he new system, the pay-as-you-go tier will be defined benefin and earnings related providing
u replacement rate of 40 percent after 35 years of contributions. It will be financed by three-
quarters of the total present contributions. The remaining quarter will be paid inte the
individualt reticement savings scheme. The new sysiem will be compuisory for new entrants into
the labor murket, while existing employees under 47 yeuars of age can opt for either the new

multi-tier system or the madified old pensieon system.

— Poland

The Pelish public pension system underwent a major revision in 1993, when the system was
split up into two tiers (Heinrich et al. 1996: 87(1.). One tier provides a Nat rate basic pension
amounting to 24 percent of the average gross wage, the second tier pays a benefil related to
the individual's years of contribution and her earnings in the five best of the fourteen years
preceding retirement. Pension benefits are taxable. Together with the reform of the institutional
chasucteristics of the pension sysiem, the benefits level was raised in order 10 compensate for
incomplete indexation in the preceding years, and a regular adjustrment 1o changes in average
wages was intreduced. Currently, public pensions are on average as high as 70 percent of the

average wage. As u result of the combination of a high benefits level and a rising number of
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pensioners?t, public pension expenditure has ncreased strongly and has reached 16 percent of

GDP compared 10 |10 percent on average in the OECD-countries.

The high financial burden of the existing pension system and the mounting doubts aboul its
viability in the future led to persistent demand for further reform. Recently, a rather wide-
sweeping reform®” has been legislated and is scheduled 10 become effective beginning in 1999
{Woycicka 1998). It essentially means to replace Lhe present social securily system gradually
by a systerm consisting of two mandatory pillars: the first financed on a pay-us-you-go but
tefined-compibintion basis {as has been introduced recemtly in Latvia), and 1he second fully
funded and privately managed. In addition, retirement income is to be supplied by volumary
individual savings. As to the fist pillar, benefits are calculated according to past contribwions
and the life expectancy at retivement which effectively corrects for early of late retiresnent. In
light of experience made in Lalvia, however, the statutory retirement age will be kept a
present levels, 20 percent of the current social security contributions {9 percent of wages) will
be paid into the second leg of the system comprising indwvidual accounts in privately managed

but regulated pension fonds.

The system will be introduced gradually. Workers aged over 50 remuin in the old system.
Workers younger than 30 will contribute to the new system, and workers between 30 and 50
can contribute to the second leg of the new system on a voluntary basis. A deficit in the current
pension scheme Lhat results from ibe effective 20 percent reduction in contributions to the pay-
as-you-go system for younger workers i planned (o be financed from the general budget using

receipts from privatization.

28 While the statutory retirement age al 65 and 60 for men and women, respectively, is retatively bigh
compared 10 other Central European countries, the actual retirement age is much lower due to earty
relirement.

¥ For a detailed description of 1he ceform and its rationale see World Bank (1997a: 72(f.) and Loboda
and Szalkiewicz-Zaradzka (1998},
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3.2 East Asia

East Asia is the most rapidly aging and most rapidly growing region (James 1997: 362). In
many countries the aging of population combines with the erosion of the extended family, and
governments will have (o act quickly to these challenges. Currently. public pension schemes
based on the principle of pay-as-you-go financing are virtually non-existent. While in some
cousntries, like Singapore and Malaysia, retirement saving is mandatory and in the Philippines,
there is a relatively well-developed 1wo-pillar pension system (Asher 1998), mosl countries,
including China and Indonesia, still have to build up formal universal pension schemes. Recent
steps have been dominated by efforts to extend the coverage of occupational pension schemes
on a defined-contribution basis (Piazolo [998). A special case which deserves particular
attention is China, where the problems of the pension system interlink with the challenge of

structural adjustments in the state-enterprise sector (World Bank 1997b).

33 Latip America

Public pension systems have in Latin America traditionally been financed pay-as-you-go. These
systemns, however, have fared panicularly bad in an inlernational comparison. They did not
deliver what 1hey had promised, and although there had been cuts in benefits and a rising rate
of comributions, financial disequilibrium increased. The Argentine public pension system, for

example, was virfually bankrupl in 1991 (Queisser 1998).

