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Many countries face increasing fiscal problems financing pensions in the face of population aging. There is
controversy about the underlying economic theory, about the extent of the problem, and about the best mix of
policies to protect old-age security. This paper establishes the areas of debate; gives thumbnail descriptions of
pension arrangements in different countries; discusses the main analytical and empirical issues relevant to
thinking about pension design; and assesses a range of policy directions. The main conclusions are that what
matters most is effective government and economic growth; that the debate between pay-as-you-go and funding
is secondary; that good pension schemes can take many forms; and that there is a problem in financing pen-
sions, but not a crisis.

1 E-mail address: n.barr@lse.ac.uk
I am grateful for helpful comments from Christopher Allsopp, Peter Diamond, Andrew Glyn, Dieter Helm, and Margaret Stevens.
2 This paper uses the term ‘pensions’ because ‘social security’ has different meanings in different countries. British usage—all

publicly provided cash benefits—differs from the narrower American definition of social security as retirement benefits, and from
the broader EU definition which includes health services. The term is therefore avoided where possible.

I. DEFINING THE TERRAIN

Old-age pensions2 are seen as a problem, and are
controversial both theoretically and in policy terms.
Section II asks whether there really is a crisis.
Section III sets out some major issues in thinking
about pension design—information problems, fiscal
issues, administrative costs, and the role of govern-
ment. Section IV discusses policy directions. The
final section offers some conclusions.

As a starting point, it is useful briefly to establish
what the problems are, to set out the major argu-

ments about diagnosis and prescription, and to sum-
marize the way different countries organize their
old-age pensions.

(i) What is the Problem?

Many countries face rising pension spending, often
combined with significant pensioner poverty. The
problem is attributed to various trends, notably a
pincer movement between rising life expectancy
and lower birth rates. Table 1 in the paper by
Whiteford and Whitehouse (2006, this issue) shows
that average pension spending in the OECD in 2001
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was 7.4 per cent of GDP, the comparable figure for
the EU15 (i.e. the older member states) being 8.2
per cent. But spending in some countries was
significantly higher: 10.4 per cent in France, 10.8 per
cent in Germany, and 12.6 per cent in Greece. If
pension formulae remain unchanged, projected trends
in longevity, fertility, and economic growth suggest
that pension spending in some countries could dou-
ble from their present levels as populations age—in
Greece, for example, to nearly 25 per cent of GDP
in 2050 if no action is taken (UK Pensions Commis-
sion, 2004, Table D.2).3 These problems notwith-
standing, section II questions whether there is a
genuine pensions ‘crisis’.

(ii) What are the Big Arguments?

There are many debates about pensions, some of
the references to which are listed in footnote 6 of
Barr and Diamond (2006, this issue).

Should pensions be pay-as-you-go (PAYG) or
funded?
In a PAYG scheme pensions are paid out of current
income. In a fully funded scheme, pensions are paid
from a fund built over a period of years from
members’ contributions. Virtually all state pension
schemes are mainly PAYG; private schemes are
generally funded (though not necessarily adequately).

Chile has become a famous exemplar in the debate.
In 1981, Chile moved from PAYG pensions to
individual funded accounts. This strategy, in es-
sence a form of privatization, underpinned the World
Bank’s advocacy of the ‘multi-pillar model’ (World
Bank, 1994) with a significant mandatory funded
component. The demonstration effect of Chile and
the advocacy of the World Bank were powerful, in
that many countries, notably in Latin America and
Central and Eastern Europe, have added mandatory
contributions to private, funded pensions alongside
contributions to the PAYG state system.4

In assessing this debate, it helps to be clear about
what is controversial. At its simplest, the multi-pillar
model has three elements: the first tier is a state-run
PAYG pension, usually with some redistribution

built in; the second tier is mandatory membership of
a privately managed funded pension, usually run on
a fairly strict actuarial basis; the third tier comprises
voluntary contributions to funded pensions. Though
the level and construction of the state pension is a
matter for discussion, its existence is not; equally,
nobody seriously questions the desirability of suit-
ably regulated voluntary private pensions. The point
of acute controversy is whether membership of a
private scheme should be mandatory. Thus the
controversy focuses largely on the desirability or
otherwise of the second-tier—a question taken up in
section IV(iv), below, and in more detail by Barr and
Diamond (2006, this issue).

What weights should be given to the different
objectives of pensions?
As discussed more fully in the paper by Barr and
Diamond, pensions have multiple objectives, includ-
ing insurance (e.g. in respect of the longevity risk),
consumption smoothing (i.e. enabling people to re-
distribute to themselves over their life cycle), pov-
erty relief, and redistribution. Some writers argue
that an additional objective is to promote economic
growth.

A particular form of that debate is whether pensions
should be defined contribution (DC) or defined
benefit (DB). In a pure funded DC scheme, the
pension a person receives depends on his or her
lifetime pension accumulation. Two features of
such an arrangement stand out. First, it leaves the
individual worker to face the risks associated with
the performance of his pension fund, depending
inter alia on the performance of the stock market.
Second, in a pure DC scheme, the pension a worker
gets bears a strictly actuarial relationship to his
contributions. Thus a pure DC scheme does little to
address poverty relief and, the important longevity
risk apart, offers no insurance (e.g. against uncer-
tain lifetime income prospects); DC pensions thus
give heavy weight to the consumption-smoothing
objective.

