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         Foreword

         The OECD Pensions Outlook provides an analysis of different pension policy issues in OECD countries covering both public and private pension systems. This fourth edition discusses policy options to help governments ensure that people will get the most out of the pension system.
         

         This report is the joint work of staff of the Insurance, Private Pensions and Financial Markets Division of the OECD Directorate for Financial and Enterprise Affairs and the Social Policy Division of the OECD Directorate for Employment, Labour and Social Affairs. It has benefited from contributions from national government delegates, particularly delegates to the Insurance and Private Pensions Committee, the Working Party on Private Pensions and the Working Party on Social Policy. The views expressed here do not necessarily correspond to those of the national authorities concerned.

         The editorial team for this report was led by Pablo Antolin. Chapter 1 was prepared by Pablo Antolin, Ole Beier and Emmy Labovitch; Chapter 2 by Stéphanie Payet; Chapter 3 by Pablo Antolin and Emmy Labovitch with contributions from Diana Hourani; Chapter 4 by Emmy Labovitch; Chapter 5 by Stephanie Payet; Chapter 6 by Jessica Mosher; and Chapter 7 by Christian Geppert, Maciej Lis and Tomoko Onoda under the supervision of Hervé Boulhol. Comments and inputs from Romain Despalins, Richard Hinz and Diana Hourani are gratefully acknowledged. The authors of Chapter 7 would like to thank Boele Bonthuis, Jessica Mosher, Stephanie Payet, Monika Queisser and Andrew Reilly for their useful comments. Editorial and communication support was provided by Pamela Duffin, Kate Lancaster and Edward Smiley.

         The OECD gratefully acknowledges the financial support from the European Union. The opinions expressed and arguments employed herein in no way reflect the official views of the European Union or its member countries. The research on private pensions contained in this publication has also benefited from the financial support of Principal International Group, and the Chilean Ministry of Finance.

         Monika Queisser and Stefano Scarpetta of the Directorate for Employment, Labour and Social Affairs, and Flore-Anne Messy, and Greg Medcraft of the Directorate for Financial and Enterprise Affairs provided useful advice and feedback.

      

   
      
         Editorial

         People’s trust in pension systems is low. Population ageing, low returns on retirement savings, low growth, less stable employment careers and insufficient pension coverage among some groups of workers have been eroding the belief that all types of pension systems, pay-as-you-go or funded, will deliver on their promises once workers reach retirement age. This is supported by evidence in the recent OECD Risks that Matter survey. People are also concerned about whether the institutions managing their retirement savings in funded pension arrangements have their best interests at heart.
         

         This mistrust may surprise some, given the wide range of pension policy reforms across OECD countries in recent decades. These reforms have improved the sustainability of pension systems, in particular of pay-as-you-go defined benefit public pensions. Many countries, for example, have introduced automatic mechanisms to adjust pension benefits to economic and demographic developments while taking measures to strengthen safety nets to prevent old-age poverty. 

         Regulators and policy makers have taken steps to make regulatory and supervisory frameworks for funded pension arrangements more robust. This includes improving pension fund governance, investment policies and strategies, and investment risk management, with the goal of ensuring a more solid focus on the best interest of members. Progress has also been made in better aligning the charges and fees individuals pay with the actual cost of providing funded pensions. Measures to improve transparency are essential, but they work best when supported by pricing regulations and structural solutions.

         Policy makers have also implemented measures to improve the design of funded pension arrangements to address the challenges of insufficient financial knowledge and behavioural biases and assist people make better choices for their retirement. These include providing targeted financial incentives, including matching contributions; automatic mechanisms; default options; simplification of information and choice; and financial education initiatives.

         All of these reforms have made pension systems more robust today and better placed to deliver pensions. However, people’s concerns are at least partially grounded in some remaining challenges. To ensure higher retirement income, people need to increase retirement savings, pension contributions, and/or the length of the contribution period in both pay as you go and funded pension arrangements. This is even more necessary as improvements in mortality and life expectancy lead to ever-longer periods in retirement.  

