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PRIVATE PENSIONS SYSTEMS: REGULATORY POLICIES
by

André Laboul

ABSTRACT/RESUME

The growing reliance on private pension schemes calls for an adequate regulatory framework, which is a
precondition for maintaining the confidence of both beneficiaries and the public at large. Appropriate
regulations will contribute to safeguarding beneficiaries’ rights, which inclider alia non-
discriminatoryaccess to pension schemes, protection of vested rights, the implementation of provisions for
transferability and the adequacy of benefits. Effective regulation and supervisory oversight of the financial
situation of pension funds is indispensable for the development of sound private systems. The primary
objective is to protect beneficiaries from the effect of sponsor’'s insolvency, insufficient funding of the
plans reflecting improper technical and/or investment decisions, misappropriations by managers of the risk
of default by other operators involved in the provision of pensions. Appropriate criteria should guide the
licensing of pension operators and plans; proper funding, actuarial, accounting and disclosure requirements
as well as limits on self-investment should be set écgl Adequate comiiiion among retirement asset
managers should also be ensured. Continued attention needs to be paid to the evolution of market
practices so as to ensure that supervisory methods are adapted to the realities of marketplace.

*kkk*k

Le développement des systémes de pension privés suppose l'existence d’'un cadre réglementaire adéquat,
condition indispensable pour préserver la confiance aussi bien des bénéficiaires que de 'opinion publique
en général. Il faut préserver les droits des bénéficiaires, ce qui signifie notamment assurer un acces non
discriminatoire aux systémes de pension, protéger les droits acquis, garantir la transférabilité des droits et
veiller a ce que les prestations soient suffisantes. Une réglementatioaceffet I'exercice d’une
surveillance sur la situation financiére des fonds de pension sont des conditions indispensables du
développement de systémes de pension privés sains. L'objectif premier est de protéger les bénéficiaires
contre le risque d’insolvabilité du promoteur du fonds, contre le risque d’insuffisance du financement du
dispositif, lié a des décisions techniques et/ou a des décisions d'investissement malheureuses, contre les
risques de malversations par les gestionnaires ou contre le risque de défaillance de tout autre intervenant
associé au fonctionnement du dispositif. L'agrément des gestionnaires et des plans devrait étre régi par des
critéres adéquats ; de méme, il devrait étre établi des régles appropriées en ce qui concerne le financement,
les principes actuariels, la comptabilité et la communication d’informations, et il devrait étre fixé des
limites aux montants qui pourraient étre investis directement dans l'entreprise (auto-investissement). Il
faudrait aussi veiller a ce qu’existe une concurrence adéquate entre gestionnaires de fonds de pension. |l
faudrait en permanence suivre I'évolution des pratiques du marché pour s’assurer que les méthodes de
supervision restent adaptées a la réalité du marché.
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PRIVATE PENSION SYSTEMS: REGULATORY POLICIES"

I ntroduction

1 This paper focuses on the regulatory issues, in the broad sense of the term, generated by the
growth of private pension schemes. Given that private systems are expanding rapidly in many OECD
countries and can be expected to do so elsewhere and taking account of the financial importance of
retirement ingtitutions’, it seeks to identify the problems raised by this growth in terms of the regulations
and government policies designed to address them. It also suggests certain avenues that countries may
wish to explore in connection with the implementation of an effective regulatory structure for private
pension systems.

2. The focus of this document is on private schemes of the second pillar, i.e. occupational pension
schemes for private-sector employees. These schemes are very complex and intrinsically linked to
national and sectoral features. The objective of this document is not to present an exhaustive analysis of
these schemes but to provide a genera framework of the regulatory situation in OECD countries and to
consider related policy issues.

3. The paper does not consider the third pillar, i.e. individua retirement systems available to people
independently of employment.® The role of individual retirement plans (third pillar) has been expanding in

OECD countries, either due to the desire to supplement employment-related plans, or because of the
inadequacy of some of them, or else reflecting the decision made by some governments to encourage
individual initiatives in the area of retirement income. Beyond incontestable advantages, these plans may

raise potential risks in that they are not backed by an employer's guarantees, their investment risks are
borne essentially by individual members and they may have high management and distribution costs. In
addition, retirement objectives can be diverted, creating a risk of inadequacy which may result in
additional costs to society. This being said, the third pillar, which involves products on the borderline
between pensions and savings, is a key source of future growth for financial markets.

4, This paper also deals almost exclusively witm-insured occupational retirement systems.
Insured plans, which account for close to one-third of financial assets managed in the framework of the
second pillar, have, in general, relatively better guarantees in terms of security to the extent that they are
more strictly regulated. Finally, the paper focuses on retirement operations and does not deal with “benefit
operations”, which are sometimes very closely related and which include coverage for disability, long-term
medical care, survivors’ benefits and reversibility.

5. This paper is in three Chapters. The first Chapter examines the structural framework in which
private pensions are developing. The second Chapter examines issues raised by the entitlements of plan
members and the approaches generally used in this connection. It deals with the major issues of vesting
and the adequacy of the systems. The final Chapter -- which will be published in the next issue of
Financial Market Trends -- considers questions having to do with the security of private systems. It
reviews the major risks to which systems are exposed and seeks to identify regulatory policies that have
been developed or may be considered in this connection.
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Summary and Policy Conclusions

6. Private pension plans have been operating in most OECD countries for a long time. In recent
years, such plans expanded considerably but what has changed mostly are the expectations put on them,
since they are now considered to be a viable answer to the problems of government pensions systems.
Most observers agree that the role of private systems is bound to continue expanding in the future. Most
also underscore the fact that they will play an essentialy complementary role to that of government
systems, and that any substitution effect could only be partial. Governments are expected to continue
being the exclusive providers of assistance -- i.e., old-age benefits designed to cover minimum essential
needs. Thus, private systems pay out benefits essentially above and beyond basic assistance and their
purpose is to provide retirement income enabling recipients to maintain a minimum standard of living
and/or one comparable to that which they enjoyed before retirement, along with benefits more in keeping
with individual contributions.

7. The role of private pensions varies considerably from one country to another, however, and their
development is closely linked to that of government systems. It should be noted that while private
pensions are often looked upon as a solution to the problems facing government systems, they are
generaly not the only solution. Many avenues exist for the reform of government pension systems,
including partia resort to funding methods (in particular given the current non-inflationary context) as
well as instruments traditionally used to adjust benefits and contributions (changes in how benefits are
calculated, retirement age, etc.)’.

8. It is not the role of occupational private systems simply to provide responses to the macro-
economic problem of actual or expected deficits by government pension systems. Above al, their role is
to fulfil the needs of employers and employees, both of whom consider that they offer significant
advantages, mainly related to group funding and the flexibility of plans.

9. The foregoing considerations may induce governments to promote the use of private pensions,
taking into account the specific characteristics of countries or industries. Promation can be, for instance,
in the form of tax incentives. The tax treatment of pensions generally alows the deduction of employer
and employee contributions, while income from pension fund investments is exempted and taxes are paid
only on benefits. This form of deferred taxation of contributions is considered an important incentive for
providing retirement income. Governments can also make private pensions mandatory for employers
and/or employees, through employment-related pensions or individual plans. Many arguments have been
put forward regarding the mandatory or optiona nature of private pensions, which depends to a large
extent on the domestic context in which they operate. Compulsory systems exist in many countries, while
others reportedly are considering implementing such practices, especially where large-scale privatisation is
planned. Until now, most OECD countries have, however, opted for voluntary systems combined with tax
incentives.

10. The growth of private pensions exposes individuals and institutions, as well as society as a

whole, to a number of risks, which governments must address in order to contain and optimise the

beneficia effects of retirement systems. Some of these risks are common to government schemes as well.

They include a number of risks -- potentially more serious in the case of private systems -- rlated to
beneficiaries protection, particularly in so far as non-discriminatory eligibility, vesting and the adequacy of

benefits are concerned. Private plans are aso exposed to significant “financial” risks, such as insolvency

by the employer, underfunding of the fund, investment risks, changes in inflation patterns and interest
rates or even fraud. Insured plans are also exposed to these risks but are more strictly regulated at the level
of the solvency of the insurance entity. It is important to note that public schemes have atsothede



kind of risks but under different modalities, and account should be taken of the fact that governments can
always have recourse to taxation.

11. It is essentia for the sound development of private pension systems that they are adequately

regulated. Regulations, which are indispensable to sustain beneficiaries’ confidence, primarily help
safeguard the rights of members and the financial security of plans. They are especially necessary because
retirement systems affect people’s lives. Their important social role, which the pension sector shares with
that of health care, requires that governments pay special attention to it and ensure that private firms — to
which certain duties can be said to have been delegated -- are properly fulfilling their obligations. The
granting of fiscal advantages is a strong argument for governments to check their use.

12. There is a wide range of private systems, some of which are highly complex — the price that has
to be paid for flexibility. They differ considerably from the standpoint of management and funding, and in
terms of the plans’ features. Regulations must takectimplexity into consideration while trying not to

make it worse. The regulation of the sector must be considered in a comprehensive manner, taking into
account regulatory and financial developments affecting government pension systems. Regulation of
private schemes is closely linked to the regulation of public schemes. Regulations must also integrate the
various factors at play and avoid building up different regulatory layers while getting the most out of
potential synergies. Regulations must be dynamic and evolve along with the sector.