In a DB scheme, often run at the firm or industry
level, the pension a person receives depends on his
or her wage history and on length of service. One

3 For wide-ranging projections of spending on pensions, health care, long-term care, etc. in the EU25 until 2050, see Economic
Policy Committee of the European Union (2006).

4 For a trenchant assessment of the ‘multi-pillar model’ in Latin America, see Gill et al. (2005).
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feature of this arrangement is that the risk of
differential pension portfolio performance falls on
the employer, and hence is shared more broadly
than with DC arrangements. Second, the pension a
worker gets is not fully actuarially related to his or
her previous contributions.5

In some countries, notably Sweden (see the paper
by Sundén, 2006, this issue), pensions are organized
on a notional defined contribution (NDC) basis, that
is, pensions are PAYG, but a person’s pension
entitlement bears a roughly actuarial relationship to
his or her lifetime contributions, given the person’s
age at retirement and the life expectancy of his or
her birth cohort, in the same way as in a DC scheme.
Thus, NDC pensions are a PAYG analogue of DC
schemes. NDC pensions bring together the previ-
ous two debates. They are relevant to the debate
about weights, in that a pure NDC scheme concen-
trates on consumption smoothing. They are also
relevant to the debate about PAYG versus funding;
if a country wishes to have an element in its pension
system that offers fairly pure consumption smooth-
ing there are circumstances where NDC might be
more appropriate than funded DC.

Analytical arguments
Writing about pensions is prone to analytical errors,
four of which are discussed by Barr and Diamond
(this issue).

(iii) How do Different Countries Organize
Pensions?

This section briefly outlines arrangements in a
number of countries to illustrate the range of choice.

Experience in Chile and other Latin American
countries is discussed by Arenas and Mesa Lago
(2006, this issue). As already noted, Chile has DC
funded accounts. These are supported by a state-
guaranteed minimum pension for workers who have
contributed for 20 years or more. Thus the second
tier is a mandatory, privately managed, individual
funded account, with a residual first tier in the form
of a guarantee.

Sweden’s NDC pensions are discussed by Sundén
(this issue). The NDC element is supported by a

safety-net pension for people with low lifetime
earnings and credits for periods spent caring for
children. Thus Sweden has actuarial benefits plus a
safety-net guarantee, and is therefore in important
respects a publicly organized, PAYG analogue of
Chile, since each places heavy emphasis on a strong
relationship between contributions and benefits.

The USA, discussed by Thompson (2006, this issue)
has an earnings-related PAYG scheme which is
generous relative to a minimalist view, though not in
comparison with a number of European countries.
Though people can retire earlier, full pension is paid
when a person retires aged 65, rising gradually to 67.
Many people also belong to a company or industry
pension scheme and/or to an individual DC pen-
sion—such membership being voluntary so far as
government is concerned. These are supported by
a safety-net pension for people with low incomes,
but at below-poverty level. Thus the only mandatory
element in the US arrangements is the state pension.

The UK, discussed by Hills (2006, this issue) has a
flat-rate PAYG basic state pension. The basic
pension has always been below the poverty line, in
that people whose only income is the basic pension
are eligible for additional income-tested benefits.
Superimposed on the basic pension is mandatory
membership of an earnings-related pension, which
can be the state earnings-related scheme, or an
approved occupational scheme, or an individual
account. One of the major criticisms rightly levelled
at the system by the UK Pensions Commission
(2004) is its complexity.

Australia is like Chile in that its second-tier pension
builds on mandatory individual funded accounts, but
unlike Chile in that it has a much more fully articu-
lated first tier paid out of general taxation and has a
role for employers in organizing the individual funded
accounts.

New Zealand has a generous universal flat-rate
pension (about 65 per cent of average weekly
earnings) financed through general taxation, supple-
mented by voluntary, funded, DC pensions. In a
referendum in 1997, a proposal to move to a Chile-type
system was heavily defeated (in an 80 per cent turnout,
91.8 per cent of voters rejected the proposal).

5 Though the variation of benefits with the timing of their start can be fully actuarial.
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The Netherlands is like New Zealand, in that it also
has a generous, tax-funded flat-rate universal pen-
sion. Superimposed is mandatory membership of
private schemes, frequently at an occupational level,
and a system of voluntary pensions.6

The experience of different countries in the OECD
is assessed by Whiteford and Whitehouse (this
issue).

II. A PENSIONS CRISIS?

Why is there ‘suddenly’ a crisis in pensions; and is
there a crisis?

(i) Why is there ‘Suddenly’ a Crisis?

High and rising pension costs create worries about
sustainability. That worry is given added weight by
the pressures of globalization, which derive from
two roots. First, since 1970 international trade has
become increasingly open. Second, as a result of
technological change, a rising fraction of trade is
electronic, making national boundaries increasingly
porous. For both reasons, globalization reduces,
though it does not eliminate, the ability of a
country to act independently in designing its
institutions, for example in setting its pension
contribution rate.