In view of 1he deteriorating pecformance of the pay-as-you-go schemes and the prospects for a
further worsening of the situation, an increasing number of Latin American governments
decided to implement a major systemic reform, partly along the lines of the Chilean model,
pastly more in accordance with the World Bank’s three-pillar approach. However, the
introduction of a significant elernent of pre-funding of pensions was at the heart of the reforms

N any case,

The Chilean reform of 1981 is well known and well documented (e.g. Edwards 1998; Vittas

1995). Essentially. the reform meant to privatize old-age pensions. The former pay-as-you-go
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system which was inefficient, distributively unjust and basically insolvent was replaced with a
mandatory individual capitadization, fully funded, privately managed system that delivers
pensions on a defined contribution basis. The government guaraniees a minimum pension that
is defined relative to the average yield of the pension funds. Pension claims that had been

accurnulated under the ¢ld system were recagnized by issuzance of government bonds.

While there have been some weaknesses identified, including » lack of coverage, problems of
moral hazard among low wage workers, and high administration costs, the Chilean reform hax
been widely judged as a success. This may have contributed 10 a spreading of the idea of
reforming public pension systems towards more funding 10 an increasing number of Latin
American countries. Major reforms have been underiaken or are underway in Argentina
{1994}, Bolivia {underway), Colombia {1994), Mexico (1992, 1995), and Uruguay (1996}
Other countries, including Brazil, Costa Rica, Ecuador, El Salvador, Honduras, and Paraguay,
are engaged in serious discussions. In all cases the reform involved setting up a fully-funded
saving ptan, continuing to pay the pensions of retirees and of workers who do not swiich, and
issuing bonds recognizing the accrued entitlemens of workers who do swiich (James 1997;
363). However, the reforms in the individual countries differ significamly in a number of key
respects. ¥ Differences can be identified concerming the character of the funded pillar
{mandatory or voluntary), the mode of financing of the new system, the size of a remaining
pay-as-you-go pillar and the existence and level of a guaranteed minimum pension, the size and
imance of the transition obligation, and 1he details of the regulutory framework. The variations
in recent approaches to old-age pension reform in Latin America will give an opportunity 1o

gain further empirical evidence on the shape of a well-designed pension reform.

W For a more detailed discussion of the characteristics of the reforms and of problens associated with
the various pension systems see Aiver (1997) and Michell and Barreto (1997).
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4. Concluding Remarks

There is a clear 1endency to reforms that inceense the degree of pre-funding of pension
obligations. A aumber ol countries has proceeded significantly along that route, be it through
stronger funding in the public pension schemes {Canada, Finland, Sweden, US), be it through
strengthening 1he role of private occupational pensions { Avstralia, Denmark, the Netherlands,
Switzerland, UK). These measures 1hat tend 1o lessen the burden on future generations, have
resulted in a burden today that is somewhat higher than without such reforms despite the fact
that meuasures Lo restrain expenditure were taken alse, In some countries, comnibulion rates are
raised beyond what would be necessary withoul an increased [unding, in other countries
subsidies o the system from general tax revenpues are increased. Another set of industrial
countries have confined their reforms mainly 10 more or less significant adjustmenis to the
prevailing pay-as-you-go systems, without increasing the funded element (Austria, Belgium,
France, Germany, Ttaly. Japan, New Zealand, Spain). The cupacity of the conventional
measures to redress these systems in order 10 balance their finances in the long-term seems
limited, however:

—— An increase in revenues through higher contribution rates or taxes is obviously aboul to
reach a ceiling in o aumber of countries due to the associated excess burden of such a policy
and rising international 1ax competition.

— Lowering of other public expenditure (e.g. education or defense) can only contribule
partially given she scope of the task.

— A marked increase in the retiremem age can polentially comribule significantly but is
politically ditficult to implement, especially where high unemployment is effectively pressing
actual relirement age into the opposite divection.

— The reduction in the benefit level per retiree through lower pension benefis, lower
indexation, higher taxing or enhanced means-testing has been applied in recent reforms in
various countries but these measures can only mitigale some of the probiems and are unlikeby

to put the pension schemes on a sound long-term fiscal footing.
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Because an easly move to increased funding can reduce significantty the burden that is 10 be
ultimately borne when Lhe strong cohorts will retire, pension reform in that direction should be
part of a strategy to cope with the problems of an aging population. Particularly, the majority
of Euroland countries have until now been lagging behind on that route. By increasing the
capacity 1o finance the transition, further consolidation of the general governmen fnances
{excluding social security) can greatly contribule to the viability of a major switch to funded
pensions. The rectifying of existing pay-as-you-go schemes (raising retirement age, eliminating
rewards for early retirement, downsizing benefits} can be seen as a first necessury slep on the
way towards a system comprising a major funded pilkar, in order 1¢ redvce the uncovered
liabilities and increase the relative avtractiveness of a new system. Perhaps the examples of
more radical reforms in some future member couniries of the European Union in Ceniral

Europe can stimufate the discussion on more decisive reforms in the Union iiself,
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