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Summary: Systemsproviding financialsecurity for the old areunderincreasingstrain throughout the
world. Changingdemographicshave led to anincreasedproportion of old peoplein thegeneralpopula-
tion. Traditionalmeansof supportfor theold, suchasextendedfamilies, areweakening.Meanwhile, for-
mal systems,suchasgovernment-backedpensions,have provenunstable. For thesereasonseconomists,
policymakers,andgovernmentofficialsareexploringwaysto addresssuchissuesas:

1. How to ensurefinancial security for theold andthebestwaysof payingfor suchsecurity

2. The rolesof the public andprivatesectors whensystemsareusedto enhance ratherthandetract
from economicgrowth.

Thisbook,thefirst comprehensive andglobalexaminationof old agesecurity, addressessuchissues.
It identifies threefunctionsof old agefinancialsecurity programs–redistribution, saving, andinsurance.
It evaluates the policy optionsfor meetingthesefunctionsusingtwo criteria: their impacton the aged
andtheir impacton theeconomyasa whole. The studysuggeststhat financialsecurity for theold and
economicgrowth would bebetter servedif governmentsrelied on threesystems.Theseare:

1. A publicly managedsystemwith mandatory participation andthelimitedgoalof reducing poverty
amongtheold

2. A privatelymanagedmandatorysavingssystem

3. A voluntarysavingssystem.

Thesethreesystemswould ensureagainst the many risks of old age. The studyconcludesthat a
combination of different incomesecurity policies is moreeffective thanany single approachandthatall
countriesshouldbegin planningfor theiragingpopulationsnow.

Chapter 1: Overview Summarizesforecastsof a worldwidedemographic transition andmakesthecase
thatthereis a looming“old agecrisis”:

1. In 1990almosthalf a bill ion people,just over 9% of world population, wereover 60 yearsago.
By 2030the numberwill triple to 1.4 billi on. Most of this growth will take placein developing
countries,overhalf of it in Asia,andmorethana quarter in Chinaalone.

2. Becauseof thebroaddiffusion of medicalknowledgeanddeclining fertility, developingcountries
areagingmuchmorerapidly thanindustrial countries. In Belgiumit took 100yearsfor theshare
of population over 60 to doublefrom 89 to 18 percent. In Chinathesametransition will take only
34yearsandin Venezuela22 years.

3. In someLDCs, publicly managedsocial security fundscanbe dissipated by poor management.
In Zambia,the public provident fund invested exclusively in public securities lost 23% per year
between 1981and1988. More thanhalf the contributions in 1988wereusedfor administrative
expenses.
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4. High payroll taxesdistort labor marketsandreducegrowth. In Hungary more than25% of the
population is retired,theaverageageof retirementhasfallento 54, andthepayrooltax neededto
paypublic pensionsis 33%.

5. Pensionersin someLDCs aresubject to severeinflation risks. In Venezuela, realpension benefits
fell 60% during the 1980slargely becausesocial security benefitswerenot indexed to the high
inflation ratesduringthatperiod.

6. High governmentspending on social security crowdsout otherpublic goodsandservices.In 1989
Austria’spension fundscost15 of GDPandold agebenefitsabsorbed40%of publicspending.

7. Despite seemingly progressive benefitformulasin public pensionplansin Netherlands,Sweden,
UK andUS,studieshave not foundsignificant redistribution of lifetime incomefrom rich to poor.
This is partly because therich live longerandcollect benefitsfor moreyears.

Book arguesthat lessdevelopedcountries in Africa and Asia primarily rely on informal systemsfor
providing for old agesecurity. Theseinformal systemsaretypically basedon family transfers including
extendedfamily relationshipswherechildren supportandoftenlive with their parents andgrandparents.
Themovementfrom farmto factoryandfrom country to city duringtheindustrial revolution leadto the
demiseof informal systemsin mostof thenow-industrializedcountries. In themid 1800sformalsystems
for old agesecurity weredevelopedin thesecountries. Currently about40% of the world’s population
andmorethan30%of its old arecoveredby formalarrangementsfor old age.Formalsystemstake three
mainforms:

1. Public pay-as-you-goplans. This is by far themostcommonformal system,mandatory for cov-
eredworkersin all countries.Coverageis almostuniversal in highincomecountriesandwidespread
in middle incomecountries. This systemsaretypically definedbenefitplanswherethe pension
benefitis is anindirectfunction of theindividual’s earningshistory, with provisionsfor bothintra-
generationalandintergenerational redistribution.

