Pension Reform

Issues and Prospects for
Non-Financial Defined Contribution (NDC) Schemes

Edited by
Robert Holzmann and Edward Palmer

Proceedings of the NDC Conference
in Sandhamn, Sweden, September 28-30, 2003

THE WORLD BANK
WASHINGTON, D.C.



©2006 The International Bank for Reconstruction and Development / The World Bank
1818 H Street NW

Washington, DC 20433, USA

Telephone: 202-473-1000

www.worldbank.org

E-mail: feedback@worldbank.org

All rights reserved.
123409080706

The findings, interpretations, and conclusions expressed herein are those of the author(s) and do not
necessarily reflect the views of the Executive Directors of The International Bank for Reconstruction
and Development / The World Bank or the governments they represent.

The World Bank does not guarantee the accuracy of the data included in this work. The bound-
aries, colors, denominations, and other information shown on any map in this work do not imply
any judgment on the part of The World Bank concerning the legal status of any territory or the
endorsement or acceptance of such boundaries.

Rights and Permissions

The material in this publication is copyrighted. Copying and/or transmitting portions or all of this
work without permission may be a violation of applicable law. The International Bank for Recon-
struction and Development / The World Bank encourages dissemination of its work and will nor-
mally grant permission to reproduce portions of the work promptly.

For permission to photocopy or reprint any part of this work, please send a request with complete
information to the Copyright Clearance Center Inc., 222 Rosewood Drive, Danvers, MA 01923, USA;
telephone: 978-750-8400; fax: 978-750-4470; Internet: www.copyright.com.

All other queries on rights and licenses, including subsidiary rights, should be addressed to the
Office of the Publisher, The World Bank, 1818 H Street NW, Washington, DC 20433, USA; fax: 202-
522-2422; e-mail: pubrights@worldbank.org.

ISBN-10: 0-8213-6038-8

ISBN-13: 978-0-8213-6038-5
eISBN-10: 0-8213-6038-X

DOI: 10.1596 / 978-0-8213-6038-5

Library of Congress Cataloging-in-Publication Data
Pension reform: issues and prospects for non-financial defined contribution (NDC) schemes / edited
by Robert Holzmann, Edward Palmer.
p. cm.
Includes bibliographical references and index.
ISBN 0-8213-6038-8
1. Defined contribution pension plans. 2. Pensions. I. Holzmann, Robert. II. Palmer, Edward. IIL.
World Bank.

HD7105.4.P465 2005
331.25'22—dc22 2005045767,


wb268328
Inserted Text

wb268328
Inserted Text



wb268328
Inserted Text




Contents

Preface ... .. xi
Anna Hedborg

Acronyms and Abbreviations .. .......... ... oo o xiii

1  The Status of the NDC Discussion: Introduction and Overview .................. 1

Robert Holzmann and Edward Palmer

PART I. THE CONCEPT OF NON-FINANCIAL DEFINED
CONTRIBUTION SYSTEM—VARIATIONS ON A THEME

2 WhatIs NDC?. ... 17
Edward Palmer

3  What Are NDC Systems? What Do They Bring to Reform Strategies? ............ 35
Axel H. Borsch-Supan

4  Non-Financial Defined Contribution Pensions: Mapping the Terrain............. 57
Nicholas Barr

5  Conceptualization of Non-Financial Defined Contribution Systems.............. 71

Contributors: Assar Lindbeck, Peter Diamond, Salvador Valdés-Prieto
PART II. CONCEPTUAL ISSUES OF DESIGN AND IMPLEMENTATION

6  Demographic Uncertainty and Evaluation of Sustainability of Pension Systems . . . 95
Juha M. Alho, Jukka Lassila, and Tarmo Valkonen
Discussant: Sergio Nistico

7  The Rate of Return of Pay-As-You-Go Pension Systems:
A More Exact Consumption-Loan Model of Interest . ......................... 117
Ole Settergren and Boguslaw D. Mikula
Discussant: Ronald Lee



v

10

11

12

13

14

15

16

17

18

19

PENSION REFORM: ISSUES AND PROSPECTS FOR NDC SCHEMES

A Market Method to Endow NDC Systems with Automatic Financial Stability . . . 149
Salvador Valdés-Prieto
Discussant: Marek Géra