13. An integrated approach to regulations is needed to ensure their convergence towards the same
broad objectives. In this context, it must be noted that some regulatory measures can be conflicting with
others, as in the case of tax laws and prudential rules regarding overfunding. Accounting and actuarial
methods may not always fit neatly with the requirements of regulatory or supervisory bodies. Differences
can, however, at times be justified, in particular when the objectives sought are different but compatible.
This occurs, for instance, when the prudential rules applicable to funding are different from those
governing long-term financial management. Lastly, even when regulations seek to achieve the same
ultimate objectives, they vary across countries reflecting differences in the nature of their respective
pension systems. This situation can seriously hinder the international mobility of labour. It also
highlights the need to take into account the sectoral and national features of these schemes and to adapt
policy approaches accordingly. Finally, regulation must be balanced and must avoid creating unnecessary
distortions that would hinder the adequate functioning of private retirement markets.

Rights of Beneficiaries

14. Issues related to private scheraesess have to be considered according to their role, i.e. as a
complement or a partial substitute to public schemes. In this respect, it mesaltedrthat in the case of
voluntary private pension schemes there is no obligation on the part of an employer to set up such a
scheme within his enterprise. He may have numerous reasons for doing it, but if he does not do so,
employees would have no alternative but to look to the third pillar or rely on public pension schemes.
Governments have tried to address this issue (in particular when private regimes play a substitute role) by
granting tax concessions, simplifying administrative formalities or making such schemes compulsory.
Where firms do set up pension schemes, their access may be subject to spedifimspad a result of

which some categories of employees may be excluded. The main forms of exclusion or discrimination
include: age restrictions, salary restrictions and restrictions based on sex. From a public policy viewpoint,
it seems essential that access to existing plans be open withoumidiation, provided that certain
objective criteria are met.



15. In most countries, employees covered by a retirement plan have vested rights which, in theory,

reflect irrevocable commitment from the employer and ensure that employees will receive benefits related

to their past years of service. The concept of vested rights has become central to the issue of “financing”

since the funding adequacy of the funds has to be assessed in relation to their commitments, i.e. the vested
rights (possibly projected) of beneficiaries. The scope of vesting rules varies significantly from one
country to another. Furthermore, certain practices, such as excessive back-loading (progressive vesting of
the beneficiaries’ rights), can impact on their effectiveness. Failure to index benefits, which is common,
also diminishes considerably the value of entittements, in particular when employees change jobs. In
general, employees must still pay too heavy a price when they change jobs or retire early as the
transferability andportability of rights is often limited. There is a clear case for the development of
adequate regulations to protect and promote vesting rights. The recent experience of many
OECD countries can be of great assistance in this regard. The policy approach related to this question
must conform to the principles used to determine a country’s employment policy. When professional
mobility is promoted, related measures should be taken in the pension field in order to support the
attainment of this goal.

16. Theadequacy of private pensions should be examined in a broad context, taking into account
existing government systems and the expected role of private schemes. This applies not only to the level
of benefits but also to the scope of population coverage. In this respect it is important to note that in
several countries where the public systems don't provide a sufficient level of benefit a substantial part of
the population does not benefit from private schemes coverage either. Some countries have sought to
tackle this problem by making private pension schemes compulsory or by providing substantial tax
incentives. Despite this, some strata of the population seem to have fallen through the net. This situation
is bound to pose serious problems for governments in the long term as they may be called to provide for
the needs of this segment of population. As far as benefits are concerned, a yardstick used in the case of
adequacy of private plans is their ability to provide a minimum standard of living or one comparable to
that which a member enjoyed prior to retirement; another is the balance between benefits and
contributions. The measure of a plan’s adequacy can vary in the case of different individuals and
employment categories, but benefits should in any event correspond to what was promised in the contract.
Another issue concerns the method of liquidation. Lump sum liquidation could be subject to rules
designed to prevent the misuse of retirement benefits and the premature spending of replacement income.
In the assessment of adequacy, parameters concerning the treatment of inflation both before and after
retirement are also essential elements. The development of a market for indexed bonds could provide a
solution to the inflation/adequacy problem. Concerns about benefit levels under defined contribution
plans have sometimes led to the addition of minimum-benefit clauses in some of these plans. Adequacy
should also be assessed in relation to tax objectives. All in all, the adequacy of private pension systems is
a complex notion which must be treated with caution. Government authorities must pay attention to it as,
if benefits turn out to be insufficient, the state will in the end have to provide relief through public
systems. Preventing problems from occurring requires that plan members be properly informed and that
well-defined rules be implemented to protect them against abuses.

Financial security of pension systems

17. Thefinancial security of pension funds (and of the instruments used in their financing) is a
critical element in the development of effective regulations for private systems. The primary objective
here is to protect beneficiaries from the effects of the sponsor’s insolvency, insufficient funding of the plan
because of improper technical and/or investment decisions, misappropriations by managers or the risk of
default by other financial entities involved in the provision of benefits. The rationale for regulation will



however be different following the nature of the plans (defined-benefit versus defined contributions),
whose associated risks call for different approaches.

18. The following can be regarded as the key components of the regulatory structure for financial
security:

— licensing

— separate assets

— capital requirements or equivalent solvency rules

— minimum funding rules

— sound actuarial methods for funding

— effective supervisory oversight

— competent managers and self-regulatory practices

— prudent investment rules

— transparency of accounts and promotion of information
— insolvency insurance or other guarantee schemes.

19. All pension institutions should be subject to licensing for the provision of retirement income.

Approva should be made subject to specific legal, accounting, technical and management conditions.

These could include prohibition against certain types of systems, the qualifications and reputation of

trustees, along with the presentation of planned operations and of the actuarial methods to be used. Both

the plan and the fund should apply for licensing with a view to combining institutional and functional
procedures. Institutional licensing may be granted in the form of a certificate issued by a different
authority than that granting functional approval. Licensing is particularly important as, in many countries,

the “regular” supervisory oversight of funds and plans can be hindered by considerable obstacles of a
practical nature.

20. Except in the special instance of pay-as-you-go plans, all current private pension systems are
based on the principle of accumulatederves, which can be real assets or book reserves. Another rule
generally applied concerns the need for funds tseparate entities from their sponsors. Neither reserves

nor separation can ensure that a plan will be adequately fundkxvever, the application of these
principles reduces certain risks of default by the sponsor and should therefore be recommended. Exposure
to the risk of bankruptcy by the employer is different depending on whether a plan is managed in-house or
externally. In the event of bankruptcy by the sponsor, vested rights are protected if the fund is a separate
legal entity and has sufficient assets. Rights can be fully protected, even in the case of insufficient
funding, if the seniority of the fund’s claims in the event of liquidation of the company is sufficiently high,

or if the plan is insured. A fund should therefore be separated from the employer. This legal separation,
which minimises risks of fraud and conflicts of interest, should provide for irrevocable rights for the
beneficiaries. If it is not the case, the fund should be backed with guarantees such as reinsurance or
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insolvency insurance. Schemes based on overheads, which do not allow for separation, should be
prohibited.

21. Reliance on capital/own funds, in a solvency approach, is rare in the case of pension funds -- in

contrast with most other financia institutions whose capital provides a minimum degree of security for

creditors. However, it is technicaly possible for funds to build up capital or at least its equivaent in the

form of guarantees. The latter can take several forms (collateral provided by the employer's assets,
subordinated debt, mandatory overfunding), which would add to the general guarantee of the employer in
this type of system. The requirement that surplus funds be accumulated is likely to contribute to financial
security at the same time as a fuedahes maturity. Consideration should be given to rdcanthis
requirement with tax objectives whenever conflicts may arise. Further examination should be conducted
to establish what types of guarantees should be considered in this connection, based in particular on the
situation prevailing in the insurance sector and especially in mutual associations, taking into account the
specific nature of pension funds.

22. A distinction is frequently made funding rules depending on whether a winding-up or on-
going approach is used. Principles of prudence tend to favour the winding-up approach, although the two
methods are not necessarily incompatible. In any event, specific minimum funding rules must be set out.
In light of countries’ experience the latest international accounting developments, rules based on the PBO
(Projected Benefit Obligation) or, alternatively, on the ABO (Accumulated Benefit Obligation) method,
could be recommended. It would also be advisable, however, for the pension funds to estimate their long-
term obligations through recourse to forecasting methods. In this connection, it is essential to bear in
mind that funding rules based on a winding-up approach correspond to minimum standards, which take
little or noaccount of actuarial computations pertaining to the future development of the fund. Prudential
rules should also take temporary underfunding situations into consideration.

23. Many variables must be taken into consideration when seleminglation methods. They

include management expenses, the growth of pay rates, the inflation rate, the indexing and/or adjustment
of benefits, employee turnover and interest rates. Methods should be based on comparable, or at least
compatible, actuarial and accounting principles. The work conducted by the International Accounting
Standards Committee (IASC) in this connection should be supported. Asset valuation rules should be re-
examined in light of developments in financial markets and of the need not to hinder fair competition, and
should use comparable methods for assets and liabilities. Valuation rules should make possible a fair
degree of disclosure. Requiring that market values be specified whenever assets are valued at their
purchase price (and vice versa) can be useful. It is also important to follow strict amortisation principles
and to rely on prudent assessment of interest rates. Furthermore, the recent development ofliagsset-liab
management techniques, as well as techniques for immunising portfolios, should be given proper
consideration.

24, Pension funds are not often subject to clagmrvisory oversight, although it would seem

logical that they should be subject to a minimum level of supervision. Even if this is not always done
systematically, due to the large number of funds and to their complex nature, certain supervisory
procedures are both possible and necessary -- and some of them are already applied for tax considerations.
Strict supervision should be exercised over funds which a trustee, the sponsor, members or actuaries have
reported to the authoritie®bause of the problems they face. It could also apply to all funds over a certain
size and could, in addition, be carried out on a random basis. Supervision can be modelled on practices in
other sectors, such as the securities, banking and especially insurance industry. This would imply a
strengthening of the co-operation between the authorities in charge of these sectors. Extensive work
should be conducted between the supervisory authorities of OECD countries to identify the scope of
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operating procedures designed to optimise the supervision of pension funds in light of their respective
experience.