Most of these factors, however, are not new. The
impact of population aging was both predictable and
predicted (Barr, 1979), yet few countries have got
to grips with its implications. Average age at death
in the UK (and similarly in other countries) has been
rising steadily at least since 1860. In the early part
of the period, few people reached pensionable age.
During the middle of the twentieth century, the
average age at death started to exceed 65, increas-
ing the numbers of people who drew pensions, if
only on average for a short time. Clearly, as more
and more people live to pensionable age and, having
achieved that, live longer and longer beyond that, the
costs of pensions rise and, as a proposition in pure
logic, rise disproportionately.7

(ii) Crisis or Problem?

There are several elements to the costs of pensions.
Looking to the past:

• pensions have tended to increase and, as noted
by Whiteford and Whitehouse (this issue), older
people in OECD countries over recent decades
have gained relative to the population as a whole;

• retirement has lengthened, in part because of
earlier retirement but mainly because of longer
life: ‘[across the OECD] whereas men could
expect to spend around 10 years in retirement
on average in 1970, this had risen to around 20
years in 2004’ (Whiteford and Whitehouse,
p. 83).

Looking to the future, projections indicate that:

• there will be more older people, as life expect-
ancy continues to increase;

• there will be fewer younger people—Whiteford
and Whitehouse point to a projected decline in
the absolute number of people aged 20–64 in
OECD countries.

Is this a crisis? This paper argues that there is not a
crisis, but a problem and, moreover, a problem with
a range of solutions: lower benefits, rising contribu-
tions, more years of work, or a combination, dis-
cussed more fully in section IV.

Some commentators question whether there is even
a problem. Mullan (2000) argues that rising pro-
ductivity will suffice. This may be the case; but as
a country gets richer, the expectation is that pen-
sions will grow broadly to keep pace with living
standards; it may be that rising productivity would
make it possible in 2050 (say) to pay pensions at
today’s real levels; but by then the average level of
pensions is likely to be significantly higher.

Others (see Banks et al., 2005) argue that wealth
accumulation, notably in the form of housing, will

6 A Dutch student tells me that this is sometimes referred to as ‘the cappucino model’: largely coffee (the flat-rate pension), with
a layer of cream (the occupational pension), and a dusting of cocoa (voluntary pensions).

7 Assume everyone retires at 65 and dies on their 67th birthday. An increase in life expectancy of 1 year raises pension costs
by 50 per cent.
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largely resolve the problem. The paper by Hills
(2006, this issue) addresses the issue, and argues
that non-pension private wealth, though helpful, is
far from a complete answer. Equity-release schemes
for housing do not offer a good return, not least
because of growing uncertainties about longevity;
and there are other potential claims on housing
wealth, notably to self-insure against the need to
finance expensive long-term care in extreme old age.

In contrast, Dieter Helm argues (in an exchange of
e-mails) that conventional measures understate the
problem, given wealth decumulation through the
consumption of natural resources (for fuller discus-
sion see Heal, 1998;  Dasgupta, 2001). In other
words, Helm argues, present pension policies are
unsustainable because they are based on assump-
tions about growth rates that are overstated be-
cause they take no account of the costs of environ-
mental damage.

(iii) The UK Problem

Alongside the general trends of population aging, the
UK faces country-specific problems. Since the
mid-1980s the state pension has been indexed to
changes in prices rather than wages, thus depress-
ing the pension relative to average earnings. This, it
was deemed, was appropriate because the state
pension was accompanied by a well-articulated
system of private pensions—largely occupational
DB pensions—a system that was the envy of many
other countries. Since 2000, the strategy has lost
much of its viability. The story has three elements:
pension fund deficits, legislative changes, and a shift
towards government bonds.

Pension fund deficits
Today many pension funds face large measured
deficits. The origin of these deficits is threefold:

• during the times of strong stock market per-
formance in the 1990s many companies took
contribution holidays;

• in 1997 some of the tax advantages of pension
funds were reduced;

• in 2000 the stock market fell sharply.

Legislative changes
• Accounting rules designed to improve trans-

parency now require that the deficit of a com-
pany pension scheme appears on the compa-
ny’s books; this deficit is presented analogously
to an annual trading loss.

• The Pension Protection Fund, which began in
2005, charges risk-rated premiums.

A resulting move into government bonds
The initial deficit, together with continued shaky
stock-market performance, led many companies to
redirect their pension funds towards bonds, and that
movement was increased by the fact that the Pen-
sion Protection Fund charged risk-rated premiums,
which are lower for low-risk assets such as govern-
ment bonds. Thus the demand for long-dated gilts
rose sharply, and the yield fell correspondingly to a
low on 50-year indexed bonds of 0.38 per cent.

To compound the problem, pension fund deficits are
measured in terms of the return on long-dated gilts;
thus the increased demand for long-dated gilts, by
depressing yields, makes the measured deficit even
larger.

In sum, the legislative changes made a real problem
worse and the record-low bond rate made it worse
still. Though part of the problem is real, the result of
optimistic assumptions about returns to pension
funds in the 1990s, part is self-inflicted, the result of
unintended consequences of regulation.