         Policy makers have a range of options, including linking the statutory retirement age to improvements in life expectancy, keeping in mind that there are large socio-economic differences in life expectancy in many countries. The interaction between different pension arrangements, old-age safety nets and the tax system may sometimes address the potentially regressive effect of increasing the retirement age, when this age is fixed for everybody. More flexibility around the age at which people can access their pension savings may help reduce this regressive feature. Financial service providers need to develop innovative products and approaches to manage longevity risk. In addition, higher funded retirement savings could be achieved both by linking increases in contributions over time to increases in real wages and through better designed financial incentives. Governments are also examining how to integrate workers in non-standard forms of work, such as those active in the platform and gig economy and those working as independent contractors, into public pensions and encourage them to save for retirement. 

         Finally, pension reforms need to be better communicated so that the rationale and effects of such reforms become clearer. People need a better understanding of what they themselves can do to secure their retirement incomes, why contributions to all types of pension arrangements are important, which vehicles are available for retirement saving, and how they are protected. These key steps could help to restore trust and confidence in pension systems.
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         Stephano Scarpetta

         Director, OECD Directorate for Employment, Labour and Social Affairs

          

         [image: graphic] 
         

         Greg Medcraft

         Director, OECD Directorate for Financial and Enterprise Affairs

      

   
      
         Executive summary

         
            Combining funded and pay-as-you-go pensions, automatic mechanisms, and a strong safety net for pensioners improves retirement outcomes
            

            Policymakers designing pension systems should reflect on their objectives (poverty relief, redistribution, sustainability, and consumption-smoothing) and risks (demographic, social, labour, macroeconomic, and financial).

            A robust safety net for pensioners, as well as a diversified and balanced pension system that incorporates a funded component is important, especially when promoting and reallocating national savings toward long-term investment is a policy goal. Additionally, well-designed pension systems need automatic mechanisms that align benefits with economic and demographic realities. Systems should be financially sustainable and provide some of the certainty conveyed by defined benefit arrangements.

            Countries should introduce funded arrangements gradually when diversifying pension systems, especially when contributions will partially, or fully, replace an existing pay-as-you-go system. Policymakers should carefully assess the transition as it may put an additional, short-term, strain on public finances and increase risks for individuals.

         

         
            Countries can improve the design of financial incentives to save for retirement
            

            Tax and non-tax financial incentives can promote saving for retirement by providing an overall tax advantage to individuals through a reduction in total lifetime tax paid, although this has a fiscal cost. Incentive design should account for retirement saving needs and capacities for all income groups and, as a minimum requirement, provide for tax neutrality between consumption and savings. 

            Tax rules should be straightforward, stable and consistent across all retirement savings plans. Tax credits, fixed-rate tax deductions or matching contributions can be used to provide an equivalent tax advantage across income groups. Countries using tax credits may consider making them refundable and paying them into pension accounts. Non-tax incentives, in particular fixed nominal subsidies, help to boost low-income earners’ savings. Countries with an “EET” tax regime should maintain the deferred taxation structure and all countries considering the introduction of financial incentives should examine their fiscal capacity and demographic trends.

         

         
            Aligning charges levied with the cost of managing retirement savings requires better disclosure, pricing regulations and structural solutions
            

            Providing pension services involves costs such as administration and investment activities which are paid for by members and employers. These costs can greatly affect the ultimate value of accumulated retirement savings. Some pension arrangements can be also more expensive, such as those providing more choice.

            Market mechanisms have often been insufficient to align charges with the actual cost to providers due to market failures, such as asymmetric information or behavioural biases.  

            Measures to improve transparency are essential, but are not enough to align costs and charges. They work best when supported by pricing regulations and structural solutions. To maximise net returns, policy makers and regulators can also use measures such as benchmarking and tying investment expenses more closely to portfolio performance.