Box 1. Regulatory Palicies Related to Private Occupational Schemes

The following principles should be at the core of the regulatory framework for protecting beneficiaries’ rig

ensuring financial security of private occupational schemes:
concerning beneficiaries’ rights:

- non discriminatory access to the schemes

protection of vested rights, de jure and de facto (inflation)
- implementation of appropriate regulation for transferability and early departure, and promotion of mobility

- adequacy of benefits in relation to a minimum standard of living and/or comparable to that which was enjoyed
prior to the retirement, to the balance between benefits and contributions, and to what was promised under the
scheme

- appropriate regulation of benefits modalities (annuity /capital) and of costs/charges
concerning financial security of the schemes:

- dtrict enforcement of an institutional and functional licensing system on the basis of adequate legal, accounting,
technical, financial and managerial (competence and honourability) criteria

- legal separation of the fund from its sponsors or, at least, requirement of appropriate guarantees (e.g. reinsurance
or insolvency insurance)

- prohibition of private unfunded pay-as-you-go schemes at company level

- minimum requirements for equity capital or equivalent solvency rules

- favourable tax treatment of over-funding/surplus

- establishment of minimum funding rules

- appropriate valuation and funding calculation methods, including actuarial techniques and amortisation rules
- transparent accounting methods based on comparable standards

- enhancement of ongoing supervision of the funds, including through the transmission of information to the
authorities

- strict limitations on self investments, unless appropriate safeguards exist

- liberalisation of investments abroad, subject to prudent management principles

- adequate regulation of insurance coverage of the fund ( through group insurance or reinsurance)
- setting up standards for adequate information and disclosure to the beneficiaries

- promotion of self-regulatory practices for fund managers

- granting of priority rights to the fund in the event of employer’s winding up

- assessment of the role of insolvency insurance and other guarantee schemes

- levelling of the playing field among operators
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25. In the vast majority of cases, supervisory oversight is essentially based on a review of accounting
and financial statements, which must be prepared and forwarded to the authorities in accordance with
required procedures. There can also be on-site audits. The role of supervisory authorities may focus on the
following axis:

— ensuring compliance with legal obligations, including applicable laws, company bylaws and
general terms and conditions;

— financia controls: equity, technical reserves, investments, monitoring of activities, auditing
of interim and annual financial reports;

— actuarial examination of contributions rates, and technical or mathematical provisions;

— management supervision: qualifications and reputation of managers, standing of principal
shareholders and of the employer;

— economic review: market conditions, statistical data.

26. For a pension fund, the quality of management is essential. The protection of members can be
significantly improved and risks minimised if the qualifications and reputation of managers are examined
at the outset. Later, supervision can be exercised on an on-going basis through joint employee/femployers
representation on supervisory boards, disclosure requirements, the use of actuaries, of custodian services,
rating agencies and the possibility of filing grievances with the supervisory authority. Independent,
internal supervisory bodies are particularly important in a sector where the multiplicity of plans may limit
the operability of governmenta control. More generally, the authorities should also promote the
development of self-regulatory systems, by managers, beneficiaries and employers, which would make
them more responsible and which would lighten the burden of governmental supervision.

27. In the case of pension systems, supervisors must first consider pension plans, since pension
funds are set up only after plans are established. A pension plan corresponds to the contractual provisions
covering the rights and obligations of all parties, whereas a fund is the reserve accumulated to meet the
objectives of the plan. The control of plansis mainly lega and fiscal in scope, while the control of funds
isfinancial. The supervision of plans and funds may have to be lightened de-facto to take account of their
large number, resulting in ex post controls replacing prior examinations. In addition, it may be necessary
to conduct reviews of distribution methods and expenses.

28. Problems raised by differences in the degree of regulation applicable to various categories of
pension service providers are similar to those in other sectors, including at the international level. Based
on existing principles in this regard, it would seem that efforts should be directed at eliminating or
reducing differences which are not justified from a prudentia standpoint and hence unfairly discriminate
against certain categories of providers. The Governments should consider the need to develop further the
functional approach. Taking account of institutional characteristics, this approach should allow for a
substantial reduction of current differences in regulations applied to the provision of similar products but
by different providers.

29. All OECD countries regulate investments by pension funds, although to different degrees and in
different forms. It may be worth noting that investments by insurance companies are generally governed
by more stringent regul ations than those of pension funds. The latter must comply with similar principles
but are less frequently constrained by quantitative rules and are often subject to more flexible management
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rules, such as the prudent-man rule. One principle that is generally implemented in the case of pension

funds is the restriction on investment in the sponsor's company. A list of admitted assets exists for
insurance companies, but not necessarily for pension funds. A clear distinction must also be made
between the different types of plans and their related obligations, as for example, the obligation of result of
defined benefit plans. In defined contribution plans, the investment risk is shifted to the members, which
could in this respect justify the need for tighter supervision. However, the respective investment practices
of funds do not necessarily reflect this distinction. It also appears that, on average, investments are not
significantly limited by regulatory ceilings, since they generally remain below those levels. This could
also imply that regulations are properly fulfilling their role in this connection, setting reference criteria
rather than restrictions. Further deregulation should however be promoted, as far as it does not conflict
with prudential objectives.

30. Theliberalisation of investments by pension funds and insurance companies in foreign countries
has recently been examined by the OECD. Many types of restrictions have been identified, most of which
consist of setting ceilings or floors (less frequently), as well as of provisions regarding currency matching.
Although it seems that greater consideration ought to be given to the possibility of liberalisation in this
area, a regulatory framework should be in place to ensure that financial institutions invest prudentially.

31. The regulatory framework applying to private systems can also rely on safety nets in the event of
bankruptcy by the sponsor, as in the casénsdlvency insurance (when available), which is generally
provided by a government agency. This “insurance of last resort” can turn out to be superfluous and
counterproductive if effective safeguards already exist, in particular since it may create the wrong
incentives by adding a moral hazard factor. It might be advisable, however, in the case of systems with
only a limited degree of preventive protection -- such as plans that are not separate from the sponsor's
business, as in the case of book reserves. The setting of a ceiling on insurance guarantees may reduce the
moral hazard.

32. Other safety nets are provided by spemiatiitor’s rightsin the event of bankruptcy and, more
generally, through the use of insurance. Pension funds do not necessarily enjoy special rights in the event
of bankruptcy by the sponsor. This constitutes a serious hazard if the fund is not a separate lega entity.
The granting of specia prerogatives should be taken under consideration, at least in certain circumstances,
in particular with a view to supporting public confidence.

33. Having recourse to insurance either in the form of group insurance or the provision of
reinsurance for a pension fund, affords additional protection for members and generaly shifts the
responsibility from the employer over to the insurer. Insurance regulations and supervision implemented

in most OECD countries provides a strong — though not absolute — guarantee of solvency. Insuring funds
can be advisable in the case of those which are not governed by sufficient regulations. Regulations could
draw on those applicable to insurance companies, making allowance for the actual and sometimes
underrated differences that distinguish pension funds from insurance companies.

34. Finally, a key factor in improving the financial security of pension systems consist of setting up

a disclosure procedure for members (in particular in case of underfunding) to enable them to monitor,
either directly or indirectly, the fund’'s management at all times. In this connection, it appears that
members do not always have access to adequate information and thanhadefforts could be made in

this respect. It appears also important to develop the beneficiaries’ education concerning pension issues.
In general, the promotion of the transparency of pension schemes is essential for both beneficiaries and
supervisory bodies.
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CHAPTERI. STRUCTURAL BACKGROUND

35. This Chapter will analyse certain characteristics of private schemes and seek to clarify the main

structura components of such schemes. After a brief discussion of the distinctions between the concepts

of “private” and “funded”, and between schemes that are and are not insured, the section explores the basic
features of the three pillars of pension systems and then focuses on possible approaches to the second
pillar, stressing the importance of factoring all these components into the analysis of regulatory issues.

Private and funded schemes

36. The first reason why it can be difficult to compare the regulatory frameworks of private pension
systems is their extreme diversity, which goes back to the specific historical, social and economic contexts
in which they developed, but also because it is difficult to agree on a common terminology. For example,
depending on whom one talks to, the term “private pensions” can denote all those systems which are not
directly run by the state, or the occupational schemes in the private sector, or the much more limited “third
pillar” pension plans taken out individually.

37. Also, the “private” aspect is frequently confused with the “funded” aspect. However, it is
essential to distinguish the two. The term “private” denotes the fact that the scheme in question is not a
State scheme and thus operates, in a given regulatory context, in accordance with market practices and
standards. It is this aspect which is of priority importance for regulatory issues: insofar as the government
does not itself provide pensions directly, it is all the more bound to ensure that there is adequate regulation
of the institutions that provide them. The term “funded” refers to the technique of eapitahulation.

This is an essential concept in the analysis of financial markets. However, the fact that a scheme uses this
technigue does not warrant by itself that it should be described as funded. Funding must be the main way
of financing the scheme. Some commentators go even further and require, in addition, that the
accumulated capital be (a) “outside” the firm and (b) correspond to irrevocable rights for the benéficiaries.