III. MAJOR ISSUES

(i) This Edition of the Oxford Review

The papers in this issue are about old-age pensions.
For reasons of space, there is little discussion of
other types of pension, for example for disability, nor
much discussion of health care, despite its parallel
importance, particularly in the USA.

The issue is in two parts. The papers in the first
cluster are mainly conceptual. Nicholas Barr and
Peter Diamond set out the economics of pensions,
intended as an analytical toolkit in terms of which the
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experiences of different countries can be assessed.
James Banks and Sarah Smith discuss the nature of
retirement—a more multi-dimensional concept than
is often realized—illustrating their analysis with UK
data. David McCarthy discusses the rationale for
occupational pensions, anchoring their existence in
a series of market imperfections. Administrative
costs are a cross-cutting theme. John Nugée and
Avinash Persaud discuss the regulatory environ-
ment in which pensions currently sit and argue that
its unintended effect is to shift financial risk from
where it should be to where it should not. In
particular, they argue that, in the name of safer
institutions, financially unsophisticated and con-
strained pensioners bear more risk than they need to
or than they did in the past. They put forward a
radical proposal for changing the basis of financial
regulation, moving away from the focus on ridding
institutions of private risks at any point in time, to a
focus on the proper concerns of regulators: sys-
temic risk, consumer protection, and encouraging
the shift of risk to where it is best managed.

The second cluster of papers discusses pensions in
different countries, chosen to illustrate a range of
different experiences. The paper by Peter Whiteford
and Edward Whitehouse offers an overview of
pension issues and reform strategies in OECD
countries, including the new EU member states.
Lawrence Thompson looks at the historical evolu-
tion and current position of the US system, and
assesses the recent strident debate on pension
reform in the USA.8 The UK, too, is debating
options for reform, though in a much more measured
way. John Hills, a member of the UK Pensions
Commission, sets out the recommendations of the
Commission’s Second Report (UK Pensions Com-
mission, 2005) and the core analysis that underpins
them. Sweden’s move to notional defined-contribu-
tion pensions is discussed in Annika Sundén’s paper,
which explains the thinking behind the reforms and
assesses some of the main outcomes. Alberto Are-
nas and Carmelo Mesa Lago assess the 25-year
experience in Chile in the broader context of reform
in Latin America, concluding that that experience is
mixed, but by some margin the most successful in
the region.

The rest of this section discusses four issues that run
through the papers: information problems both for
workers and for the providers of pensions, mainly a
microeconomic issue (section III(ii)); the fiscal
costs of a move to funded pensions, mainly a
macroeconomic issue (III(iii)); administrative costs
(III(iv)); and the major and inescapable role of
government (III(v)).

(ii) Information Problems and the Difficulty of
Resolving Them

Information problems on the demand side
Choices about pension products. Decisions
about pensions raise issues of long-run choice,
and pensions products are generally complex.
Both factors create information problems which
reduce—often considerably—people’s ability to
make choices that maximize their own long-term
well-being. As Arenas and Mesa Lago (p. 158)
note in the context of Chile, ‘most insured lack
the data and skills to make an informed selection
of the best [pension provider] and are influenced
in their decision by advertising and salesmen’.

A common problem is that people make bad choices.
Sweden’s NDC pension is supplemented by the
Premium Pension (i.e. individual accounts). Sundén,
commenting on early experience with the Premium
Pension, notes (p. 145) that, ‘making investment
decisions is complicated and results from the first
few years with Premium Pension show that work-
ers are making similar mistakes to those docu-
mented in other individual-account systems. . . . As
a result, groups of workers may experience system-
atically poor outcomes.’

A particular manifestation of bad choice is to make
no choice at all, a common result where excessive
choice or excessive complexity leads to immobi-
lization. In Sweden, individuals can choose from
around 700 providers of the Premium Pension but,
as Sundén points out, in 2005, over 90 per cent of
new entrants to the labour-force ended up in the
government default fund because they had not
chosen any other fund.

8 For an official assessment, see US GAO (2005) and, for trenchant discussion of events in the UK since the mid-1980s and their
relevance to the USA, Cohen (2005). Diamond (2006) offers a joint assessment of the USA and UK.
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It is often argued that the solution is to improve
consumer information. However, even in advanced
countries such as Sweden and the USA progress
has been very limited. The Barr–Diamond paper
suggests that imperfect information in this context is
hard to resolve because what is involved is not an
information problem (resolved by offering more
information) but an information-processing prob-
lem—that is, a problem which is too complicated for
individuals to resolve even if they are given the
necessary information (many medical choices have
a similar character). This is not an argument against
transparency and broader efforts at public educa-
tion, but a caution against expecting such policies to
be a complete solution.

Choices about retirement age. Analogous is-
sues arise over the timing of retirement. Evidence
suggests that many people retire at the earliest
permissible age, even at a pension that is low and
which would be larger if they delayed retirement. If
pensions bear an actuarial relationship to a person’s
expected duration of retirement, the combination of
longer lives and retirement at the earliest permissi-
ble date inescapably aggravates elderly poverty. As
Sundén notes, incentives to encourage delayed re-
tirement in Sweden have had little effect.

