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Pension policysomebasics

A Main goals of pension policy:
I Consumptiorsmoothing

I Avoidingpovertyin old-age



Pension policysomebasics

With perfect information €ertainty) andrationalbehaviour Fisher
model Simple Fisher model (Barr, 2012: 53)

Consumption when older

Consumption when younger



Pension policysomebasics

A With complete information:
I Insurance isot necessaryno risk)

I Voluntaryactionusingprivate institutions

I Transientpovertysolvedby borrowingand/or
saving

I Lifetimepoor =>governmentintervention



Pension policysomebasics

A Consumptiorsmoothing

A Problemof productionand consumptionof goods
andservicesiiot money)

A Onlytwo ways
I Storing

I Claim



Pension policysomebasics

A Claim:
I Money => Building up financial assdts@ding)

I Promise=>unfunded/ pay-asyou-go (PAYG)
schemes



Pension policysomebasics

A Fundedschemes

I Lumpsumyv. annuity
=> exchangéor goods& servicesvhenretired

I Reserves matcall outstandingliabilities
I Generationis constrainedby own pastsavings



Pension policysomebasics

A PAYGchemes

I Currentcontributionsof workingpopulation
| =>contractarian

I Canredistributeacrossgenerationgbroaderrisk
sharing

I Especiallymportant instart-up phase after high
Inflation (cf. historicaldevelopment$, orother shocks




Pension policysomebasics

A Relationcontributionsbenefits

I Definedcontribution (DC)plans

ARealratesof return
AFutureearnings
AFuturepricing ofannuities



Pension policysomebasics

A Relationcontributionsbenefits
I Definedcontribution (DC)plans
I Definedbenefit (DBplans

APromise

ANo direct linkbetweencontributionsand benefits
AE.g. pension total grossearnings* 0.6 * 1/45
ARisk =employer/ society

I NotionalDefinedcontribution (NDCplans



Why governmentintervention?

A Firstbest economy:
I Perfect competition (price taker, equal power)

I No externalities, no public goods, or increasing returns to scale

A Public good: nomivalnessin consumption, norexcludability, non
rejectability

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

I Maximizing behaviour (vs. bounded rationality & bounded-will
power)

I Complete markets

I No distortionary taxation (changing behaviour)



Why governmentintervention?
A Supply side

i Risknot certainty Premium = (1 &dmincostsand profit)
*A Y R A GproRatzlity* &dectedoss

I Risknot uncertainty

A Asymmetridnformation: adverseselection(hidden
Info; cream skimming) &oralhazard fiddenaction)

AKnownindividualrisk,not common shock
(macroeconomicdemographigpolitical X 0



Why governmentintervention?

Demandside
A Lifetimepoor
A Canpeoplemakegoodchmceé’ (cf. Fisher model)

Premium retirementage provider, investment plan,
annuitizatiorzz: X

Uncertainty(longevity intrests, inflation, need€ & 2 OA S

Pensionnvestmentsrequire continuousmonitoring @nd
asymmetrianformation)

Sizableadministrativecosts

Management risk & investment risk



Why governmentintervention?

A Demandside
I Lifetimepoor
I Canpeoplemakegoodchoice® (cf. Fisher model)

I Behaviouraproblems

ABoundedrationality

ABoundedwill power



Why governmentintervention?

A Demandside
I Lifetimepoor
I Canpeoplemakegoodchoice?® (cf. Fisher model)
I Behaviouraproblems

I With highpotential costof mistakenchoicesor wrong
(non)action

I Regulatiomandlimiting choice

I Compulsoryauto-)enrollment
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Diversity in pension system design

| wSocial Risk

A| m wPrimary aims

wSecondary aims

wWho is protected (category)
M Ode Of acceSS wWho receives (circumstance / conduct)

wNature of benefit

Beneflt 10 ei 0] 2] wwho receives how much

windexation

- - wWho pays how much, under what conditions?
FInanCI ng wFinancing technique

wWho are the actors?
G Ove rnance wWhat is their role?




Diversity In pension system desigr

Figure 1 Different starting points for old-age pension schemes

Tax-financed Subsidized Compulsory
assistance schemes voluntary contribution-based
schemes schemes
All citizens Denmark, Iceland, US, Finland,
eligible Norway, Sweden, Switzerland
United Kingdom,
Ireland, Canada, New
Zealand, Australia
Reserved for some Belgium, Germany, Austro-
groups (the France, Hungarian Empire,

industrial working
class in particular)

Italy, Spain

Netherlands, Soviet
Union, Greece

Overbye E. (1997), 'Mainstream Pattern, Deviant Cases: the New Zealand and Danish Pe
Systems in an International Context'Journal of European Social Policy, 7(2)-104




Figure 4 The paths towards mixed contributions-and-assistance systems in west European and Anglo-
American countries

Type of Tax-financed Minimum plus Subsidized Compulsory
scheme minimum compulsory voluntary contribution-
pension contribution-based schemes based

(dual mandatory system)

First Australia, Canada, Belgium, Austro-
pension Denmark, Iceland, France, Italy, Hungarian
scheme? Ireland, New Spain Empire, Finland,
Zealand, Norway, Germany,
Sweden, UK Greece,
Netherlands,
: Portugal,
. \I Switzerland, US
o
Present Denmark® == Australia, Austria, Germany*
(1996) Ireland® Belgium, Canada,
pension New Zealand Finland, France, Greece,
structure [celand, Italy,

Netherlands,? Norway,

Portugal, Spain, Sweden,
Switzerland, UK, US

Overbye E. (1997), 'Mainstream Pattern, Deviant Cases: the New Zealand and Danish Pe
Systems in an International Context'Jaurnal of European Social Policy, 7(2)-104