38. The confusion is increased still further by the fact that, usually, public schemes operate on a pay-
as-you-go basis while private schemes are funded -- hence the temptation to mix the two and to treat any
funded scheme as a private schént@oncrete examples will help to make the problem clearer. The US
Federal Old-Age and Survivors’ Insurance and Disability Insurance (OASDI) programme is a pay-as-you-
go scheme. However, it has accumulated large reserves (aroundil$&00rb1995) in two trust funds,

the investment policies of which are the subject of heated debate in the United States. These reserves
belong to the government and not to the beneficiaries. The system is a pay-as-you-go one which makes
partial use of funded techniques. On the other hand, the German system includes, among several schemes,
one that is based on book provisions. The scheme is private, book (and not necessaplpvesitns

are made within the firm, and the assets are not earmarked. Other private schemes operate on a pay-as-
you-go basis by direct use of contributions. Conversely, some so-called public schemes may be
considered to be funded schemes. For example, some US civil service schemes, which are not covered by
the ERISA Law, operate on a funded basis with accumulation of capital and associated irrevocable rights.
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Insured and uninsured private schemes

39. A distinction is often made between private schemes that are insured and those that are not, i.e.

depending on whether the employer has contracted out part or al of his pension liabilities through an

individual or collective insurance contract. On average, between 20 and 30 per cent of “second pillar”

pension schemes in the OECD area are considered to be insured. The proportion is much higher for third-
pillar schemes, where insurance companies are the main providers of personal pensions. Whether the
scheme is insured or not is very important from the regulatory standpoint. The effect of the insurance will
usually be to transfer, subject to certain conditions, the employer's pension liability to the insurance
company, and thus to switch the attention of the regulatory authorities to the insuring company. Insurance
companies have been subject for a long time to regulation and close supervision by the authorities. In
principle, this reduces certain risks, including that of the fund becoming insolvent, that are associated with
private schemes (provided, however, that insurers are more strictly supervised than pension funds).
However, this risk, albeit reduced, still exists in the insurance company, as attested by certain major
bankruptcies at the start of the 1990s. Consequently, in the past decade thteauithanany OECD
countries have decided to reform, sometimes substantially, the regulations and solvency rules that apply to
insurers.

40. Insured funds will be touched upon only briefly in this report. However, it is important to bear

in mind the role played by insurance companies in private schemes and their crucial role in the provision
of second- and third-pillar pensions. They are present not only in “insured schemes” but also to a
significant extent in the management of the investments of pension funds, in the provision of insolvency
insurance, in fund re-insurance and in the insurance annuity markets. In addition to underwriting group
insurance for employers, insurers are frequently solicited by fund administrators to manage their
investments or annuity payouts. In many cases, pension funds prefer to purchase annuities from an
insurance company rather than to manage the payouts themselves. In some countries, insurers may
provide insolvency cover and reinsure fund commitments, particularly those in respect of death benefits
and disability risks.

Thethreepillars

41. Pension schemes are often divided into three categories: the first pillar, which comprises social
security; the second pillar, which comprises occupational -- and assimilated -- schemes; the third pillar,
which includes all personal pension products. This paper does not aim to settle the debate on the
respective advantages and disadvantages of éldeh fHowever, it can be useful teaap some of the

main differences between them, and their characteristics. Firstly, the first pillar seeks to cover the whole
of the labour force, while the coverage of the second pillar is much narrower. First-pillar post-retirement
benefits are in principle index-linked, which is not often the case for second-pillar benefits. These are two
important considerations that have to be taken into account when determining whether private systems are
adequate, in particular if it is decided to replace public schemes entirely by private systemsillaFirst-p
systems usually allow a very high degree of labour mobility since the pension rights are portable, while in
the most common second-pillar schemes (i.e. defined-benefit plans) this is often not the case or only to a
limited extent.
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Box 2. Why Private Schemes?

It is important to remember that private pension schemes are far from being new. In many countries,
company schemes were set up before basic public schemes.” Of course, pension schemes have changed a
great deal over time, both as regards their structure, size (absolute and relative) and the regulations that
govern them. Another equally important change is the authorities’ perception of the role of such

as complementary to, or even a substitute for, public schemes. Whereas up to now the remedies
to deal with the actual and/or expected financial problems of public schemes have consisted esg
modifying their structure, changing the rate of contributions, the pension age, and the amount an
of calculating benefits, the potential role of private schemes as a partial or principal solution

problems, is now recognised. The existing or projected deficits of public schemes make it nec
look for solutions from the private sector, whose role will be all the greater in that the deficit is larg
reverse correlation exists already, and it is not by chance that private schemes have expanded es
those countries in which the basic (public) schemes provided only a low level of benefits.

The question of an increased role for private schemes also needs to be considered from the stg
the purpose for which they were set up. Clearly, the debate is not the same if one considers thaf
is to supplement rather than to replace public schemes. That said, no completely privatiseg
scheme exists anywhere in the woarltt. may also be pointed out that such policies are us
accompanied by compulsory contributions on individual accounts and the introduction of a gu
minimum benefit based on a universal or targeted approdolcontrast, some countries have allowed
possibility of voluntary substitution (“contracting out” in Japan and the United Kingdom) betwe
first and second pillar and sometimes between the second and third pillar (“personal pension
United Kingdom), thereby facilitating “a la carte” voluntary privatisation.

While the majority of expertsconsider that total privatisation would not be feasible and that, in any
the State would still have to play a leading role in the provision of “minimum agsstamespective g
the form that it would take, nobody now seems to dispute that the private sector can play an impg
growing role in pension provision, both per se and in order to make good the current an
shortcomings of public schemes.

Independently of this macroeconomic role, employers have all sorts of reasons for setting up ocg
schemes: the pension can be presented as a deferred salary; an assumption of responsibility v
workers; as a means of facilitating the departure of older workers (especially if compulsory pensig
of workers is not allowed, as in the United States); to make employees loyal to the company and
too-rapid staff turnover; to recruit the best staff by offering adequate pension benefits and by
token raise productivity; to benefit from tax relief and to be able to invest the funds in the compa
that is allowed.
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42 Second-pillar schemes are usually funded, and thus generate own resources. It is for this reason
that many people have argued in favour of them, not to mention the fact that such schemes are less
exposed to demographic risks than pay-as-you-go schemes.” It is also quite possible to conceive a public
system that is either partly funded (as is the case in severa countries and is increasingly advocated) or
totally funded. However, some people have expressed fears about the risks of such large amounts of
capital being accumulated in the hands of a centralised public system subject to political pressures. The
use of pay-as-you-go systemsin second pillar is less conceivable, except under special circumstances

43. As to whether a funded system is superior to a pay-as-you-go system, this is a vast question
which is hotly debated. For this reason, it isimportant to analyse al the facets of the issue, taking account
of the economic and financial aspects as well as the social aspects.” Indeed, severa commentators
consider that neither system is as a matter of principle superior to the other.* However, it may be
considered that it is perhaps just as dangerous to deny that one system has any advantages over the other
asit isto argue that one system isthe best in al circumstances. The advantages should rather be appraised
on a case-hy-case basis in the light of the goals and the national context in which they are pursued. In
analysing the two systems, they should be treated as being complementary to, rather than as substitutes
for, one another.

44, First-pillar systems are usually highly centralised, which in principle, and save any major
malfunctions (X-inefficiency), makes possible substantia economies of scade and the absence of
promotional costs. However, the excessive rigidity that results from such centralisation is often
underlined.

45, Second and third-pillar schemes restore the link between contributions and benefits, especially in
defined-contribution schemes. However, this “advantage” is two-edged and in the long term may penalise

a segment of the population, especially those people who do not have a high income or who do not save
enough.

46. Solidarity and the goal of providing at least some degree of assistance are characteristic of the
first pillar, whereas the second pillar generally comes into play only beyond this primary level. In addition
to such assistance, the first pillar delivers pension benefits, the extent of which—as measured by the
replacement rate anthe nominal amount obtained—varies. The second pillar téntis, alia, to
supplement these benefits, which would explain why its development is inversely proportional to that of
basic schemes.

47. Public systems are subject to political risks (involving that substantial changes to contributions
and/or benefits are possible). At the same time, however, the state is seen as an element that is inherently
“stable”—in particular because it is perceived in terms of a certain perpetuity, which justifies in part the
use of pay-as-you-go schemes—nbut also unstable, the nature of its power being such that it cannot make
commitments for the future (no government can guarantee that its policy will be followed by subsequent
governments). While public systems involve a definite political risk insofar as levels of contributions and
benefits can be altered by a mere decision of the powers that be (although such decisions may be
successfully challenged by the benefit-receiving electorate), this also holds true of private schemes, the
regulatory framework of which can be altered at any time. Indeed, governments have not hesitated to do
so. Such changes can not only create instability if they become too frequent, but they can also make the
regulatory framework needlessly complex and ponderous.

48. Among private schemes as well, it is necessary to distinguish between the second and third

pillars. To provide pensions under a second-pillar scheme holds out a humber of advantages for both
employers (see Box) and employees, who in many cases are entitled to a pension that is tied—albeit
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through a replacement rate that can vary substantially—to the most recent salary level(s), (in case of
defined benefit schemes) and to which the employer has often contributed greatly, if not exclusively
(although employer contributions generally have repercussions, at least indirectly, on the level of pay).
Collective schemes also make it possible to reduce the risk arising from a lack of information by
individual employees, and to tap financial markets on favourable terms thanks to the collectivisation of
contributions. In contrast, many such pensions impose de fad®jore limits on employee mobility

and, in addition, run a substantial risk of default, at least in the case of defined benefit schemes.