Information problems on the supply side
Insurers also face information problems. A particu-
lar issue is the ability to predict life expectancy,
where it can be argued that longevity increasingly
faces not only risk but also uncertainty. The distinc-
tion is important: actuarial insurance can address
risk (where the relevant probability distribution is
known), but deals less well with uncertainty (where it
is not). As the First Report of the Pensions Commis-
sion (UK Pensions Commission, 2004) points out,
there are different elements in the longevity risk.

• Specific longevity is the probability distribution
of age-at-death of a given person at age 65; this
is the risk which an annuity is designed to cover.
It is a genuine risk.

• Cohort longevity, relating to the life expectancy of
men or women born in a given year, has a larger

variance than specific longevity. We know that
life expectancy is increasing, but there is uncer-
tainty about how much. Thus there is a ‘funnel
of doubt’, and—importantly—the area of doubt
gets wider as the duration of retirement increases.
Official projections have been on the low side:
they correctly identified a slow-down in the rate
of increase of life expectancy in the second half
of the twentieth century, but mistakenly attrib-
uted it to a ‘maximum duration of life’, rather
than to the cumulative impact of smoking, an
effect that has now been absorbed and, if
anything, is being reversed. The practical ques-
tion is whether providers of annuities have the
capital to address the variance in longevity; the
more fundamental question is whether longev-
ity is better regarded as risk or as uncertainty.

• Longevity over the longer term, i.e. over all
cohorts, creates uncertainty rather than risk. If
the costs of that uncertainty fall on the annuity
provider, there will tend to be two effects: either
the terms on which the annuity is offered
become increasingly parsimonious, as the an-
nuity provider protects shareholder interest by
pricing policies on the basis of pessimistic as-
sumptions;9 or the annuity provider pulls out of
the market—a trend already noted in the UK.

Policy must, therefore, address the facts that the
underlying problem is uncertainty, and that uncer-
tainty creates uninsurable costs. Those costs have
to fall somewhere.

• They can fall on the annuitant if annuities are
(a) missing or (b) offer poor value, or (c) if
retirement age rises alongside rising life expectancy.

• Alternatively, costs can be shared more broadly,
e.g. with the taxpayer. The state could provide
the annuity—either the whole annuity (as in
Sweden) or that element which addresses ris-
ing life expectancy (i.e. not the risk element but
the uncertainty element).10

One approach is to share the risk: the costs of rising
life expectancy during working life could be im-

9 The same problem arises for other long-term uncertainties, notably the high price and loosely specified contracts offered by
insurance policies covering the costs of long-term care (see Barr, 2001, ch. 5).

10 An analogue with current institutions would be if private pensions provided limited price indexation, with the state taking
on the risk of inflation above the limit.
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posed on the worker through later retirement; the
cost of rising life expectancy once a person has
retired could be imposed on the taxpayer.

(iii) The Fiscal Costs of a Move to Funding

A second theme is the fiscal cost of a move towards
funding. In a PAYG scheme, the contributions of
younger workers pay the pensions of older people.
But if a country moves towards funding, the contri-
butions of younger workers go instead into their
individual accounts, so the pensions of retired people
must come from some other source, notably higher
public spending financed by higher taxation or addi-
tional government borrowing. Thus a move towards
funding generally imposes an added burden on
workers, who have both to pay their own contribu-
tions and some or all of the taxes that pay for current
pensions.

It is thus no accident that Arenas and Mesa Lago
report an average deficit in Chile between 1981 and
2004 of 5.7 per cent of GDP, projected to continue
at about 5 per cent of GDP for the period 2005–10.
The root of the deficit is the fiscal cost of transition;
and that cost is increased because policy-makers
overestimated contribution density (i.e. the extent to
which people would make regular contributions)
and hence underestimated the costs of the pension
guarantee and the social assistance pension. Similar
problems arise in other countries for similar reasons.

One way to contain the fiscal costs of the transition
is to phase in funded pensions gradually, as in the
UK over past decades. Another is to postpone a
move to mandatory funded accounts. For example,
Barr and Diamond (forthcoming) argue that the
strategy in China of a pooled element plus individual
accounts is a sensible one, but that mandatory
funded individual accounts (the current arrange-
ment), are sub-optimal. Instead, individual accounts
should be run as notional accounts for the time being,
supplemented by voluntary funded accounts. This
approach avoids the additional fiscal and adminis-
trative burdens of a move towards funding, while
maintaining the structure of individual accounts and
keeping open the option of phasing in funded ac-
counts in the future as and when such a move better
fits conditions in China. Slightly to oversimplify, the
suggestion is to move from a Chile-type construct to
a more Swedish type of arrangement.

There is a flawed argument which runs, ‘PAYG
pensions face major fiscal problems, therefore they
should be privatized’. This argument is mistaken
because the word ‘therefore’ does not follow in
logic. In considering the issue, it is important to
distinguish two questions:

• is the fiscal cost of public pensions a problem?

• would a move towards funded pensions be
beneficial?