Conversion to NDCs—Issuesand Models. . .......... ... ... 169
Edward Palmer
Discussants: Marek Géra, Elsa Fornero

NDCs: A Comparison of the French and German Point Systems................ 203
Florence Legros
Discussant: Marek Géra

Toward a Coordinated Pension System in Europe:

Rationale and Potential Structure .. ......... ... .. i 225
Robert Holzmann
Discussant: Bernd Marin

NDC Pension Schemes in Middle- and Low-Income Countries. . ............... 293
David Lindeman, David Robalino, and Michal Rutkowski
Discussants: Monika Queisser, Elaine Fultz

How Much Do People Need to Know about Their Pensions

and What Do They Know? .......... ... ... . . . i i, 325
Annika Sundén
Discussant: John Ameriks

Lashed to the Mast? The Politics of NDC Pension Reform .. ................... 345
Sarah M. Brooks and R. Kent Weaver
Discussants: Daniele Franco, Agneta Kruse

PART III. LESSONS FROM COUNTRIES WITH
NON-FINANCIAL DEFINED CONTRIBUTION SCHEMES

NDC Strategy in Latvia: Implementation and Prospects for the Future ......... 397
Edward Palmer, Sandra Stabina, Ingemar Svensson, and Inta Vanovska

The NDC System in Poland: Assessment after Five Years...................... 425
Agnieszka Chioni-Domiriczak and Marek Gora

The NDC Reform in Sweden: The 1994 Legislation to the Present .............. 449
Bo Konberg, Edward Palmer, and Annika Sundén

NDCs in Italy: Unsatisfactory Present, Uncertain Future ...................... 467
Daniele Franco and Nicola Sartor

Implementing the NDC Theoretical Model: A Comparison of Italy
and Sweden. ... 493
Sandro Gronchi and Sergio Nistico



CONTENTS

PART I'V. THE POTENTIAL OF NON-FINANCIAL DEFINED
CONTRIBUTION SCHEMES IN OTHER COUNTRIES’ REFORMS

20 Investigating the Introduction of NDCs in Austria ..........................

Bernhard Felderer, Reinhard Koman, and Ulrich Schuh

21 The NDC Reform in the Czech Republic............ ... ... ... ... ... ...

Agnieszka Chioni-Domiriczak and Marek Mora

22 The German Public Pension System: How It Will Become

an NDC System Look-Alike......... ... ... ... ... ... .. ...,

Axel H. Borsch-Supan and Christina B. Wilke

23 The Spanish Pension System: Issues of Introducing NDCs ...................

Carlos Vidal-Melid and Inmaculada Dominguez-Fabidn

24 Reforming Social Security in Japan: Is NDC the Answer?.....................

Noriyuki Takayama

L@0) 4150 1 051 {0 o AP

FIGURES

5.1 A Taxonomy of Social Security Systems ................................
6.1 Age Distribution: Actual and Three Scenarios ...........................
6.2 Median Relative Error of Fertility Forecast ........................... ...
6.3 Median Relative Error of Mortality Forecast.............................

6.4 Replacement Rates and Contribution Rates in Lithuania in 2050,

witho =0 (left)and oo =1 (right) ....... ... ... .. . ..

6.5 Standard Deviation in 100 Simulations of Pension Contribution Rate in the

Finnish Private Sector TEL System under Alternative Funding Rules .......
6.6 Pension Contributions in the Finnish Private Sector TEL System ...........
7.1 Mustration of Equations 7.7and 7.8 . .......... ... .. ... ... ... .. ..
7.2 Turnover Duration in Sweden, 23 Annual Changes, percentages 1981-2003. . .

9.1 Contribution Base Growth with Wage Per Capita Growth of 3 Percent

and Labor Force Growth/Decline of 0.3 Percent ......... ... ... ... ......

11.1 Pension Expenditure in EU and EUA Countries (plus Croatia),

2000 or latest (percentage of GDP) ........ ... ... ... ... o ool

112 Actuarial Fairness (the Swedish and Polish NDC System) vs. Subsidizing
Early Exit and Penalizing Working Longer (the Austrian and Czech

DB Systems), as compared to the German DB Intermediate, 2003...........

