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Summary: Systemsproviding financialsecuriy for the old are underincreasingstran througtout the
world. Changingdemographicéiave led to anincreaedproporion of old peoplein the generalpopula
tion. Traditional meansof supportfor theold, suchasextendedamilies arewealening. Meanwhle, for-
mal systemssuchasgovernment-beked pensionshave proven unstable For thesereasongconomists,
policymalkers, andgovernmenfficials areexploring waysto addresssuchissuesas:

1. How to ensurdinancid securiy for theold andthe bestwaysof payingfor suchsecurty

2. Therolesof the public and private sectos whensystemsare usedto enhane ratherthandetrac
from economiagrowth.

This book, thefirst comprehensie andglobalexaminationof old agesecurty, addresessuchissues.
It identifies threefunctionsof old agefinancialsecuity progams—redistbution, saving, andinsurance.
It evaluates the policy optionsfor meetingthesefunctions usingtwo criteria: theirimpacton the aged
andther impacton the economyasa whole. The studysuggestshatfinancialsecurty for the old and
economiagrowth would be beter senedif governmentselied onthreesystens. Theseare:

1. A publicly manageaystemwith mandatoy participation andthe limited goalof reducirg poverty
amongtheold

2. A privatelymanagednandatorysazingssystem

3. A voluntarysavingssystem.

Thesethreesystemswould ensureagainstthe mary risks of old age. The study concludeshat a
combinaton of differentincomesecuity policies is moreeffective thanary single approachandthatall
countriesshouldbeggin planningfor their agingpopuldionsnow.

Chapter 1: Overview Summarizegorecastsof a worldwide demograplhd transtion andmalkesthe case
thatthereis alooming*“old agecrisis”:

1. In 1990almosthalf a billion people,just over 9% of world populaton, were over 60 yearsago.
By 2030the numberwill triple to 1.4 billion. Most of this growth will take placein developing
counties,over half of it in Asia,andmorethana quarerin Chinaalone

2. Becausef the broaddiffusion of medicalknowledgeanddeclining fertility, developingcountries
areagingmuchmorerapidly thanindustial countries. In Belgiumit took 100yearsfor the share
of populatbn over 60 to doublefrom 89 to 18 percen. In Chinathe sametranstion will take only
34 yearsandin Venezued 22 years

3. In someLDCs, publicly managedsocial secuity fundscan be dissipaed by poor management.
In Zambia,the public provident fund invesed exclusgvely in public secuities lost 23% per year
betwea 1981 and 1988. More than half the contritutionsin 1988 were usedfor administative
expenss.



4. High payrol taxesdistort labor markets and reducegrowth. In Hungary more than 25% of the
populdion is retired, the averageageof retirementhasfallento 54, andthe payrooltax neededo
pay public pensonsis 33%.

5. Pensimersin somelLDCs aresubject to severeinflation risks In Venezued, real penson benefits
fell 60% during the 1980slargely becausesocid secuity benefitswere not indexed to the high
inflation ratesduringthatperiod.

6. High governmentspendiig on socid securiy crovdsout otherpublic goodsandservices.In 1989
Austria’s penson fundscost15 of GDP andold agebenefitsabsorbe@d0% of public spending.

7. Despike seemingy progressve benefitformulasin public pensionplansin Netherands,Sweden,
UK andUS, studeshave not found significan redistribution of lifetime incomefrom rich to poor.
Thisis partly becaus therich live longerandcolled benefitsfor moreyears.

Book amguesthat lessdevelopedcountres in Africa and Asia primaiily rely on informal systemdor
providing for old agesecury. Theseinformal systensaretypicaly basedon family transfes including
extendedfamily relaionshipswherechildren supportandoftenlive with their parens andgrandparats.
The movementfrom farmto factoryandfrom countwy to city duringtheindustial revolution leadto the
demiseof informal sysemsin mostof the now-industialized counties. In themid 1800sformal sysems
for old agesecurity were developedin thesecountries. Currenly about40% of the world’s populaton
andmorethan30% of its old arecoveredby formal arrargementdor old age.Formalsystenstake three
mainforms:

1. Public pay-asyou-goplans. Thisis by farthe mostcommonformal system,mandatoy for cov-
eredworkersin all counties. Coveragds almostuniversdin highincomecountiesandwidesprad
in middle incomecountres. This systemsaretypicaly definedbenefitplanswherethe pension
benefitis is anindirectfunction of theindividual’s earnngshistory, with provisionsfor bothintra-
geneationalandintergeneréional redigribution.