The paper by Barr and Diamond makes clear, inter
alia, that these are two different questions, requir-
ing separate answers. If the fiscal cost of public
pensions is a problem and there are no major gains
perceived from a move to funded pensions, the
relevant policy directions are those that reduce
public pension spending; in contrast, if there are
potential benefits from funding, a move in that
direction may be sound policy even where the fiscal
costs of a public pension are sustainable.

(iv) Administrative Costs

Administrative costs are important, with very differ-
ent costs for different types of scheme. As Figure
1, from the First Report of the Pensions Commis-
sion, shows, individual accounts tend to have higher
charges, and occupational schemes lower; state
schemes are generally the cheapest to run. Figure 1
also shows that the unweighted mean annual
management charge for personal pensions in the
UK is about 1 per cent of a person’s pension
accumulation. Under plausible assumptions, a charge
of 1 per cent over a working life will reduce the
accumulation by about 20 per cent (Diamond, 2004,
p.3); that is, a person’s pension will be 20 per cent
lower than otherwise for each 1 per cent of admin-
istrative charge. Clearly, a major issue for policy-
makers is the way in which pensions generally, and
charges in particular, are regulated, a central issue
in Nugée and Persaud (2006, this issue).

Among the benefits claimed for individual accounts
are (a) that they increase individual choice and
(b) that they attract a higher return to pension
accumulations. Given the information problems dis-
cussed above, the welfare gains from the first and
the magnitude of the second can both be questioned.
Whatever their importance, they cannot be consid-
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ered in isolation but must be considered alongside
the costs of individual accounts, notably (c) greater
risk and (d) higher administrative costs. It is neces-
sary also to take into account distributional issues:
administrative costs are largely a fixed cost per
account; thus, charges, if they parallel costs, bear
most heavily on small accounts.

The issue of administrative costs arises in many of
the papers. Sundén questions whether it is cost
effective for the Swedish system to offer workers
such a wide choice of providers of individual ac-
counts, pointing to the much lower costs of the
default state scheme. She also points out that ‘plan
implementation has been more costly and compli-
cated than anticipated’ (p. 147).

Arenas and Mesa Lago make two points: that,
taking Latin America as a whole, administrative
costs of private schemes were considerably higher
than those of public schemes; and that in Chile, far
from falling over time, administrative costs have if
anything increased over the 25-year life of their
private system.

Sweden has sought to address these issues through
a clearing-house model, whereby the administration
and maintenance of individual accounts is central-
ized. Another scheme with this characteristic is the
Thrift Savings Plan, offered to civil servants in the
USA (see http://www.tsp.gov). The scheme offers
civil servants a severely constrained range of choice
(currently five broadly based funds); the accounts
are maintained centrally, and fund management is
on a wholesale basis—that is, the fund manager
knows only the total volume of resources to be
managed, not the details of which worker owns how
much. As a result, administrative costs are astonish-
ingly low—currently well below one-tenth of 1 per
cent of a person’s accumulation.11 The approach is
of potential interest to developing countries, where
institutional capacity is limited, and to advanced
countries particularly for low earners or people with
patchy employment records.

For precisely such reasons, the UK Pensions Com-
mission (2005) (see Hills, this issue) proposed a
National Pensions Saving Scheme, in which the
government holds the ring in establishing simple,

11 A recent figure shows that administrative costs were 6 basis points ($0.60 per $1,000 of account balance).

Figure 1
Administrative Costs of Pension Schemes in the UK

Note: GPP is Group Personal Pension—a personal pension scheme organised through the employer, but
still taking the form of individual contracts between the employee and the pension provider.
Source: UK Pensions Commission (2004, Figure 6.9).

Unweighted mean
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reliable savings products with very low administra-
tive costs.

(v) The Role of Government

Directly connected with the three sets of issues just
discussed, a final theme is the major role of govern-
ment in pensions in all countries, irrespective of the
specific configuration of arrangements. Govern-
ments are involved in the following ways.

• As a response to serious information problems
and other forms of market imperfections, dis-
cussed in the papers by Barr and Diamond and
by McCarthy. These problems means that
purely private arrangements for insurance and
consumption smoothing will be either ineffi-
cient or non-existent.

• To provide poverty relief and bring about redis-
tribution.

• To reduce administrative costs.

• As a response to political pressures. Some of
these pressures relate to the popularity of state
schemes, which in some countries are seen as
more reliable than private ones. One interpre-
tation of the US debate discussed by Thompson
is that radical reform failed because the elec-
torate wanted to protect the current PAYG
scheme. The New Zealand referendum dis-
cussed above makes a similar point. A second
set of pressures is for government to regulate
private schemes and perhaps to offer some
guarantees to their members.

IV. POLICY DIRECTIONS

There is a range of ways of adjusting pension
systems to rising numbers of older people, including
lower pensions (section IV(i)), higher contributions
(IV(ii)), and later retirement (IV(iii)). Economic
growth can assist the process of adjustment, so
policies to encourage growth, such as increased
saving, are also an important part of the picture
(section IV(iv)).