         

         
            The governance and investment approaches of nationally significant investment institutions provide useful guidelines to strengthen regulatory frameworks
            

            Several nationally significant investment institutions have common features and provide evidence of good governance and investment approaches. They have regulatory and legal frameworks at arm’s length from government; clearly stated missions to guide investment policy; an oversight board that is accountable to the competent authorities and to members; and transparency about their governance arrangements and their investment and risk management to keep them accountable to different stakeholders. 

            These institutions express their performance objectives in terms of their mission and monitor performance against this long-term goal rather than against a market benchmark. Target date and lifecycle funds are the preferred strategy for institutions with individual accounts. Long-term return strategies may offer better returns, but at a higher risk that insufficient funds will be available to members at retirement.

         

         
            Automatic features, default options, simple information and choice, financial incentives and financial education lead to better retirement outcomes
            

            Low levels of financial knowledge and behavioural biases can lead people to make unsuitable decisions for retirement.

            Mechanisms such as automatic enrolment and escalation of contributions can harness inertia to make pension systems more inclusive and help increase contribution levels. People unable, or unwilling, to choose a contribution rate, a pension provider, an investment strategy or a post-retirement product, may benefit from default options. 

            There are also other tools to help with decision making, including: web applications, limiting options and making comparisons easier, and financial incentives. Pension statements can convey key information simply, while financial education seminars and financial advice can help people understand the information.

         

         
            Increased flexibility on retirement age and progressive public pensions and tax rules address financial disadvantages of populations groups with shorter life expectancy
            

            Individuals in low socioeconomic groups have a lower life expectancy than high socioeconomic groups. They may be financially disadvantaged if they spend a shorter time in retirement relative to their working life, receiving a lower “return” on contributions made towards their funded pension source. Public pensions and tax rules can help to offset some of this disadvantage.

            Policies to improve the sustainability of pension systems in light of increases in life expectancy will need to consider how those in different socioeconomic and gender groups may be impacted. Generally, working for longer will be required, but not all groups will necessarily be able to. Increased flexibility around retirement age is key to improving pension outcomes for all groups and ensuring that lower socioeconomic groups are not penalised in retirement for having shorter life expectancies.

         

         
            Survivor pensions still play an important role, but should not limit incentives to work or redistribute from singles to couples
            

            Survivor pensions are still needed to smooth living standards after a partner’s death. However, recipients should not be eligible for a permanent survivor pension before retirement age. Instead, temporary benefits should be available to help adapt to the new situation.

            The cost of survivor pensions should be internalised within each couple or, as a minimum, among all couples. In a budget-neutral reform, this means that the pension level of singles will be higher than someone living in a couple and benefiting from survivor pensions.

            Partners from former unions should not be eligible as they have no current consumption to smooth. Splitting pension rights offers some advantages, although some countries favour the individual treatment of partners, including to promote gender equality.

         

      

   
      
         
Chapter 1. The role of supplementary pension provision in retirement
         

         
            This chapter considers the growing role of supplementary pensions in supporting retirement outcomes across the OECD. It sets out the principal objectives that pension systems may aim to meet and the various risks that individuals face in saving for retirement. The chapter then examines how different design features of supplementary pensions can be deployed to achieve different objectives and offset individual and collective risks, in light of the features of the national pay-as-you-go (PAYG) public pension system. It outlines the trade-offs faced by policy makers as the role of supplementary pensions increases, and discusses the advantages and disadvantages of different features of PAYG and funded, defined benefit and defined contribution, and public and private pension provision.

         

         Economic security in old age is an integral part of individual wellbeing. Pensions are intended to offer people this security once they can no longer earn their living themselves. The public sector or the private sector could entirely, and in principle, provide economic security. Pensions could be financed by the state from general revenues or earmarked levies on a pay-as-you-go (PAYG) basis, or they could be fully funded through individual contributions and accumulated assets. Pension payments could be defined according to a formula (defined benefit, DB) or they may depend on the amount of assets accumulated (defined contribution, DC) (Chapter 1, (OECD, 2016[1]))
         