49, For their part, third-pillar products are tied directly to contributions, are fully portable (in the
sense that they are not linked to a specific employment relationship) and flexible with regard to
contributions (including loan options), and in many cases give beneficiaries at least a partial right to
influence investment policy. Moreover, they completely restore the relationship between benefits and
contributions and for this reason are especially prized by high-income segments of the population. This
prompts some observers to raise the fundamental question that individual plans — at least voluntary
ones — may not be suitable for people on low incomes. Such freedom does have a price, however, in that
many such products lack guarantees of an adequate level of ultimate benefits (even if, as in the case of
insured products, there is a guaranteed minimum), and the costs of entry, exit, management and promotion
can be substantidl. The third pillar is also subject to major risks (including fraud) concerning product
distribution, as recent events in the United Kingdom have shown.

50. The third pillar is expected to develop considerably in the years ahead. This will ensue as the
second pillar matures, but alsedause the secondllar may not satisfy the needs or desires of its
beneficiaries. More generally, a number of countries would also seem inclined to encourage individual
decision-making in connection with provisions for retirement. The third pillar is theoretically open to all
individuals, and it is not linked to any particular employer, nor to the fact that the beneficiary is or is not
employed. It consists primarily of individual pension products offered by independent financial
institutions.

51. The borderline between this pillar and the second one can be very blurred. For example, in the
United States, while IRA products fall into the former category, the matter is not as clear-cut for Keogh or

401 K plans, which can be classified in either the second or the third pillar, depending on the observer.
However, 401 K plans are offered in an employment context and, as such, are theoretically incorporated
into the second pillar.

52. It can also be noted that a number of Member countries have recently implemented major
reforms of their pension systems, moving towards individualisation of the second pillar. Among these
countries are Hungary, where a new pillar comprising a system of compulsory indagdoahts with

defined contributions has been in place since September 1997, and Mexico, where a new system based on
voluntary individual accounts has been operational since July 1997. In the United Kingdom, the
government embarked in July 1997 on a sweeping review of its current system, and the option of setting
up compulsory individual second-pillar pensions vwaently considered. In the United States, among the
positions taken by the Social Security Advisory Council (including the so-called Ball, Gramlich and
Schieber proposals), the Schieber proposal suggests creation of compulsory individual accounts.

53. Within the second pillar, employees cannot generally choose their own pensions funds, but such
an option would appear to be developing, in particular in the wake of the individualisation mentioned
above. Recent discussions in the Netherlands (on opting out) envisaged a transfer of assets from one fund
to another,inter alia in the event that investments should underperform. In Australia, beginning in
July 1998, employers will have to offer new employees their choice of five “superannuation” funds or
retirement accounts (RSAs) to which contributions could be made. In Hungary, since 1 January 1998
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employees have been able to select the private fund that will maintain their individua accounts (but they
may be affiliated with one fund only). In Mexico, workers can choose the fund with which they open their
individual accounts. In Italy, the existence of “open” funds allows for choice in certain cases.

54, Finally, third-pillar pension plans are often hard to distinguish from other savings products
offered by financial institutions (banks, insurers, mutual funds). While their primary objective is savings-
related, such products can also be acquired in order to constitute retirement income. Moreover, this is
frequently used as a marketing argument. As a rule, they are eligible for tax concessions similar to those
granted to “genuine” individual retirement products.

55. The three pillars tend to be mutually exclusive. It can be seen that in countries with a substantial
first pillar, the second pillar tends to be limited. Moreover, substitution between pillars has been
organised in certain countries, such as Japan and the United Kingdom. The United Kingdom has taken the
step of setting up substitution options between the first and third pillars. Other countries have developed a
mandatory shift from a part of the first pillar to the third one (although the related regimes are in fact in
blurring area between second and third pillars) by requesting mandatory individual contributions to
independent pension managers. The exclusion between pillars varies by category of employees.
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Table 1. Financing the Second Pillar

Australia Funded
Austria Funded
Belgium Funded (individually and collectively)
Canada Funded
Czech Republic Funded
Denmark Funded
Finland First pillar only
France Pay-as-you-go for the compulsory part (ARRCO/AGIRC)
Funded or pay-asyou-go (funded only in the future) for optional occupational
pensions
Funded for the part of pensions above mandatory minimum
Germany Funded (mainly book reserves)
Pay-as-you-go for public servants
Greece Funded
Hungary Funded
Iceland Funded
Ireland Pay-as-you-go or funded
Italy Funded
Japan Funded (for pension schemes managed by insurance companies)
Korea Funded
L uxembourg Funded mainly book reserves
Mexico Funded
Netherlands Funded
New Zealand Funded mainly
Norway Funded
Pay-as-you-go for public servants
Portugal Funded
Spain Funded (individually and collectively)*
Sweden Funded
Pay-as-you-go for public servants
Switzerland Funded
United Kingdom | Funded
United States Funded

1: The reference in this document related to the Spanish situation belong only to the pensions schemes
covered by Act n°8/1987.
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Second pillar

56. Returning to the second pillar, which is this paper’'s primary focus, distinctions need to be made
on the basis of:

— financing methods: whether firms resort to internal or external funding;
— financing vehicles used in the event of external funding;

— beneficiaries’ rights on the assets of the scheme;

— obligations of results or best efforts;

— types of pension plans: defined contributions, defined benefits, mixed;
- taxation.

57. A second-pillar pension scheme comprises a substantial number of functional and institutional
components. At the outset, the employer (or group of employers, or all employers in a given industry)
institutes one or more pension plans -- which may be based on defined benefits, defined contributions or a
combination of the two -- for its employees (or a certain segment thereof) according to certain rules (for
establishing vested rights, transfers, etc.) and creates a fund to ensure that the plan operates properly,
accumulates adequate resources (using a large number of actuarial techniques) and delivers pension
benefits, which may be indexed, paid out in lump sums or annuities, etc. This fund may or may not be set
apart from the employer’s assets and administered internally or externally. In the latter case, it may be
self-administered or its management turned over to one of any number of kinds of financial institutions.
Moreover, the employer may make use of the second most common method for covering pension
liabilities—group insurance. Even this very superficial description illustrates the potential complexity of
pension schemes. Diagram 1 shows an illustrative, institutional typology of private schemes. Some
remarks on this typology can be found in Annex |. See also Annex Il for an analysis of typology.

a) Internal or external administration

58. Whether or not a pension fund is administered in-house is very important from a regulatory
standpoint. Clearly, assets representing commitments to future pension benefits are potentially more at
risk of the employer’s default if they are not secured in a legally separate fund. Moreover, legal separation

is not necessarily an adequate guarantee for those entitled to benefits if the employer effectively keeps
control of the funds. In several countries (Austria, Finland, Germany, Japan, Luxembourg and Sweden),
there is a system of book reserves under which the corresponding assets are not segregated from those of
the employer. The insecurity connected with this method has justified the imposition of compulsory
insolvency insurance in Germany, Sweden and Fifflanid Austria, employers are required to deposit

50 per cent of the book reserves in Austrian banks. In Japan, however, neither insurance nor security is
required under book reserve schemes, exposing pensions to major risks. An extreme case of the absence
of separation is a system in which benefits are paid out of overheads. This is a form of pay-as-you-go that
presents many dangers in the absence of the guarantees available to governments using the same system.
As a result, in many countries it is prohibited.

59. The principle of separation (which echoes that of specialisation in insurance and of "fire wall"
within financial groups) is also to be found with regard to the regulation of investments. For example,
many countries impose strict limits on self-investment in the firm that sponsors a fund. Separation is all-
important in the event a business goes bankrupt, because to some extent it shelters beneficiaries. Even if a
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fund is under-financed, the beneficiaries at least have a priority claim on its existing assets. If afund is
not separated, employees are entitled only to a share in the proceeds of liquidation, to be determined
according to their rank among creditors. Lastly, separation limits the risks of fraud on the part of the
employer.

b) External schemes

60. If afund is an external one, it may be administered in a number of different ways. First, it may

be sdf-administered; if so, depending on the country, it is subject either to specia regulations, the

strictness of which can vary, or to regulations modelled more or less extensively on those of life insurance
companies. Second, funds may also be managed by speciaised financia institutions, such as insurance
companies, banks or certain investment management companies (e.g. money managers in the United

States). In many cases this involves managing the investments of the fund. A fund can also arrange for a

financial institution—generally an insurance company—to administer benefits. All administrative matters
may be handled by the insurer under the system of deposit administration, in some cases with constitution
by the insurer of secured assets (system of separate account). Certain commitments can also be reinsured.

61. Finally, an employer can set up a pension scheme via group insurance, whereby the employer

transfers its performance obligation to the insurer—subject, however, to the contributions received. These

insurance contracts may involve defined benefits or defined contributions. In case of such contract, the

scheme is subject to the rules governing insurance, which are generally considered to provide a high

degree of security. The regulatory differences to which pension funds and insurance companies are subject
in respect of pension transactions raise questions as to the development of a suitable competitive
framework.

62. It is also necessary to bear in mind the existence of external schemes on the borderline between
the second and third pillars—i.e. schemes, generally compulsory, involving individual contributions and
reserved for employees, which are administered by pension entities not constituted by the employer but
created by independent financial institutions for the purpose of managing these contributions (Australia,
Hungary, Mexico).