(i) Lower Pensions

Faced by larger numbers of pensioners, most coun-
tries have adopted one of two strategies. The first is
largely to ignore the problem. Thus pension spend-
ing rises broadly in line with the number of pension-
ers, as in a number of countries in the wider EU. This
approach creates fiscal problems now, with worse
to follow. However, as Whiteford and Whitehouse
note, the need to reduce pension spending should not
weaken safety nets for poor pensioners. If, as in
some countries, pensions are tightly linked to previ-
ous earnings, the risk is that safety-net elements
become inadequate. The point is important: the
objectives of pensions include both poverty relief
and consumption smoothing; it is a vulgar error,
discussed by Barr and Diamond, to focus exclu-
sively on one objective, ignoring others.

A second widespread strategy has been to reduce
the average pension. This approach avoids fiscal
problems, but at the risk of pensioner poverty. In the
UK, the strategy since the mid-1980s has been to
lower the average state pension relative to the
average wage, relying on means-tested supple-
ments to alleviate elderly poverty.

In Sweden, as Sundén notes, the effect of introduc-
ing NDC pensions was to reduce pensions: ‘re-
placement rates are likely to be lower in the new
system compared to the old’ (p. 144). The point is
important. Notional defined-contribution schemes,
whatever their other advantages, do not per se solve
the demographic problem; what they do is to bring
in a system in which expenditure does not exceed
income; the resulting replacement rate may or may
not be compatible with effective poverty relief.

As well as moves towards lower pensions, Whiteford
and Whitehouse also note a parallel trend, the
tendency for reforms to transfer more of the pen-
sion risk towards individual workers.

(ii) Higher Contributions

Contributions have tended to rise over time: by
increasing the percentage rate of contribution; by
raising the ceiling on income on which contributions



11

N. Barr

are levied; or (an implicit reduction in benefits) by
increasing the number of years of contribution to get
a full pension.

(iii) Later Retirement

People are living longer; this is a wonderful thing—
longer healthy life, it can be argued, is the greatest
achievement of the twentieth century. The term
‘the aging problem’ thus grotesquely misses the
point. The problem is not that people are living
longer, but that they retire too early. If we were
designing a pension system for a new planet whose
native life form was living longer and longer, we
would not choose a retirement age fixed for all time
at 65. The logic is (a) that workers should retire
later, but (b) that each person should have more
choice over the move from full-time work to retire-
ment.

The UK story is illustrated by Figure 2. A man who
retired in 1950 had on average left school aged 14;
in 1950 the average age of exit from the work-force
was 67, i.e. 53 years after leaving school; and
remaining life expectancy at that age was 11 years.
Thus a worker of that generation contributed for
nearly 5 years for each year of retirement. In
contrast, a man retiring in 2004 left school at 16 and,
on average, left the labour-force at age 64, at which
age remaining life expectancy was 20 years—thus

he contributed for slightly less than 2.5 years for
each year of retirement.

In comparing men retiring now with their grandpar-
ents’ generation:

• retirement is earlier, on average 64 rather than
67;

• life after retirement is longer, 20 years rather
than 11.

In addition, today:

• working hours are shorter (in 1950 a 5½-day
work week was typical);

• holidays are longer;

• the data refer to people who reached retire-
ment age in 1950 and 2004; more people failed
to do so in 1950 and hence are not included in
the figures.

Thus Figure 2 understates the advantage of today’s
retirees.

Later retirement is picked up in most of the papers.
Whiteford and Whitehouse point out that men on
average are still in the work-force at 65 in some

Figure 2
UK: Life Course, Men Retiring in 1950 and 2004
(years spent in education, work, and retirement)

Source: Author’s calculations based on Banks and Smith (2006, Table 2), Labour Force Survey, and UK
Pensions Commission (2004, Figure 2.8).
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countries but on average have left by 60 in others,
and emphasize the importance of increasing em-
ployment to population ratios, especially increasing
employment at older ages.  They go on to point out
that ‘sensitivity estimates . . . indicate that if the
labour-force participation of older workers increased
by 10 percentage points between 2000 and 2050
. . . total old age pension spending (as a percentage
of GDP) could be reduced on average by 0.6
percentage points’ (p. 84, emphasis added).12

Thompson’s conclusion makes the same point about
the USA, that, ‘sooner or later there will have to be
a further adjustment in the retirement age. Next
time, however, the increase needs to be in both
the normal retirement age and the age of first
eligibility to avoid further depressing monthly
benefits’ (p. 111).

The US case is interesting. It was decided many
years ago, as an explicit response to population
aging, that the age at which a person can receive a
full pension should increase over time from 65 to 67;
however, the earliest age at which a person can
receive a pension from the social security system
remained (and remains) at 62. The only other
OECD countries thus far to have taken steps to
raise pensionable age above 65 are Norway and
Iceland.

As discussed by Hills, the UK Pensions Commis-
sion (2005) suggests that state pensionable age in
the UK, currently 65, should rise after 2020 by about
1 year every decade, reaching 68 or 69 by 2050 (for
a supportive assessment, see Barr (2006)).

Sweden is one of few countries explicitly to enlarge
choices about the move from full-time work. As
Sundén notes, from the age of 60, workers have the
option of drawing part of their pension while con-
tinuing to work part-time, with their remaining pen-
sion entitlement continuing to grow actuarially.