2. Occupational Plans. Theseare privately managedensons offeredby employers to attractand
retainworkers. They areoftenfacilitatedby tax concesginsandareincreasgly regulaedby gov-
ernmens. Theseplanshave tendel to bedefinedbenefitandpartially fundedin thepast,althoughin
the U.S.therecenttrerd hasbeentowardsdefinedcontribution, fully fundedplansdueto changes
in tax deductblity of employer contritutions andretiree benefits More than40% of workersare
coveredby occupatbnal plansin Germairy, JapanNetherhnds,the UK andthe US, but far fewer
in thedevelopingcountres.

3. Personal savings and annuity plans. Thesearefully fundeddefinedcontibution plans. Work-
erssave whenyoungto suppot themseleswhenold. Sincebenefitsarenot definedin advance,
workersandretireesbearthe invesmentrisks on their savings. However theseplansareportale,
sothereis lower risk of lossof benefitsdueto job mobility, asis moretypicaly of somedefined
benefitoccupatbnal plans. Voluntary personaketirementsaving is foundin every counts, often
encouagedby tax incentves. Somecounties have madesuchsarzing mandatoy aspartof some
form of privatizedsocial securily systen. A key distinction is betweenmandatoy savings plans
managedy the government(e.g. Malaysa, Singaporeand several African countries) andthose
managedy multiple competingprivatecounties (e.g. Child, Argentna, ColumbiaandPeru)

Key Policy Issues



1. Shouldthesystembevoluntay or compulsory?At whatlevelsshouldbenefitshe set?

2. Whatshouldbetherelaive weightputon savingsvs. redistribution?

3. Who shouldbeartherisk of unexpectal outcomes— pensiones or othersin thesocity?

4. Shouldthe systembefully fundedor pay-asyou-go?

5. Shouldit bemanageaentally or decentally andcompetiively?

Functionsof a Formal System:Oneof the primepolicy issuesin thedesig of old agesecuity programs
is therelative importarce of saving redistibution andinsurancefunctions,andtherole of governmentn

each.
1.
2.
3.

Saving involvesincomesmoothingover anindividual's lifetime.
Redistrib ution involvesshifting lifetime incomefrom oneper®nto anothe.

Insurance involves incometranders betweenindividuals but to pool risks, effectively reducihg
or eliminaing them at the individual level due to the operaton of the “law of large numbers.
redistribution?

Towards a Multi Pillar System: The book recommendseparahg the savings, redistibutive andin-

suranceasped of formal systemsand placing themunderdifferent different financirg and manageria
arrargementsn two differentmandatorypillars — onepublidy managedndtax-financedandthe other
privately manageandfully funded— supplemeradby avoluntary pillar for thosewhowantmore. Thus
thethree pillarsof old agesecuriy are:

1. Mandatory publicly managedpillar whosemainobjectvesareredistibution andinsurancepro-

viding definedbenefitsvia a payrol tax that financesa means-#stedpensionwith a minimum
penson guarantee,

. Mandatory privately managedpillar whosemainobjedivesaresavingsandinsuraice,providing

definedcontritution benefitsvia personalkaving (IRA) or occupaibnal savings plan (401K) that
areregulaedandfully funded.

. Voluntary Pillar whosemain objectivesareto supplementhe retirementbenefitsfrom the other

two pillarsvia peronalretirementsarings.

Benefitsof a Multi Pillar Systemit canhelpcountriesto:

1. make clea decisbnsaboutwhich groupsshouldgain andwhich shouldlosethroug transgersin

the public mandatorypillar, both within and acrossgenerabns. This shouldreducepenerseor
capiciousredistibution andpoverty.

2. acheveacloserelaionshp betweenncrementalcontribbutionsandbenefisint he privatemandatory

pillar. This shouldreduceeffective tax rates,evasion,andlabormarket distortions

3. increasdlong term saving, capital market deepemg, and growth through the useof full funding

anddencetalizedcontrolin the secondpill ar.



4. diversfty risk to thefullest dueto the mix of public andprivate managemengolitical and market
deteminationof benefits the useof wagegrowth andcapital incomeasa basisfor finance,andth

ability to investin awide variety of securiies— public andprivate equityanddebt,domesticand
foreign.

5. insulatethe systemfrom “political risks” including political pressiresfor designfeauresthatare
inefficientaswell asinequitble. the refrementbenefitsfrom the othertwo pillarsvia persona
rerementsavings.