C) Therights of beneficiaries

63. The rights of pension scheme beneficiaries are also viewed differently depending on the
countries, categories of schemes and types of products. Protection of such rights has been expanding in
recent yearsinter alia through the all-important institution of the concept of vested rights. For example,
before ERISA was enacted in 1974, US employers had no legal obligation to confer vested rights in
respect of pension benefits, except in special circumstdncdhese aspects will be dealt with in
Chapter II.

d) Obligations of results or best efforts

64. Private schemes must also be differentiated on the basis of obligations—of best efforts or
results—on the employer. Except in the case of group insurance, the employer theoretically remains the
guarantor of the pension scheme it has set in place. However, the guarantee differs, depending on the type
of plan. In defined contribution plans, the employer’s obligation goes no further than its contribution. In
the case of defined benefit plans, the obligation is tied to the promised benefit. The extent of the
obligation and the uncertainty as to whether it will be fulfilled differ widely from one plan to another. The

23



obligation is sometimes qualified, however, as in the case of defined benefit plans having a safeguard
clause, of defined contribution plans with guaranteed minima, or of hybrid or mixed plans which combine
features from both types of plans.

65. The results/best efforts obligations related to the pension plans must be closdy differentiated
following to whom it applies, i.e. the employer or the retirement institution (pension fund or insurance
company). The first question is to know which results/best efforts obligation is associated to the plan
(defined benefits or contributions) and then to know who, employer or retirement ingtitution, is
responsible for its fulfilment.

€) Types of plans

66. Apart from the obligations of results or best efforts they contain, plans can be distinguished on
the basis of a series of other important features. The two main categories are defined benefit plans and
those with defined contributions. The table in Annex |1l shows some of the characteristics of the two
types of plans, in the United States. It can be seen that each one involves potentially different regulatory
implications with regard to financing rules, types of payouts, outstanding risks and risk bearers, suitability
of benefits and insolvency insurance.

67. Defined benefit plans are the ones most commonly found on an OECD-wide scale.
Nevertheless, there has been substantial growth in defined contribution plans in a number of countries,
including the United States, where such plans now represent a very substantial proportion (if not the
largest proportion, depending on the indicator used®) of private schemes. Even so, in recent years there
would seem to have been a return to defined benefit plans in the United States®. In Italy, regulation
prohibit employees from joining defined benefits plans (which can be set up only for self-employed
workers and professionals).

68. There has al'so been substantial growth in hybrid products, which combine features of both types
of plans. More generaly, defined benefit plans may include safeguard clauses alowing contributions
and/or benefits to be adjusted in certain circumstances, whereas defined contribution plans increasingly
include guaranteed minima. Such is the case where plans must guarantee minimum profitability (with
respect to an average). Finaly, it needs to be emphasised that in many countries both types of plans are
offered simultaneously within corporate schemes. In the United States, defined contribution plans are
frequently offered as supplements to defined benefit schemes (at |east in companies above a certain size).

f) Taxation

69. Without going into details regarding the tax treatment of pension schemes, it must be noted here
that tax considerations exert a powerful influence over the choices of employers and employees, as well as
over the type of management selected. This considerable influence has very substantial repercussions on
regulations for other purposes (in particular prudential) and, in some cases, can conflict with those other
purposes. A comprehensive approach to the various categories of regulations ought to be applied so as to
minimise some of these counterproductive effects.
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lllustrative Organigramme
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(Second Pillar)

(1) ex: Bank deposit of 50% of book reserves

(2) management of investments and/or benefits

(3) ex: banks, investment companies, etc.

(4) This subdivision exists only to point out that externalisation is not always complete,

even in the case of funds separated with irrevocable rights.

funded pay-as-you-go others
regimes regimes
| |
[ 1 [ | 1
funds funds not ex: French systems retirement publicly funded sectoral scheme
legally legally regime with indemnities schemes with schemes for
separated separated overheads special self-employed
regulation
with without without with
irrevocable irrevocable identification identification
rights rights of funds or collateralisation
of funds
with (at with external support fund| book book
least partial) regime in reserves reserves with
internal Germany deposit or
regime (4) insurance (1
|
[ 1
pension insurance
funds company Functional
'_;' '_|_| Approach
self- external insurance deposit
administered | management group administration
contract N N X
Defined Defined Hybrid
|—|—\ Benefit Contribution Plans
. Plans Plans
insurance other
companies financial
institutions
3

25




Table 2. Main types of private pensions schemes

Australia
Belgium
Canada
Denmark
Finland
France
Germany
Hungary
Iceland
Ireland

Italy

Japan

L uxembourg
Mexico
Netherlands
Norway
Portugal
Spain
Sweden (ATP)
Switzerland

United Kingdom
United-States

DC

DB mainly

DB mainly

DC mainly

DB

DB

DB mainly

DC

DC

DB

DB

DB mainly

DB

DC

DB quasi exclusively

DB

DB mainly

Hybrid (nevertheless, the retirement operation in D.C. mainly)
DB

DC: 60% , with contributions adjusted according to an objective of 60% replacement
rate

DB: 40%

DB mainly

DB for basic cover, and often DC for supplementary pensions

DB = defined benefit plans
DC= defined contribution plans
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CHAPTERII. RIGHTSOF BENEFICIARIES

Voluntary or compulsory schemes

70. While the regulations covering private pension systems vary a great dea from country to
country, the basic objectives behind the schemes are the same. These objectives are both to protect the
people covered by such schemes -- particularly their right to a fair and adequate pension -- and to ensure
that the systems are solvent. Often, states also wish to check on the uses to which indirect subsidies, in
the form of the many tax benefits granted to such schemes, are put.

71. The extent of regulation, indispensable to maintain beneficiary’ confidence, depends on
numerous factors, chiefly relating to the role -- complementary or substitute schemes -- and the social and
financial impact of private systems. It will also depend on tHeeglilation mechanisms put in place by
private pension providers and the characteristics of products, financial vehicles and plans. It should also
take account of the regulation applied to public schemes. Lastly, regulation often takes its cue from
current events and develops appropriate responses (that is the aim at least) to incidents on the market
(bankruptcies, fraud) or to the changing demands of the different actors.

72. Whatever the development of private pension schemes and their regulation, one key point must
be kept in mind: the government will always be involved, if only as a last resort. Contrary to other
sectors, where governments can leave everything to market forces -- under certain conditions and provided
that minimum regulations are in place -- where pensions are concerned the non-payment of present or
future benefits can seriously affect would-be beneficiaries’ lives. This means that fund bankruptcy should
be prevented or contained, either explicitly (insolvency insurance) or implicitly (e.g. “contracting in” at the
rate of the GMP (Guarantee Minimum Pension), in the United Kingdom prior to the 1995 reforms). In
cases of hardship the state, through the operation of aid programmes or ad hoc assigtafamg ihe

last resorf!

73. Regulation may go so far as to make private pensions compulsory. The compulsory or voluntary
nature of private pensions raises many questions. Where a private system partially substitutes for a public
system, one might consider that it should be made compulsory. This would decrease the risk of “short-
sightedness” and potential irresponsibility on the part of the individual (which could however also been
reduced through appropriate educational programme). Compulsory provision, at the very least at company
level, would also make it easier to achieve the social objectives pursued by the state. Compulsory cover
would also have a bigger impact on national savihngsuld enable standardisation of transfer and vesting
conditions? would reduce annuities market failures (if taking pensions in the form of an annuity was also
made compulsory), the costs of distribution and sales (in the event of compulsory provision at employer
level)” or indeed the risks of major social disparities. Some observers add that it would also facilitate the
reduction by governments of tax advantages granted in case of voluntary regimes. It would also help build
a degree of solidarity.

74. One of the reasons often cited in support of the introduction of compulsory systems is the desire
to extend as much as possible the scope of coverage of private schemes, which may be limited in the case

27



of voluntary schemes, particularly for certain categories of the population. However, it should be noted
that the fact that a system is compulsory is not an adequate guarantee of its real coverage™. The private
nature of a scheme, a fortiori if it is complementary, may aso incite to the implementation of voluntary
regimes, which are based on individual responsibility.

75. Compulsion may take any of several forms: for example, compulsory provision at employer level

or compulsory pension cover at employee level. A review of the situation in 22 OECD countries shows

that most second-tier complementary systems are voluntary for employers. However, they are mostly
accompanied by “minimum” rules covering some of the risks that a purely voluntary system could give
rise to. In some cases, voluntary systems allow for government intervention to make the system
compulsory under certain circumstances (in the Netherlands, for example). On the other hand, in several
cases compulsory systems provide for the possibility of “contracting out” or of involving the social
partners, thus introducing a voluntary element. Compulsory systems for employees only are rarer but do
exist in some countries. In Hungary, Switzerland and France pensions schemes are compulsory for
employees (except for some categories including the self-employed), not for the employer. The United
Kingdom has recently been considering the introduction of such a system. Conversely, a recent project in
New Zealand on compulsory employee pensions was overwhelmingly rejected in a referendum. In the
United States, some recent propodatsiggest to replace the firsillar by mandatory employees
contributions to individual accounts.

76. Compulsion must also be considered from the legal and collective bargaining standpoint.
Several countries in which there is no legal compulsion to provide or contribute have compulsory systems
at sectoral or company level under collective bargaining agreements. In general, it is observed that, in
cases where the employer is not obliged to set-up a retirement system, once he does it, he has to follow
specific rules, in particular as far as non-discrimination is concerned, while employees will often be
obliged, through employment contract, to joint the scheme.

77. What we find is that while compulsory systems are very tempting and exist in law in some
countries or sometimes in practice in others, the tendency in OECD countries has been towards voluntary
systems, although these are accompanied by a regulatory framework, which is stricter in some countries
than in others. The necessity to set up a minimum educational programme for beneficiaries is also often
raised in the case of voluntary regimes.