Though the case for later retirement is strong,
pension design needs to minimize unintended re-
gressive effects which can arise in badly designed
schemes. For example, Sundén points out that under
the old Swedish scheme, swept away by the 1998
reforms,

Contributions were paid on all earnings from age 16 until
retirement, while benefits were based only on the 15 years
with highest earnings. Thus, the formula redistributed
income from those with long working lives and a flat life-
cycle income (typically low-income workers) to those
with shorter work histories and rising earnings profiles
(typically high-income workers). (p. 136)

Raising retirement age has analogous regressive
effects, since workers from poorer backgrounds
typically start work earlier and hence make contri-
butions for longer, but have a shorter life expectancy
than better-off workers. It can be argued that
pension design alone cannot solve problems of
wider inequality, which require a broad range of
policies including nutrition, health care, occupational
safety, and education and training. But at a minimum
it suggests a potential role for other instruments,
notably disability pension, to reduce regressivity.

These considerations suggest a strategy which in-
cludes:

• an initial retirement age that makes it fiscally
possible to provide a genuinely adequate state
pension;

• a subsequent retirement age that rises gradu-
ally in a rational and transparent way as life
expectancy increases;

• labour-market development, in particular flex-
ibility that allows people to move from full-time
work towards full retirement along a phased
path of their choosing;

• pensions development, in particular arrange-
ments that do not distort decisions about choices
intermediate between full-time work and full
retirement;

• development of policies to reduce any regres-
sive effects of later retirement.

(iv) Pensions, Saving, and Growth

At a given level of national output, these three
policies—lower pensions, higher contributions, or
later retirement—are only mechanisms for dividing

12 For fuller discussion, see also OECD (2006).
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that output in different ways between workers and
pensioners—that is, a zero-sum game. Higher
contributions place more of the burden on workers;
lower pensions more on people who have retired.
Higher output, other things equal, enlarges the contri-
butions base and thus makes it possible to spend more
on pensions without increasing contribution rates.

Thus policies to promote growth are an important
part of the response to population aging. It is often
suggested that there is a strong link between funded
pensions and growth—hence, it is argued, a move
towards funding assists the response to demo-
graphic change. This argument is scrutinized in the
Barr–Diamond paper, which concludes that the
relationship between funding and growth is neither
simple nor automatic.

• Funding may or may not increase saving. It will
fail to do so, for example, if an increase in
mandatory pension savings is offset by reduced
saving elsewhere in the economy.

• An increase in saving may or may not increase
output. Inefficient capital markets may lead to
a low marginal product of investment as, for
example, in Central and Eastern Europe and the
former Soviet Union in the latter years of
communism. Separately, it may not be right to
argue that additional savings are always trans-
lated into productive investment via adjust-
ments in the interest rate—the Keynesian ar-
gument that higher saving together with slug-
gish investment may lead to stagnation rather
than growth may not be wholly dead.

• The fact that funding may increase saving does
not mean that the policy is necessarily optimal.
In a country with an exceptionally high rate of
saving—China for example—yet further in-
creases in saving might well be suboptimal.

• Even where funding is the optimal policy in
principle, it may not be feasible—the answer
depending on whether the country has the
necessary institutional capacity.

Output growth is of central importance in address-
ing population aging, and funding may be helpful in
that context. However, the case depends on country
specifics. Thus policy needs to consider growth-

enhancing policies more broadly. One approach is to
increase the productivity of each worker, (a) through
more and better capital equipment and (b) by im-
proving the quality of the labour-force through more
education and training. A second approach is to
increase the number of workers from each age
cohort. Such policies include (c) policies to increase
labour supply, for example, by married women by
offering better childcare facilities, (d) raising the
age of retirement, (e) importing labour directly, for
example, through more relaxed immigration rules,
and (f) importing labour indirectly by exporting
capital to countries with a young labour-force.

The fundamental conclusion is that policy-makers
should consider the entire menu of pro-growth policies,
rather than placing undue weight on a single policy.

V. CONCLUSION

Many conclusions can be drawn from the preceding
analysis. I want to suggest four.

• Two things matter above all: effective govern-
ment and economic growth. Effective govern-
ment is essential, however pensions are ar-
ranged. PAYG pensions require that govern-
ments can collect contributions, have the nec-
essary fiscal capacity, and have the political
capacity to remain within plausible fiscal limits.
Private pensions require that government can
maintain macroeconomic stability (essential to
sustain accumulated funds) and can regulate
financial markets effectively. Output growth,
though not essential, is helpful; without it, any
policy for pensions will be a zero-sum game
between workers and pensioners.

• Avoid red herrings. In particular, the debate
between PAYG and funding, though important,
is not central to addressing population aging.

• One size does not fit all. Good pension schemes
can take many forms, evidenced by the wide
range of different arrangements in the OECD
and more broadly.

• There is a problem but not a crisis. The problem
is not rising life expectancy but more pension-
ers and longer retirement. An obvious variable
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in the cost equation is the average age at which
people first collect their pension. As Figure 2
shows, there is room for raising this age over
time in a way that allows future generations to
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have as much—or more—retirement than the
present generation. Thus there is an economi-
cally rational solution. It may be that the main
problem is political.