         In practice, national pension systems combine PAYG and funded, DB and DC, and public and private elements. Public pensions have typically been DB in nature and financed on a PAYG basis.1 Increased longevity and the declining ratio of actively employed contributors to retired beneficiaries are threatening the financial sustainability of PAYG DB public systems. Reforms to ensure fiscal sustainability affect the adequacy of the pensions they can provide. Many countries have introduced supplementary pensions or are considering doing so in order to reduce the pressure on public finances and raise the overall level of benefits that a participating individual will receive. Typically, supplementary provision takes the form of funded, defined contribution pensions, managed by private institutions, pension funds
         

         The OECD encourages countries to diversify the sources of retirement income and to strengthen the degree of funding in the overall pension mix through a combination of PAYG and funded, public and private provision (Chapter 1, (OECD, 2016[1])). PAYG public and funded private pensions can be complementary. They offer different solutions for meeting the competing objectives of pension systems and have different capacities to cover the various types of risks that people face throughout their lives, both before and after retirement.
         

         To exploit this complementarity and enhance the resilience of the pension system, policy makers need to understand how their national system addresses the objectives and risks inherent to pension provision, as well as the role that supplementary pensions are expected to play. They can then determine which features of pension design best support this role and whether these design features should be implemented via PAYG public or funded private pensions. For example, consumption smoothing could be achieved through raising contributions to either PAYG public or funded private arrangements, and the choice between the two may come down to practical issues of implementation. Redistribution, on the other hand, is easier to achieve through a mandatory public PAYG system. 

         The primary design features that policymakers should consider when optimising the combination of public and private provision are whether participation in a pension scheme is mandatory or voluntary; whether benefits are backed by accumulated assets or paid from current contributions, and whether the scheme is defined benefit or defined contribution. A number of different outcomes are possible. Policy objectives, risk tolerances, legacy systems and institutions, and fiscal and demographic constraints all vary across countries. Pension systems interact with other policy areas (e.g. with the tax regime or labour markets) resulting in changed incentives and economic distortions. 

         This chapter aims to provide a framework for assessing how to design funded pensions to complement PAYG public provision in meeting different objectives and sharing risks. It outlines the trade-offs faced by policy makers as they increase the role of supplementary pensions, and discusses the advantages and disadvantages of different features of PAYG and funded, DB and DC, and public and private pensions in providing retirement income. 

         The chapter first briefly describes the status of pension systems across the OECD, in terms of the role of PAYG public and funded private provision and the level of contributions to each part. It then outlines the various objectives and risks that pension systems need to address and the broad roles that PAYG and funded, DB and DC, public and private pensions can play individually in meeting multiple objectives and sharing risks. Section 1.3 considers the need for supplementary funded pensions in addition to PAYG public pensions to achieve sufficient levels of consumption smoothing. It also discusses how different elements of pension design can contribute to these objectives. Section 1.4 looks at interactions within pension systems, how these interactions affect both the complementarity between different pension designs, and the potential transition costs of changing the PAYG DB public system and introducing supplementary funded DC pensions. The chapter ends summarising the advantages and disadvantages of different combinations of PAYG and funded, public and private pension provision.

         
            
1.1. Public and private provision in national pension systems
            

            The mix of PAYG and funded, public and private pensions and their relative importance in ensuring that individuals have adequate resources in retirement varies across economies. Figure 1.1 shows theoretical gross replacement rates from mandatory public, mandatory private and some voluntary private pension schemes based on the current rules of the pension systems in OECD countries.2 The replacement rate measures the ratio of post-retirement to pre-retirement income. The outcomes shown in Figure 1.1 apply to an individual who enters the labour market in 2016, earns the average income and contributes for a full career.3

            
               
Figure 1.1. Gross pension replacement rates from mandatory public, private and voluntary private pension schemes 
               

               Percent of individual earnings, average earner

[image: graphic]Note: Theoretical gross replacement rates, full career worker, 2016 legislation.
               

               Source: (OECD, 2017[2]), other OECD data. 
               