Rights of beneficiaries

78. The current expansion of the role of private provision in retirement pension coverage increases
the need for adequate safeguards for beneficiaries. The basic rights of individuals are generally guaranteed
by the state in some form or another. Inasmuch as the state is no longer playing its role (deliberately or
involuntarily) or is decreasing its role, it nonetheless still has a responsibility to ensure that others will
fulfil that role in its stead. This explains why private provision of pensions, when it entirely replaces
public provision, is (or should be) subject to a regulatory framework that protects the rights of individuals,
particularly where a private system also replaces minimum assistance, which is generally the itégponsib

of the state. The same applies when the public system does not provide an adequate pension (or does not
anymore, following a reduction of the benefits due to budgetary constraints) and is supplemented by a
private system to ensure a minimum pension. At the other end of the scale, i.e. where private provision is
additional to a public system which provides adequate and satisfactory benefits, the protection of
beneficiaries of private schemes that are merely providing an “additional” pension may be regulated in a
more flexible way. This is often the case for third-pillar schemes particularly where they are additional to
strong first-pillar and second-pillar schemes.
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Table 3. Obligation For The Worker To Be Affiliated To An Occupational Pension Systems

Australia V (C for the employer) Korea C
Austria \% L uxembourg \%
Belgium \% Mexico \%
Canada Vv Netherlands C
Czech Republic | V Norway \%
Denmark C (Collective agreement | Portugal \%

and ATP)
Finland C (First pillar) Spain \%
France C (partly) Sweden C (collective agreement)
Germany \% Switzerland C (partly)
Greece V (TEAM: C) United Kingdom | V
Hungary C United States \%
Iceland C
Ireland Vv
Italy \%
Japan V
V =voluntary

C = compulsory

79. The state therefore can only reduce its direct role as a provider of minimum pension benefits if

other providers are ready to take over this role and comply with the basic objectives of the state. In so

doing, private system would partly fulfil a socia function (this is mainly what leads some authors to say

that today’s employer pensions are quasi-p@hlicHence, the pensions sector should not be treated just
like any other sector of the economy. It has unigue social components that it shares with the health
system, which quite simply are connected with people’s survival, particularly when one considers that
pensions (or their equivalent) must as a minimum cover a person’s -- or at any rate a Wwerksesential

needs.

80. Regulation and analysis of private schemes must be set-up in close connection with public
schemes and their respective roles. In this respect it is important to note that a substantial percentage of
the population does not benefit from private pension provision in several countries where public pensions
do not offer adequate cover, or offer only reduced cover. For instance, in the United States, where the
minimum pension is one-third of the average in G7 coufitriésthe United Kingdom, where, on the
government’s own admission, the basic pension alone does not provide adequate income for retirement
and is typically lower than minimum income levels. This is why one-third of the retired population
receives adtional benefits such as “income supp8rt’Some countries have tried to tackle this type of
problem by making private pension schemes compulsory. Others have attached substantial tax incentives
to private schemes or personal pension plans. Despite this, some strata of the population seem to have
fallen through the net. Although the self-employed benefit from substantial tax incentives on pensions,
often few or none have taken out a pension. Even where pensions are compulsory such disparities are
noted. This is bound to pose serious problems for governments in the long term as they may well have to
provide for the needs of this segment of the population.
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a) Right to a pension

81. A first mgjor element of beneficiary entitlement and protection concerns the “right” to retirement

cover. With voluntary private pension schemes there is no obligation on the part of an employer to set up
a scheme within his enterprise. He has of course numerous reasons for doing so, e.g. to obtain tax relief,
meet expected pressure from unions or make employment in his firm more attractive for future employees.
But if he does not do so, and if there is no obligatory scheme, workers have no alternative but to look to
the third pillar or rely on public pension schemes. Governments may try to ease the situation by granting
tax concessions, by simplifying administrative formalities (e.g. the SIMPLE programme set up for
independent workers in the United States in 1996), or by making these schemes mandatory.

b) Access to a private pension
82. Where firms do set up pension schemes, individual entittement may be subject to numerous
conditions and some categories of employee may be excluded. The main forms of exclusion or

discrimination include:

Table 4. Percentage Of Working Population Covered By Second Pillar Private Schemes

Belgium 31% Luxembourg 30%
Canada 41% Netherlands 90%
Denmark 80% of the employees New Zealand 22%
Norway 66%
France 100% Portugal 15%
Germany 42% (Western Germany$pain 15%
92)
Greece 5% Sweden 90% (compulsory)
Switzerland 100% above a certain income level
(Sfr 23 280)
Ireland 40% United Kingdom | 50% (occupational schemes)
Italy 5% (mainly for executives) United States 46%
Japan 37% (funded schemes
only)

Sources. Turner (1996), Davis (1995), Pestieau (1992), EU Green book and OECD.
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— age restrictions: no pension below a specified age or no benefits in respect of employment
above a specified age;

— salary redtrictions: pensions are de facto or de jure restricted to a specified salary bracket;
— restrictions based on sex.

83. Severa countries have adopted regulations to deal with these situations. For example, by
mandatory pension entitlement above a specified age or specified length of employment (Norway, United
States®), by requiring continued accrual of rights for employment beyond the normal retirement age, or by
prohibiting discrimination, particularly that based on salary. Rules to prevent discrimination sometimes
have to be backed by other rules to make them operational. Thus in the United States, discrimination is
prohibited primarily among beneficiaries of a given pension plan, so that by setting up severa plans an
employer can avoid the prohibition. In 1986, minimum participation regquirements were introduced to
dedl - a least partly - with this problem (plans must cover at least 50 employees or 40 per cent of all
employees).

84. In addition to restrictions on who can join a scheme, there may also be discrimination as to
benefits. The most flagrant of these is that between the sexes where retirement age, benefits and mortality
tables are often different. One problem is to decide whether the ban on discrimination applies to benefits,
implying unequal costs, or to costs, resulting in unequal benefits (lower for women, athough generaly for
alonger period). Severa regulations have however been adopted in recent years to deal with this problem
(e.g. in the European Union by directive and by decisions of the European Court of Justice, including the
Barber decision™) and reduce these differentiations as far as possible.

C) Vested rights

85. If afirm decides to provide retirement cover for some or al of its workforce, such cover has to
be genuine and represent a binding obligation on the part of the employer. Up to the beginning of this
century, most pension plans in the United States contained clauses to the effect that pensions were at the
discretion of the employer and in fact amounted to gratuities.” But the tendency is no longer to see
company pensions as a gift the employer may or may not make, but rather as an irrevocable commitment
conferring a vested right. A retirement pension then becomes a kind of deferred saary with al the rights
that this implies.® Here again, regulations in most countries determine the moment in time when such
vested right is acquired. But the situation differs considerably from one country to another -- from
immediate entitlement to a waiting period of severa years, or sometimes progressive entittement. The
table hereinafter sets this out.

86. The acquisition of rights to a pension has been a maor step forward for the protection of
beneficiaries. In particular, it allows a degree of mobility and limits the risks linked to business closure --
provided, of course, that the pension scheme has adequate funds. The concept of vested rights has become
central to financing since funding adequacy of the funds has to be assessed in relation to their
commitments, i.e. the vested rights (possibly projected) of beneficiaries. An employee is in principle
always entitled to benefits corresponding to his own contributions. Problems arise more in connection
with entitlement related to employers’ contributions.

87. In some cases, vested rights may vary depending on position in the career path (“backloading”).

This tends to tie down the employee and may restrict vested rights. In this respect some countries require
minimum accrual of such rights so as to limit cases of abuse.
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88. Similarly such rights may be severely curtailed by the fact that they are habitually nominal. This
is particularly important on leaving a firm if rights are not transferable.  An employee who leaves his
firm, especially early in his career, will indeed have vested rights for the period of employment counting
towards his pension, but where the reference is to fina salary, benefits will be reatively low and may
moreover not be index-linked. The United Kingdom requires index-linking of pension rights, but is one of
the few countries to do so. It will be seen below that indexing pre- and post-retirement rights raises other
problems.

89. The issue of beneficiaries’ protection may be particularly relevant in the framework of disputes
that the calculation of vested rights may generate. Beneficiaries may face very difficult situations in case
of miscalculations of contributions and/or benefits. The issue of vested rights raise also specific questions
concerning the right of spouses. As mentioned in the introduction, these matters will not be treated in this
paper.

d) Mobility and transferability

90. Aside from adjustment of vested rights to take account of inflation, workers who move around
within different firms may face problems of aggregationliofited pension rights. Workers will be
penalised in various ways, particularly in the case of schemes where benefits are based on final salary. On
each occasion the worker loses any right he might have acquired to a pension based on a higher final
salary. A recent study (by the Office of Fair Trading) shows, for example, that a wage earner who changes
jobs for instance five times could end up with a pension 30 per cent lower than a person who stays in the
same plan—and in some cases with much less. Mobility issues could spur the growth of defined
contribution plans. Some countries have introduced the possibility of transferring entittement acquired by
the employee to the private pension fund of his new employer. Portability goes even further in that the
new employer also recognises periods of prior employment for pension purposes. The mobility issue is
particularly important for movements across countries and is related to the principle of free movement of
workers. The report of the high-level group on the free circulation of individuals (Veil Group), which
underlies the recent proposal for a European directive on the pension rights of individuals moving between
European countries, is concerned mainly with the preservation of pension rights and equality of treatment
for workers moving from one State to another. The policy approach on this issue should correspond to the
national employment policy. There is here a policy choice between the promotion of the mobility of
employees and the interest of employers to fidelity and stability of their employees. When professional
mobility is promoted, related measures should be taken in the pension field in order to encourage this goal.