Diversityin pension system design

A Hybridisation



Individual VOLUNTARY VOLUNTARY VOLUNTARY
Savings Funded Funded Funded
Occupation VOLUNTARY MANDATORY VOLUNTARY
al Schemes Funded Funded Funded
Universal Public/Private
Mandatory : : FUNDED
System Public PAYG Public PAYG
Public PAYG
Revised Bismarckian Multi-pillar Nordic
Families Public Payg systems Private Funded /Public Payg/Funded Public
Payg systems
Countries Continental, Anglo-Saxon Scandinavia and

Southern (Cyprus
and Malta), and part
of Central Eastern
Europe (e.g. Czech
Rep.)

countries, Path-
breakers (Denmark,
Netherlands)

Baltic Countries,
and part of Central
Eastern Europe
(e.g. Poland)

Natali, D. (2004), 'Thelybridisationof Pension Systems Within the Enlarged EU: Recent Reforms in Old and
Members' inBelgischrijdschriftvoor SocialeZzekerheidBelgian Review of Social Security), 46(2):348




First pillar Second pillar Third pillar
Third tier: Voluntary Voluntary
(Swedish individual occupational pension private pension
funded accounts) (British contributions (life insurance)
above £3,600 per year)
Second tier: Government-subsidized Government-subsidized
earnings-related part of occupational pension private pension
pensions (Danish Tax Deductible (German Riester-Rente)
(French Supplementary Occupational Pension
Occupational Pension Schemes)
Schemes)
= wvy
g £
2 5 1 &
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First tier: basic pension
(Irish Flat-Rate

Pensions)
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| Means-tested part
(Swedish Guarantee
Pension)

Mandatory
occupational pension
(Swiss second pillar or
de facto mandatory
Dutch occupational
pensions)

Mandatory

private pension
(Proposed Portuguese
Plafonamento)

Social assistance
(German Social
Assistance substitutes
for minimum pension)

A classification
schemeof pension
programmes

Sourceimmergutet al.,
2007: 22.



First pillar Second pillar Third pillar

Third tier: Voluntarjy . Voluntary
occupational pension:

none private pension
none

First and second Subsidized Subsidized B I 1 - d
tier combined: occupational pension private pension: e g I u I I l (I I I I
earnings-related pensions none 2000 )

Mandatory Mandatory private

n;ziipational pension: Ezrrl]seion: Anderson et al .
(2007: 316)

(Régime des travailleurs
(Régime des fonctionnaires)

(Régime des travailleurs
indépendants)

salariés)
Self-employed

Employees
Civil Servants

Guaranteed
minimum
pension
(gewaarborgd
minimum-
pensioen)

Social assistance at
subsistence level
(bestaansminimum/
minimum d’existence)




First pillar

Second pillar

Third pillar

Third tier:
none
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Civil Servants

Voluntary
occupational pension:
all contributions above
£3,600 per year
(CISRS, CIMPS)

Voluntary

private pension: all
contributions above
£3,600 per year

United Kingdom
(mid-2000s)

Schulzeand
Moran (2007: 63)



First pillar Second pillar Third pillar
Third tier: Additional voluntary Voluntary
none contributions (AVCs) private pension:
(only open to members virtually not existent
of occupational pension
schemes)
Second tier: Subsidized and PRSA
none regulated voluntary subsidized private
occupational pensions: pension:
= mandatory in terms
— <
3 = of er.nployer has to
— 52 provide access but no
M~ - .
<+ = insurance compulsion
= G =
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First tier: Mandatory
Contributory Old Age occupational pension:
Pension and none
Retirement Pension
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Minimum contributory
old age pension with
yearly average of 10
weeks of contributions

Means-tested Non-
Contributory Old age
Pension Plus Social
Assistance Free
Schemes

Ireland (mid
2000s)

Schulzeand
Moran (2007:
172)



First pillar

Third tier:
none

Second tier;
none

Social assistance

Second pillar

Additional voluntary
occupational pensions

Third pillar

Voluntary
private pension

Subsidized private
pension:
very limited

Mandatory
private pension:
none

Netherlands
(mid-2000s)

Anderson
(2007: 727)



Diversityin pension system design

A Avoidingold-agepovertyis major goal
A Butalsoother types ofredistribution
A I\/Ilnlmamorelmportantmfuture’? (E.g. EC, 2010)

re-strengthening of the link between contributions and
benefits

growing reliance on definedontribution (private)
pensions

a projected fall in public pension replacement rates

growing reliance on price indexation of pensions in
payment

Improved benefit levels of minimum income guarantees



Diversity in pension system desigr

Figure 2: Projected change in replacement rates of statutory and supplementary pension schemes between
2008 and 2048 (in pp.)
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@ Change in gross replacement rates between 2008-2048 owing to total Statutory pension schemes (percentage
points change)
@ Change in gross replacement rates between 2008-2048 owing to Occupational and other supplementary pension
schemes (percentage points change)

Source: Social Protection Committee Indicator Sub Group (ISG) exercise on 2008-2048 theoretical replacement
rates

Source: European Commission, 2012: 5
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Solidarity & redistribution

APwA a1 Q LI22f Ay 3
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HEALTHY LIFE YEARS VS. OVERALL LIFE EXPECTANCY, 20

m Healthy life expectancy at age 65 ™ Life expectancy at age 65
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SourceSource: http://ec.europa.eu/health/dyna/echi/datatool/index.cfm (May 2016)
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