Pensions & the Financial Crisis
In brief



The current financial crisis raises substantial issues about public and private pension schemes. Indeed, each type of plan has suffered different losses during the crisis, but there are general failures in all cases that call for a redefinition of the current pension system. The financial debacle highlights the shortcomings of both defined benefit and defined contribution plans. Institutions and governments should take short and medium term measures to ensure the sustainability of pension schemes. This brief description of the different pension schemes, followed by a review of the current economic downturn, is meant to better understand the impact of the crisis on pensions thereby motivating a constructive debate.

Description

Differences between pension programmes

Although it is difficult to highlight the differences between the various pension programmes, it is possible to distinguish three dimensions on which they vary: If they are mandatory or voluntary, how they are financed (distribution or capitalization) and how rights are defined, in other words if they are discretionary or legally fixed. 

One may also refer to public and private pensions. Although the debate on the various pension schemes is not really at that level, it is useful to make this distinction.

According to the ILO, public pension plan imply that social security and similar statutory programmes have a public social purpose. They can be administered by public or private entities and can be financed either by public funds or by private contribution. Public pension plans have traditionally been pay-as-you-go financed, but some OECD countries have partial funding of public pension liabilities.

On the other hand, any pension plan without a social purpose is defined as private: For example, an occupational pension scheme for civil servants.
The need for extension and the nature of pension plans are different for developed and developing regions. In many developing countries, the social security retirement programme provides benefits to only a small fraction of the population, primarily upper-income workers. For most workers, there is no public-private mix. Without any safety net provided by the government, the majority of workers can only rely on private provision for consumption in old age, which occurs through work and through transfers from other family members and non-governmental organizations. 

In developed countries, for the bottom 40 per cent of the income distribution, retirement income is provided almost exclusively by the public sector. The largest component of the provision of retirement benefits is the social security retirement benefits programme. This programme is generally a defined pay-as-you-go programme providing monthly or biweekly benefits. Other governmental components include minimum non-contributory pension, benefits for disabled workers, for survivors of deceased workers and for workers taking early retirement. In a growing number of countries, social security defined contributive pension schemes are managed by private sector management companies.

Defined benefit plans

The basic principle of a defined benefit plan is to finance the pensions of a period with the resources collected during the same period; income of the plan is immediately paid out to retirees. The benefit on retirement is determined by a set formula, rather than depending on investment returns. A traditional form of defined benefit plan is the final salary plan, under which the pension paid is equal to the number of years worked, multiplied by the member's salary at retirement, multiplied by a factor known as the accrual rate. The final accrued amount is available as a monthly pension or sometimes with an option for commutation to a lump sum. In many cases, the pension is indexed to maintain purchasing power. Indexing is an adjustment of the benefits based on increases of salaries or on the increases of prices evaluated by the consumer price index (CPI).

Funding:

Defined benefit plans may be either funded or unfunded
In an unfunded defined benefit pension plan, no assets are set aside and the benefits are paid for by the employer or other pensions sponsor as and when they are paid. Pension arrangements provided by the state in most countries in the world are unfunded, with benefits paid directly from current workers' contributions and taxes. This method of financing is known as pay-as-you-go. Unfunded plans may still have associated reserves to cover immediate expenses or smooth contributions within given time periods.
In a funded plan, contributions from the employer and from plan members are invested in a fund towards meeting the benefits. The future returns on the investments, and the future benefits to be paid, are not known in advance, so there is no guarantee that a given level of contributions will be enough to meet the benefits. Typically, the contributions to be paid are regularly reviewed in a valuation of the plan's assets and liabilities, carried out by an actuary to ensure that the pension fund will meet future payment obligations.

In a defined benefit pension plan, investment risk and investment rewards are typically assumed by the sponsor/employer and not by the individual.

Economic effects and risks:

These schemes may affect the hours employees work, their choice of working in the formal or informal sector, and the age of retirement. They may also affect decisions workers’ to save, national aggregate savings and the development of the capital market.

For unfunded schemes, unemployment puts at risk the sustainability of the scheme. Because of the pattern of these schemes, an increase in the unemployment rate means a drop in incomes, which induces a strain of financing of the scheme, as workers contributions are used to pay the pension of retirees. The drop in birthrate and the increase in life expectancy have a similar effect because they also reduce the proportion of workers paying for a larger number of retirees. This remains one of the major problems urging for a reform of pension schemes. For example, France has changed its legislation to allow workers to retire later in order to minimize these effects. An issue of serious concern identified by many commentators is the situation by which each generation bequeaths a growing debt to the next one.

Funded schemes are also affected by unemployment and birth rates, but in addition are subject to financial risks and can be underfunded if the investments returns are not as high as expected. 
Defined contribution plans


In a defined contribution plan, contributions are paid into an individual account for each member. The contributions are invested, for example in the stock market, and the returns on the investment (which may be positive or negative) are credited to the individual's account. Despite the fact that the participant in a defined contribution plan typically has control over overall investment approach, the plan sponsor retains a significant degree of fiduciary responsibility over investment of plan assets, including the selection of investment options. On retirement, the member's account is used to provide retirement benefits, often through the purchase of an annuity which then provides a regular income; there are exceptions like India, where the benefits of the “Employees’ Provident Fund Scheme”, one of the two mandatory schemes, are paid in lump-sum form only. Typically, defined contribution schemes do not automatically provide annuitized benefits and, when they do, those benefits generally are not price indexed. Defined contribution plans can be mandatory or voluntary. In a mandatory plan individuals must join to receive mandatory pension benefits. They may be required to make pension contributions to a pension plan of their choice – normally within a certain range of choices – or to a specific pension plan. A voluntary plan implies that there is no obligation, so participation in these plans is voluntary. In this case, individuals are not obliged by law to participate in a pension plan and they are not required to make pension contributions to a pension plan.
In a defined contribution plan, investment risk and investment rewards are assumed by each individual and not by the employer.