€) Entitlement to benefits

91. Entitlement to a full pension is also generally limited by length of employment or by the age of
the worker. Arrangements here vary considerably. Acquisition of entitlement to benefits is also often
linked to age or length of employment. Such practices can be highly prejudicial depending on how
benefits are calculated (e.g. where they are linked to final salary or entitlement increases substantially in
the last years of employment) if the employee leaves, voluntarily or otherwise, some years before
pensionable age.
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Table 5. Vested Rights

entitlement of accrued benefits indexation transfer modalities
vesting rights
Belgium immediate on employee no but possible adjustments transferability of  vested
contribution reserves
1 vyear on employer
contribution
Canada 2 years weak
Denmark immediate possibility of transfer of
surrender value between
occupational pension
schemes
France immediate
Germany 10 years yes
Hungary immediate
Japan from 5 to 30 years for little transfer values for
voluntary departures employees leaving the fund
voluntary and early
Mexico no no no
Netherlands 1year yesin practice possibility of transfer, under
same conditions, within large
network of pensions
Norway 3years
Spain immediate transfer to other nationa
plans
Sweden (ATP) immediate full transferability of national
plans
Switzerland immediate for minimum
contrib.
United Kingdom 2 years yes transfer to other pension
funds
United States 5 years (+ progress.) no possibility of lump sumin

case of transfer

Source: Davis (1995) and OECD.
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f) Adeqguacy of the pension

92. Echoing as they do the broad concepts underlying the development of social security systems
(Beveridge and Bismark concepts in particular), private pension schemes are also concerned by
discussions regarding public schemes, since the underlying principles are the same. This issue concerns

first the adequacy of private schemes to substitute or complement public schemes in an appropriate way, at

the level of the scope of the coverage within the population or at the level of the size of the coverage itsdlf.

In this respect, the aim that a pension should provide a minimum income to meet basic needs should be

looked at first. It may be assumed that this is a matter for the State. Such income may come from a
retirement scheme or some other system to deal with poverty among the elderly. It does not necessarily

have to be linked to a previous salary. In that case private schemes would not be expected to provide such
minimum income. But they might conceivably be required to do so and the government might play only a

role of last resort if the private sector defaulted, particularly for certain categories. If the private sector had

to cover such “minimum?” situations, it might be considered that it would for such purposes have to be
closely regulated to meet public objectives. One last -- theoretical -- possibility would of course be that of
a country which would not consider covering such needs to be one of its objectives, either at public or
private level.

93. Whether private retirement schemes are adequate will therefore generally be assessed by
reference to a second facet of the concept, i.e. maintaining a minimum living standard and/or one
comparable to that prior to retirement and balancing adequately benefits and contributions. The minimum
living standard can be fixed somewhere above that for basic needs. There is great potential flexibility
here. Maintenance of comparable income is however a more precise concept and reflects an approach
based on contributions rather than redistribution.

94. Comparable level basically means the level of consumption rather than that of the income itself.
During his working life the worker divides his income between consumption and savings. The latter are
intended for deferred consumption during working life and/or after retirement. Once he retires the
pensioner’'s need to save is generally less and the replacement ratio is below 100 per cent. Low-income
workers as a general rule need a higher replacement ratio than high-income workers.

95. Aside from comparing the living standard to that prior to retirement, the benefits/contributions
ratio is also crucial. It naturally favours high-income workers. A high-income worker whose pension is,
for instance, only 50 per cent of his salary may think it gives him a standard of living which is a) adequate,
b) perhaps comparable with his previous level of consumption, depending on the size of his savings, but
c) presumably does not correspond to the level of contributions he paid. Whether or not his pension is
adequate will no doubt be seen in terms of the benefits/contributions ratio rather than the living standard.

96. Conversely, low-income workers would no doubt not find their living standard adequate with
such a percentage. Adequacy of the pension will be looked at more in terms of this last parameter. Since
the private pension will generally come on top of the public pension, the living standard will be judged by
how the two are combined. Ways in which they are combined vary considerably, with contributions being
offset, or added as a step rate. These methods may however result in benefits being inadequate depending
on how they are calculatéd.

97. Adequacy of the private pension scheme must of course be considered in the broad context, i.e.,
as compared with adequacy of the public scheme. Adequacy is assessed differently according to whether
the public scheme already permits a standard of living comparable with that enjoyed earlier or not. If it
does, adequacy of the private scheme is assessed essentially in terms of the benefits/contributions ratio. If
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it does not, adequacy will be assessed in terms of standard of living. In this case, however, the private

scheme’s adequacy will essentially make up for the public scheme’s inadequacy. It would be dangerous
here to shift the focus from the inadequacy of public systems to that of private systems. In this case, too,
the problem has to be gauged in terms of substitution effects or complementarity. If there is substitution,
the question is whether the private scheme does better or, at any rate, as well. If there is complementarity,
the question is whether the private scheme meets the objective assigned (comparable standard, minimum
standard) as a supplemeéntthe public scheme. Finally, adequacy may be assessed as bgtivatn
schemes. Generally, it is important that benefits correspond to what was promised in the contract.
Adequacy has also to be considered in a dynamic framework and will vary following periods, and related
consumption and savings patterns.

98. The adequacy or inadequacy of private schemes is very well conceptualised in the rare cases of
contracting out. For example, in the United Kingdom contracting out of SERPS must peredeipe of
minimum benefits corresponding to a reference schieme.Japan, the pensions paid must be at least

30 per cent higher than those of the general pension scheme.

99. Private pension arrangements also pose problems as regards the principle of adequacy. This is
notably the case with schemes that propose lump sum paymeitsough these present certain obvious
advantages, practice shows that in some cases the beneficiaries use the payments not as a retirement
pension but as a pure product of saving, anconsume them. Once the@amts concerned have been
consumed, the pensioner is without resources. A number of countries allow tax relief for annuities only.
Others permit the capital/annuity option but restrict capital sum payment. Others, finally, seem to
encourage the latter. Certain limits on this type of pension payment may be consitdesshry. These
situations should be dealt with flexibly, however. Persons with income from other sources, whatever they
may be, should be allowed to choose between capital sums and annuities, particularly if this permits the
use of capital for specific purposes such as the purchase of a diveliimgh moreover may be regarded

as a potential source of income (via rental) or to invest related amount in more performing plans. One of
the criteria to be taken into account is the extent to which such uses deflect the system from its essential
aim of providing a deferred income.

100. Plans with defined benefits are often based on the employee’s final salary. This practice,
apparently advantageous to the employee, may turn out to be disadvantageous if earnings have tended
downward for business reasons that are sectoral or firm-related or for personal reasons (illness, etc.). The
“backloading” methods frequently applied in pension vesting make this system all the more unfavourable
to employees who leave the firm before retirement age. The risks are reduced if the pension is based on
the highest pay or again on average pay (but this average is also more likely to be lower than the final

pay).

101. Finally, the adequacy should also be assessed from another point of view, when
contributions/benefits may be too important in consideration with social and tax objectives. The objective
of tax deductions is to promote the development of a adequate pensions and to respond to several social
objectives, not to allow citizen to embezzle taxes for personal enrichment. Theilipossibtax
deductions corresponds to selected social objectives, which may be diverted. This has induced several
countries to set maximum ceilings to tax advantages related to contributions and/or benefits.
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Table 6. Replacement ratio (including social security)

average gross maximum benefit
replacement ratio
Australia 53% (92) flat rate: 6 x annual salary
Austria DB schemes. 60-80%
Belgium 60% (92) DB schemes: 75%
Canada 70% (92) DB schemes: 70% including RPC
Czech Republic flat rate: varying, depending on savings
Denmark 60% DB schemes: 70%
Finland 60% DB schemes: 65% (excluding social security)
France 67% (92) DB schemes: 70% of final carrier salary
Germany 66% (92) DB schemes: 60% of final carrier salary
Greece 67% (92) Not available (marginal)
Hungary varying , depending on the type of scheme
Ireland 59% (92) DB schemes. 66.6% of final the salary taken into account at
the final the carrier
Italy 60% (92) 80%
Japan 60% (92) DB schemes: depending on salary, varying according to the
length of service and the conditions of final occupation
Korea flat rate: 6 x final carrier monthly salary
L uxembourg 67% (92) DB schemes: 80% of the salary that is taken into account
Mexico flat rate (in general): approx. 45% final of carrier salary
DB schemes: varying according to length of service (up to
100%)
Netherlands 61% (92) DB schemes: 70% final of carrier salary
Portugal 68% (92) DB schemes: 80% of final carrier salary
Spain 74% (92) DB schemes: 80% of final carrier salary
Sweden 65% (92) DB schemes: 65% of final carrier salary
Switzerland 72% (92) DB schemes: 70 % of final carrier salary
United Kingdom  68% (92) DB schemes: 66,6 % of final carrier salary
United States 68% (92) DB schemes. 60% of final carrier salary

Source: Pestieau (1992), OECD.
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102. Ancther mgjor problem concerning the adequacy or inadequacy of pensions paid by private
schemesisthat of indexation. It isuseful, first of dl, to remember that public system pensions are always
indexed and sometimes adjustable upward. This is far from being the case with private schemes. Pre-
retirement indexation exists where benefit are based on fina earnings, but this does not concern the
development of the situation after retirement. Very few countries impose indexation of private pensions:
Australia (for the period after 1994), the United Kingdom since the 1995 Pensions Act, and Germany in
the case of book provision, following a decision by the Supreme Court. On the other hand, there is
evidence that indexation and other forms of inflation-proofing are practised in certain countries despite the
fact that this is not mandatory (Ireland, Netherlands, United States). The problem of indexation may be
addressed in the future through the development of index-linked bonds, which inter alia would enable
insurers to propose inflation-proof annuities on better terms. Variable annuities are also a possibility but
these may in fact shift part of the inflation risk to a p