               StatLink  http://dx.doi.org/10.1787/888933850051

            

            Public pensions are expected to remain the most important source of pension income for current workers for most OECD countries. Several countries have a fully PAYG public system, and these provide gross replacement rates of between 32% (Poland) and 83% (Italy). Only Chile has a fully funded system for average earners (low-income workers receive public pension benefits in the form of a solidary pillar). Within the mixed systems, mandatory funded private pensions are the most important source of pension income in countries such as Denmark, Iceland, Israel and the Netherlands, while voluntary funded private schemes provide over half of the gross replacement rate in Ireland and the United Kingdom. In Switzerland, the public PAYG system aims to replace about a third of average earnings with mandatory funded DB benefits supplementing it for average and higher earners (workers earning below 40% of average earnings are not required to belong to a private scheme). In the United States, the replacement rate provided by Social Security is similar to the Swiss PAYG system for average earners at above 30%, with income from voluntary funded pensions, primarily DC, topping it up.

            The most common form of public pensions in OECD countries is a PAYG, DB, earnings-related arrangement. The benefit formula determines the level of the replacement rate; its sustainability depends on the level of contributions and the willingness and ability of policymakers to divert budgetary resources to make up any shortfall between revenues and payments. The fiscal strains of high replacement rates have led to reforms of PAYG DB pension arrangements that have affected pension adequacy and have increased responsibility on funded, private pensions to fill the gap (OECD, 2015[3]).
            

            A high level of contributions to the public system can reduce the scope for supplementary pensions, especially if there is a close relationship between the level of contributions and the level of benefits. Figure 1.2 shows the contributions to different sectors of national pension systems, where this data is available. If contributions to or benefits from public pensions are low, then supplementary pensions are more likely to be needed to ensure pension adequacy for individuals. Putting a greater reliance on private, funded pensions can give policy makers more leeway to implement reforms necessary to improve the sustainability of the public system. 
            

            
               
Figure 1.2. Mandatory pension contribution rates for an average worker in 2016
               

[image: graphic]* indicates social insurance contribution, including non-pension benefits
               

               Source: (OECD, 2017[2]), other OECD data
               

               StatLink  http://dx.doi.org/10.1787/888933850070

            

            It is not only the level of entitlements from public pensions that determines the potential role of supplementary pensions but also their nature. Both DB and notional defined contribution (NDC)4 models of PAYG pensions offer a lifetime guaranteed benefit that is linked to the level of individual contributions: indirectly in the case of DB pensions and directly in the case of NDC. Funded public pensions, where they exist, typically provide only a small share of the overall public pension benefit and are mostly DC in nature.
            

            Public pensions that provide an annuity-like benefit may create more scope for supplementary DC pensions that offer a less certain pay-out pattern. PAYG DB public pensions may have built-in progressive or redistributive features such as benefit caps or differential accrual conditions. Supplementary pensions can reinforce or partially offset these elements, for example through the tax treatment of private pensions. To play an effective role in ensuring adequate income in old age, the design of supplementary pensions should reflect the full range of objectives of the overall pension system and the capacity of existing provision to meet those objectives and mitigate related risks.

            The volume of assets in funded and private pension arrangements has grown steadily in the majority of OECD in the last decade and a half. This has led to a more diversified and balanced pension landscape, in line with the OECD message to diversify the sources to finance retirement (Chapter 1, (OECD, 2016[1])). Figure 1.3 shows that assets earmarked for retirement account for more than the overall economy in eight countries. Total assets earmarked for retirement represent more than 50 per cent of the GDP of OECD countries on average.
            

            
               
Figure 1.3. Total assets in funded and private pension arrangements, in 2002 and 2017
               

               As a percentage of GDP

[image: graphic]Source: OECD Global Pension Statistics and Pension Markets in Focus, 2018.
               