Funding:

Generally, financing is shared by employers and workers.

Economic effects and risks:

Mandatory defined contribution pension schemes may affect retirement age and other worker labour supply decisions. They also stimulate the capital market. On the other hand their funding pattern makes them vulnerable to a number of economic risks like financial assets returns, inflation and economic growth, which can lead to permanent loss of income at the time of transforming savings into an annuity at retirement.
As mentioned, these pension schemes leave the investment risk entirely with the scheme member; the pensions depend directly on the value of assets held in individual accounts; so the impact will be felt directly by workers close to retirement.  Persons who are not close to retirement can rely on time for investments to recover.

Review of the impacts of the financial/economic crisis:


Impact in OECD countries



The example of OECD countries is interesting, as they have relatively the oldest population. These countries spend on average 10 per cent of their GDP on old-age retirement benefits, exceeding their healthcare spending. They rely primarily on pay-as-you-go defined benefit schemes for providing social security retirement benefits. The pay-as-you-go social security schemes are frequently supplemented by voluntary funded schemes, mostly operated by the private sector. 

The collapse of markets has weighed negatively on private pension schemes, pension funds in member countries showing an average negative return of 20% (in nominal terms) between January and October 2008. The funds that have suffered the greatest losses are in the USA (2 200 billion USD), the UK (300 billion USD) and Australia (200 billion USD). In October 2008, the total of all pension funds in the OECD area decreased by about 3 300 billion, or 20%, compared to December 2007. This would have been more serious if the investment portfolios of pension funds were not as diverse. In 2007, in 13 of the 22 OECD countries for which data are available, 50% of assets were invested in bonds, whose rates of return are lower but more stable than those of equities, and nearly 60% of these investments were in government bonds. Bond prices should be in theory more stable than equity prices.  According to the OECD, the impact of the crisis on the pension investment returns has been greatest in countries where equities represent over a third of total assets invested. The Irish pension funds were more exposed to equities, which represented on average 66% of their portfolio, followed by the USA and the UK.



Impact in developing countries



The pension systems in developing countries have of course suffered from the crisis. The pension systems that have been most exposed to the financial crisis are those of Chile, El Salvador, Mexico and Peru, countries where defined benefit plans have been dismantled and the funding of pensions is therefore based on defined contribution plans. Workers who are members of such funds and have to retire in the midst of the crisis are the most exposed to the negative consequences of the financial crisis. It should be noted that most developing countries have introduced mandatory funded systems in the last twenty years including mainly workers who were more than twenty years away from the normal retirement age. Few older workers switched into the funded systems. Therefore, the number of workers participating in defined contribution plans which are due to retire in the short term remains very limited for these countries. The facts are the same for the countries of Central and Eastern Europe, which have initiated reforms of their systems in the early 1990s. As an example, Chile is the first Latin American country to introduce a funded pillar; only 5% of members of defined contribution plans will have to retire within 5 years. Many other countries have a much lower percentage. For the time being, these observations strengthen the need for reforms of pensions that could suffer far greater future consequences of the (financial) crisis. 

Consequences for defined contribution pension plans



In such schemes, pensions depend directly on the value of assets held in individual accounts, and therefore risks are based on individuals. A depreciation of assets will not necessarily occur for young workers, who can expect the markets to recover overall in the long term. The problem arises for workers close to retirement, for whom large declines in asset values can lead to permanent loss of income at the time of transforming savings into an annuity at retirement. As explained above, these systems are relatively recent, so the number of workers affected is small. In many countries, older workers are restricted in the type of investment portfolio they can choose. Default options, for those who do not make an active choice of investment, also tend to be conservative investments. Nowadays, following many years of profitable equities, the default investment option for older workers may often have as much as 50 to 60% of assets invested in equities. Even if these people maintain their savings in equities in the expectation of a recovery, retirement income will be at least temporarily lower.

Consequences for defined benefit pension plans



In such plans, changes in investment returns have no effect in principle on the retirement income provided to retirees, but a decline in asset prices rather weighs on the financial solvency of the funds. In the current context, there is a decline in the level of funding and in some cases a lack of funding. In this case, the plan will involve additional employer contributions but in some cases benefits may be reduced. For example, in the Netherlands, where conditional indexation of benefits is widespread, pension funds will most likely react to lower funding levels by stopping the indexation of benefits to wage inflation until funding levels recover.  Participants may also suffer benefit losses if they lose their jobs before they complete the vesting period or if deferred benefits are not protected against inflation. Participants are also exposed to the risk of the employer going bankrupt when the plan is underfunded. In a context of economic downturn, we can expect an increase in expenditure for these schemes because more workers will retire as an effect of the financial crisis. 
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