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Pension policy: somebasics

ÅMain goals of pension policy:

ïConsumptionsmoothing

ïAvoidingpovertyin old-age



Pension policy: somebasics

With perfect information (certainty) andrationalbehaviour: Fisher 
model
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Consumption when younger

Simple Fisher model (Barr, 2012: 53)



Pension policy: somebasics

ÅWith complete information:
ïInsurance is not necessary(no risk)

ïVoluntaryaction usingprivate institutions

ïTransientpovertysolvedby borrowingand/or 
saving

ïLifetimepoor => governmentintervention



Pension policy: somebasics

ÅConsumptionsmoothing

ÅProblemof productionandconsumptionof goods
andservices (not money)

ÅOnlytwo ways:

ïStoring

ïClaim



Pension policy: somebasics

ÅClaim:

ïMoney => Building up financial assets (funding)

ïPromise=> unfunded/ pay-as-you-go (PAYG) 
schemes



Pension policy: somebasics

ÅFundedschemes

ïLumpsumv. annuity

=> exchange for goods& services whenretired

ïReserves match all outstandingliabilities

ïGenerationis constrainedby own past savings



Pension policy: somebasics

ÅPAYG schemes

ïCurrentcontributionsof workingpopulation

ï=> contractarian

ïCanredistributeacrossgenerations(broaderrisk 
sharing)

ïEspeciallyimportant in start-up phase, after high 
inflation (cf. historicaldevelopments), or other shocks



Pension policy: somebasics

ÅRelationcontributions-benefits

ïDefined-contribution (DC) plans

ÅReal ratesof return

ÅFutureearnings

ÅFuturepricing of annuities



Pension policy: somebasics

ÅRelationcontributions-benefits
ïDefined-contribution (DC) plans

ïDefined-benefit (DB) plans

ÅPromise

ÅNo direct link betweencontributionsandbenefits

ÅE.g. pension = total grossearnings* 0.6 * 1/45

ÅRisk => employer/ society

ïNotionalDefined-contribution (NDC) plans



Whygovernmentintervention?
ÅFirst-best economy:
ïPerfect competition (price taker, equal power)

ïNo externalities, no public goods, or increasing returns to scale
ÅPublic good: non-rivalnessin consumption, non-excludability, non-

rejectability

ïPerfect information (of buyers and sellers, about quality, price 
and future)

ïMaximizing behaviour (vs. bounded rationality & bounded will-
power)

ïComplete markets

ïNo distortionary taxation (changing behaviour)



Whygovernmentintervention?

ÅSupply side

ïRisk, not certainty

ïRisk, not uncertainty

ÅAsymmetricinformation: adverse selection(hidden
info; cream skimming) & moralhazard (hiddenaction)

ÅKnownindividualrisk, not common shock 
(macroeconomic, demographic, politicalΣΧύ

Premium = (1 + admincostsandprofit)  
* ƛƴŘƛǾƛŘǳŀƭΩǎprobability* expectedloss



Whygovernmentintervention?

Demandside

ÅLifetimepoor

ÅCanpeoplemake goodchoices? (cf. Fisher model)
ïPremium, retirementage, provider, investment plan, 

annuitizationΣ Χ

ïUncertainty(longevity, intrests, inflation, needsΣ ǎƻŎƛŜǘȅΣ Χύ

ïPension investmentsrequirecontinuousmonitoring (and
asymmetricinformation)

ïSizableadministrativecosts

ïManagement risk & investment risk



Whygovernmentintervention?

ÅDemandside

ïLifetimepoor

ïCanpeoplemake goodchoices? (cf. Fisher model)

ïBehaviouralproblems

ÅBoundedrationality

ÅBoundedwill power



Whygovernmentintervention?

ÅDemandside
ïLifetimepoor

ïCanpeoplemake goodchoices? (cf. Fisher model)

ïBehaviouralproblems

ïWith high potential costof mistaken choicesor wrong 
(non-)action

ïRegulationandlimiting choice

ïCompulsory(auto-)enrollment
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Diversity in pension system design

ωSocial Risk

ωPrimary aims

ωSecondary aims
Aim

ωWho is protected (category)

ωWho receives (circumstance / conduct)Mode of access

ωNature of benefit

ωWho receives how much

ωindexation
Benefit structure

ωWho pays how much, under what conditions?

ωFinancing techniqueFinancing

ωWho are the actors?

ωWhat is their role?Governance



Diversity in pension system design

Overbye, E. (1997), 'Mainstream Pattern, Deviant Cases: the New Zealand and Danish Pension 
Systems in an International Context' in Journal of European Social Policy, 7(2): 101-117



3. Pensions in the EU

Overbye, E. (1997), 'Mainstream Pattern, Deviant Cases: the New Zealand and Danish Pension 
Systems in an International Context' in Journal of European Social Policy, 7(2): 101-117



Diversityin pension system design

ÅHybridisation



Natali, D. (2004), 'The Hybridisationof Pension Systems Within the Enlarged EU: Recent Reforms in Old and New 
Members' in BelgischTijdschriftvoorSocialeZekerheid(Belgian Review of Social Security), 46(2): 349-374



A classification
schemeof pension 
programmes

Source: Immergutet al., 
2007: 22.



Belgium (mid-
2000s)

Anderson et al. 
(2007: 316)



United Kingdom
(mid-2000s)

Schulze and
Moran (2007: 63)



Ireland (mid-
2000s)

Schulze and
Moran (2007: 
772)



Netherlands
(mid-2000s)

Anderson 
(2007: 727)



Diversityin pension system design

ÅAvoidingold-agepovertyis major goal

ÅBut alsoother types of redistribution

ÅMinima more important in future? (E.g. EC, 2010)

ïre-strengthening of the link between contributions and 
benefits

ïgrowing reliance on defined-contribution (private) 
pensions 

ïa projected fall in public pension replacement rates

ïgrowing reliance on price indexation of pensions in 
payment

ïimproved benefit levels of minimum income guarantees



Diversity in pension system design

Source: European Commission, 2012: 5



Diversity in pension system design

Solidarity & redistribution

ÅΨwƛǎƪΩ ǇƻƻƭƛƴƎ



Diversity in pension system design

Source: OECD Health Statistics 2015, http://dx.doi.org/10.1787/health-data-en.

65

70

75

80

85

90

S
p

a
in

It
a

ly

F
ra

n
ce

A
u

st
ra

lia

S
w

e
d

e
n

L
u
xe

m
b

o
u

rg

G
re

e
ce

N
e

th
e

rl
a

n
d

s

A
u

st
ri
a

U
n

ite
d
 K

in
g

d
o

m

F
in

la
n

d

Ir
e

la
n

d

G
e

rm
a
n

y

P
o

rt
u

g
a

l

B
e

lg
iu

m

O
E

C
D

 (
3

4
)

S
lo

ve
n
ia

D
e

n
m

a
rk

C
ze

ch
 R

e
p

.

E
st

o
n
ia

P
o

la
n

d

H
u

n
g

a
ry

Life expectancy at birth, 2013

Total Men Women



Diversity in pension system design

Source: Source: http://ec.europa.eu/health/dyna/echi/datatool/index.cfm (May 2016)
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Diversity in pension system design