               StatLink  http://dx.doi.org/10.1787/888933850089

            

         

         
            
1.2. Pension system objectives and risks
            

            Pensions systems have multiple and often competing objectives. They must provide financial security and “adequate” income for retirees and they must be financially sustainable. They need to offer mechanisms for people to save enough to finance future consumption. They should be flexible enough to weather long-term demographic and economic change. They may be used to deliver social and political goals such as poverty alleviation in old age and income redistribution across and within generations.

            Pension systems must also provide insurance against multiple risks. Saving for retirement is saving for the future. The future is uncertain, and thus involves risks. Risks may be common to the system as a whole, such as macro-economic or financial market risks, or they may be related to the situation of the individual. Operational risks exist in both public and private pension systems. PAYG, funded, DB, DC, and public and private pensions play different roles in addressing the objectives and risks of pension systems.

            Multiple objectives
            

            The primary objective of pension systems is to make sure that people have resources at old age, that is, income security. This includes poverty relief, consumption smoothing and insurance against risks during working life and in old age. Protecting people from falling into poverty after their working life ends is the responsibility of the state across OECD countries. Encouraging people to put money aside during their working life in order to finance their consumption during retirement, as well as providing insurance against risks, is done through both PAYG public and funded private pension arrangements.

            Realising these objectives entails secondary goals: financial and fiscal sustainability; adequate retirement income (what is adequate may vary across different countries and jurisdictions); redistribution (from those who would otherwise have a big pension income to those who will have lower pension payments); maximising coverage (how many people the system reaches, both as contributors and as beneficiaries); and preserving inter- and intra-generational equity (such that the benefits of one group are not maintained at the expense of another). Pension systems may have targets in terms of replacement rates and – increasingly – labour force participation (encouraging people to work and contribute beyond the age of retirement).

            Poverty relief at a minimum level is provided through public pensions or other social benefits in all OECD member jurisdictions. This universal provision is part of the public safety net and cannot been successfully substituted by the private sector; the OECD recommends that it is financed from general taxation (Chapter 1 (OECD, 2016[1])). Universal basic benefits are also important contributors to the secondary objective of redistribution, although in some countries redistribution is limited by eligibility criteria. This brings up the issue of what universal means. Everyone could get universal basic pension benefits or everyone could be entitled to them once certain criteria is met. For example, individuals may have to contribute for at least a short period to be eligible for the basic benefit, which means that those who have never participated in the formal economy remain at high risk of old-age poverty. A number of countries, including Australia, Denmark and Chile, offer means-tested basic benefits.
            

            The objective of consumption smoothing is central to achieving pension adequacy. It can be achieved through either public PAYG or private funded pensions. Public PAYG schemes are the primary instrument for achieving consumption smoothing in Spain, Italy and France. Private funded arrangements are used in Australia (DC), Chile (DC), Switzerland and the Netherlands (both DB). Sweden uses a combination of public, PAYG notional defined contribution, public funded defined contribution and private occupational pensions which are increasingly moving from a DB to a DC structure. The common feature of all the arrangements that bear the primary responsibility for consumption smoothing is that they are mandatory.

            Mandatory systems are also well placed to achieve the objective of high coverage. These can be public or private. The minimum basic public benefit will generate the highest levels of coverage, as individuals do not need a complete employment history to be eligible. Usually, such old-age benefits are pro-rated according to how well the individual meets the qualifying criteria for the minimum basic pension – such as a few years’ contributions or residency – and are supplemented by other aspects of the safety net (e.g. housing allowance). 

            Mandatory, earnings-related pension arrangements can play an important role in achieving the coverage objective. However, private funded occupational plans will tend to focus on full-time employees and exclude groups such as the low paid, part-time workers and the self-employed. The United Kingdom’s automatic enrolment programme is mandatory for employers and has enjoyed very low opt-out rates among employees. However, over 5 million people (21% of the total employed population) are ineligible for automatic enrolment because they do not meet the earnings or age criteria of the programme; women, ethnic minorities and disabled workers are disproportionately affected. A further 4.5 million self-employed workers are also excluded in the United Kingdom (PPI, 2017[4]); the Chilean and Australian mandatory enrolment arrangements similarly do not cover the self-employed although Australia offers incentives to encourage self-employed workers to contribute voluntarily to the superannuation system. Malaysia extended its public funded DC scheme to part-time workers in 2010, and coverage was thereby expanded to include a further 12 million people. 
            