2. Occupational Plans. Theseareprivately managedpensionsofferedby employers to attract and
retainworkers.They areoftenfacilitatedby taxconcessionsandareincreasingly regulatedby gov-
ernments. Theseplanshavetended to bedefinedbenefitandpartially fundedin thepast,althoughin
theU.S. therecenttrend hasbeentowardsdefinedcontribution, fully fundedplansdueto changes
in tax deductiblity of employer contributionsandretireebenefits. More than40% of workersare
coveredby occupationalplansin Germany, Japan,Netherlands,theUK andtheUS, but far fewer
in thedevelopingcountries.

3. Personal savings and annuity plans. Thesearefully fundeddefinedcontribution plans. Work-
erssave whenyoungto support themselveswhenold. Sincebenefitsarenot definedin advance,
workersandretireesbeartheinvestmentriskson their savings. However theseplansareportable,
so thereis lower risk of lossof benefitsdueto job mobility, asis moretypically of somedefined
benefitoccupational plans. Voluntary personalretirementsaving is found in every country, often
encouragedby tax incentives. Somecountrieshave madesuchsaving mandatory aspartof some
form of privatizedsocial security system. A key distinction is betweenmandatory savings plans
managedby the government(e.g. Malaysia, Singaporeandseveral African countries) andthose
managedby multiplecompetingprivatecountries(e.g.Child, Argentina,ColumbiaandPeru).

Key Policy Issues:
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1. Shouldthesystembevoluntary or compulsory?At whatlevelsshouldbenefitsbeset?

2. Whatshouldbetherelativeweightputonsavingsvs. redistribution?

3. Whoshouldbeartherisk of unexpected outcomes— pensionersor othersin thesociety?

4. Shouldthesystembefully fundedor pay-as-you-go?

5. Shouldit bemanagedcentrally or decentrally andcompetitively?

Functionsof a Formal System:Oneof theprimepolicy issuesin thedesign of old agesecurity programs
is therelative importanceof saving, redistributionandinsurancefunctions,andtheroleof governmentin
each.

1. Saving involvesincomesmoothingoveranindividual’s lifetime.

2. Redistrib ution involvesshifting lifetime incomefrom oneperson to another.

3. Insurance involves incometransfers betweenindividualsbut to pool risks, effectively reducing
or eliminating them at the individual level due to the operation of the “law of large numbers.”
redistribution?

Towards a Multi Pillar System: The book recommendsseparating the savings, redistributive andin-
suranceaspects of formal systemsandplacing themunderdifferent different financing andmanagerial
arrangementsin two differentmandatorypillars — onepublicly managedandtax-financedandtheother
privately managedandfully funded— supplementedby avoluntary pillar for thosewhowantmore.Thus
thethree pillarsof old agesecurity are:

1. Mandatory publicly managedpillar whosemainobjectivesareredistributionandinsurancepro-
viding definedbenefitsvia a payroll tax that financesa means-testedpensionwith a minimum
pension guarantee,

2. Mandatory pri vately managedpillar whosemainobjectivesaresavingsandinsurance,providing
definedcontribution benefitsvia personalsaving (IRA) or occupational savings plan (401K) that
areregulatedandfully funded.

3. Voluntary Pillar whosemainobjectivesareto supplementtheretirementbenefitsfrom theother
two pillarsvia personalretirementsavings.

Benefitsof a Multi Pillar SystemIt canhelpcountriesto:

1. make clear decisionsaboutwhich groupsshouldgain andwhich shouldlosethrough transfersin
the public mandatorypillar, both within andacrossgenerations. This shouldreduceperverseor
capriciousredistributionandpoverty.

2. achieveacloserelationshipbetweenincrementalcontributionsandbenefitsint heprivatemandatory
pillar. Thisshouldreduceeffective tax rates,evasion,andlabormarketdistortions.

3. increaselong term saving, capital market deepening, andgrowth through the useof full funding
anddencetralizedcontrolin thesecondpillar.
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4. diversify risk to thefullest dueto themix of public andprivatemanagement,political andmarket
determinationof benefits,theuseof wagegrowth andcapital incomeasa basisfor finance,andth
ability to investin a wide variety of securities— publicandprivate, equityanddebt,domesticand
foreign.

5. insulatethesystemfrom “poli tical risks” includingpolitical pressuresfor designfeaturesthatare
inefficient aswell as inequitable. the retirementbenefitsfrom the other two pillarsvia personal
retirementsavings.
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