            The redistribution objective is commonly achieved through the public PAYG, DB system. Within DB design, a number of components can be used to alter the balance between contributions and benefits, such as whether any floors and ceilings are applied to contributions, benefits, accrual rates and indexation. These can be adjusted to redistribute across generations or to target specific groups within a generation. Redistribution is also possible within private funded DB arrangements; however, if one group makes a bigger claim on the assets of the scheme than is justified by its contributions, the difference will ultimately have to be made up by reducing benefits to other groups or by injections of funding from the sponsor. Conde-Ruiz and Gonzalez (2016[5]) note that the minimum pension in Spain has grown faster than the minimum contribution limit since 1984, while the maximum pension has failed to keep up with increases in the maximum contribution, thus redistributing from higher to lower earners within each cohort. As discussed in OECD (2018[6]), redistribution also takes place through private, funded pensions via tax incentives for retirement saving, which may favour higher earners.
            

            Funded, private pensions may be expected to support broader economic growth and accelerate the development of local capital markets by creating a pool of pension savings that must be invested. The role of funded, private pensions in economic development is likely to become more important still as countries place a higher priority on the objective of labour force participation. Funded pensions increase the incentives to work and save, and by encouraging older workers to stay in the labour market they can help to address concerns about the sustainability and adequacy of public, PAYG pensions in the face of demographic changes. 

            Table 1.1 summarises how different pension designs can help to fulfil the various objectives of pension systems. 
            

            
               
                  
                     
                        	
                           
Table 1.1. Pension system objectives and pension design features
                           

                        
                     

                  
                  
                     
                        	
                           
                        
                        	
                           Public pension

                           Non-contributory

                        
                        	
                           Public pension

                           Contributory PAYG

                        
                        	
                           Public pension

                           Contributory funded

                        
                        	
                           Private funded pension

                           Mandatory DB1

                        
                        	
                           Private funded pension

                           Mandatory DC

                        
                        	
                           Private funded pension

                           Voluntary

                        
                     

                  
                  
                     
                        	
                           Poverty relief

                        
                        	
                           Most efficient method

                        
                        	
                           Some, through lifelong benefit

                        
                        	
                           Some through lifelong benefit

                        
                        	
                           Some through lifelong benefit

                        
                        	
                           Not if exhausts resources

                        
                        	
                           n/a

                        
                     

                     
                        	
                           Consumption smoothing

                        
                        	
                           No

                        
                        	
                           Some, may be targeted to specific groups

                        
                        	
                           Some, according to parameters

                        
                        	
                           Inherent through lower wages

                        
                        	
                           Most direct link savings/benefits

                        
                        	
                           May divert other savings

                        
                     

                     
                        	
                           Financially sustainable

                        
                        	
                           n/a

                        
                        	
                           Depends on parameters

                        
                        	
                           Depends on link between benefits and contributions

                        
                        	
                           Sponsor responsible

                        
                        	
                           Individual responsible

                        
                        	
                           Yes

                        
                     

                     
                        	
                           Redistribution

                        
                        	
                           Yes, via tax system

                        
                        	
                           Yes, depends on parameters

                        
                        	
                           Yes, depends on parameters

                        
                        	
                           Possible within the plan but not a goal. Tax incentives can be redistributive

                        
                        	
                           Not possible in individual DC. Tax incentives can be redistributive

                        
                        	
                           Not possible in individual DC. Tax incentives can be redistributive

                        
                     

                     
                        	
                           Inter-generational equity

                        
                        	
                           Within tax system

                        
                        	
                           In legacy systems, may mean lower guarantees for individuals

                        
                        	
                           In legacy systems, may mean lower guarantees for individuals

                        
                        	
                           Yes

                        
                        	
                           Not possible in individual DC

                        
                        	
                           Not possible in individual DC

                        
                     

                     
                        	
                           Intra-generational equity

                        
                        	
                           n/a

                        
                        	
                           Possible

                        
                        	
                           Possible

                        
                        	
                           Possible

                        
                        	
                           Not possible in individual DC

                        
                        	
                           Not possible in individual DC

                        
                     

                     
                        	
                           Benefit adequacy

                           /replacement rate

                        
                        	
                           Depends on policy

                           /fiscal implications

                        
                        	
                           Depends on target (note potential sustainability issues)

                        
                        	
                           Depends on target

                        
                        	
                           Depends on parameters

                        
                        	
                           Only non-binding target can be set

                        
                        	
                           n/a

                        
                     

                     
                        	
                           Labour force participation

                        
                        	
                           n/a

                        
                        	
                           May weaken incentives if DB

                        
                        	
                           Depends on link between benefits and contributions

                        
                        	
                           May be less suited to future labour market

                        
                        	
                           Strong incentive

                        
                        	
                           Limited incentive

                        
                     

                     
                        	
                           Coverage

                        
                        	
                           Universal

                        
                        	
                           Only if participated in formal economy

                        
                        	
                           Only if participated in formal economy

                        
                        	
                           Tend to exclude lower paid

                        
                        	
                           Tend to exclude lower paid

                        
                        	
                           Usually for higher earners

                        
                     

                  
                  
                     
                        	
                           n/a: not applicable.
                           

                        
                     

                  
                  
                     
                        	
                           1. Applies also to voluntary DB where applicable (e.g. Canada, the United Kingdom).
                           

                        
                     

                  
               

            

            Multiple risks
            

            Saving for retirement, like any form of saving for the future, involves risks. Planning for retirement requires making assumptions about the value of several parameters going forward. These parameters include GDP and productivity growth, employment, unemployment, wage growth, career real wages, inflation, returns on investment, interest and discount rates, and life expectancy. The future is uncertain and assumptions rarely materialise exactly as expected, which brings risks that pension benefits and assets accumulated may be insufficient to achieve expected income targets, or that promises cannot be met. These risks need to be accounted for and monitored.

            The growing role of DC funded pensions may leave individuals more exposed to those risks. In PAYG DB pension arrangements the State bears those risks. In DB funded systems the employer or plan sponsor bears them.

            Pension systems and the individuals that they cover face multiple risks. These include risks to the individual’s ability to contribute to both public and private pension arrangements (labour market and social risks); risks to the capacity of those contributions to fund an adequate retirement (macro-economic, financial market and operational risks) and the risk that an individual will outlive their assets (longevity risk). 

            As the role of private pensions in meeting the objectives of pension systems grows, so must their role in addressing the risks. Their capacity to do so will depend on their design. For example, DB schemes are likely to be more efficient than DC schemes at insuring individuals against income shocks both before and after retirement, because they are able to exploit risk pooling (albeit on a smaller scale than public DB schemes). However, funded pensions are in general more vulnerable to macro-economic and financial risks than PAYG pensions. 

            Labour market risks – such as loss of employment and unfavourable earnings patterns – can have a significant impact on the rate at which pension rights are accrued or the rate at which pension assets are accumulated, and thus on the level of pension income received. 

            These risks can be offset by either public or private pension arrangements. Non-contributory basic benefits provide a back-stop security against the failure or inability to pay into contributory schemes, or to pay enough to at least build up entitlements that are above the level of the basic benefit. Within public contributory schemes, employees are usually protected against some of the risk of disrupted career earnings: they may receive top-up contributions/accruals in certain circumstances (e.g. military service, parental leave), or a number of “bad years” may be excluded when their entitlements are calculated. The United States Social Security system takes account of the best 35 years of contributions when calculating retirement benefits. Most Central and Eastern European funded public systems include protection mechanisms for periods of economic inactivity (Kawiński, Stańko and Rutecka, 2012[7]).
            

            A similar analysis applies to social risks, which include...
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