11.3  Swedish NDC Actuarial Neutrality vs. Austrian DB, Amount of

Labor-depressing Adverse Redistribution, 2003..........................

114a  Europe Aging at Multiple Speeds, Lags and Peaks, 1995-2050:

Subregional Deviations from All-European Regional Averages (percent) . ...

11.4b  When the Aging Process Will Reach Its Peak: Average Annual Increase of
the Population Above Age 60 in Three Scenarios, by European Subregions

(Percent) . ...



VI

11.4c

11.5

11.6

11.7
11.8

12.1
12A.1

12A.2
12A.3
12A4
13.1
13.2
15.1
15.2
15.3
15.4
15.5

15.6
15.8
15.7
15.9

15.10

15.11
15.12
16.1
16.2
16.3
16.4
16.5
16.6

16.7
16.8

16.9
18.1
20.1

20.2a
20.2b

PENSION REFORM: ISSUES AND PROSPECTS FOR NDC SCHEMES

When the Aging Process Will Reach Its Peak: Average Annual Increase of

the Population Above Age 60 in Three Scenarios, by country (percent). ... ... 272
Corporatist Pension Disharmonies: Cost of Minimum Contribution

One Month of Retirement, Austria 2003. . .. ... . 276
Variation in Public Expenditure for Disability Related Programs

(percentage of GDP) ... ... ... 284
Disability Status of Disability Benefit Recipients .......................... 285
Country Differences in Age-specific Inflow Rates (ratio of age-specific

inflow rates over age group 35-44,1999) ... ... ... oo 288
Implementing a Complementary Noncontributory Pension ................ 305
[ustration of the Dynamics of the Average Wage, the Wage Bill,

and Coverage Rates .............. ... ... . il 314
Primary Balance and Last-Year Replacement Rates (Stable Environment). . . .. 315
Contributions Minus Expenditures (Volatility Environment)................ 316
Income Replacement at Age 60 (Volatile Environment)..................... 317
Self-Reported Knowledge about the Swedish Pension System .............. 335
Share of Participants Needing Additional Information..................... 337
Life Expectancy at Birthin Latvia ........... ... ... ... o . o oo il 404
The Latvian Population. .. ........ ... . . 410
Economically Active Population (age 15 up to the minimum pension age) . . . . 411
System Dependency Ratio ........... ... ... . . i il 412
Number of Old-Age Pensioners with Grants under the Old Law,

Transition, and New Law . . ... ... 413
Old-Age Pension Expenditures As a Percent of the Contribution Base. . ... ... 414
Total Social Insurance Expenditures As a Percent of the Contribution Rate. . . . 415
Old-Age Pension Expenditures As a Percent of the Contribution Base. . . ... .. 415
Total Social Insurance Costs As a Percent of the Contribution Base

(FDC with a 10% contribution rate from 2010) ........... ... ..o, 417
Total Social Insurance Costs As a Percent of the Contribution Base

(FDC with a 6% contribution rate from 2008) . ........... ..., 418
Total Social Insurance Costs As a Percent of the Contribution Base ......... 419
Total Assets of the FDC Pension Scheme As a Percent of GDP............... 419
Value of Hypothetical Pension for the Initial Capital Calculation............ 429
State Budget Subsidies to Social Insurance Fund ............ ... ... ... ... 433
Change in Pension Value Because of Increases in Life Expectancy ........... 435
Demographic and System Dependency Rates, 2002-50 .................... 440
Number of Pensioners, 2002-50. . . ... ..ottt 440
Pensioners Distinguished by Participation in the Old or New System,

2002-50. . .o 441

Covered Workers: Total and Those with NDC and FDC Accounts, 2002-50 . . . 441
Non-Financial Scheme Contribution Revenues (Old System and NDC),

2002-50 (% of covered wagebill). .. ........ ... i 442
Pension System Revenue and Expenditure, 2002-50

(% of coveredwagebill) ........... ... 443
Effective Equilibrium Contributory Rates (legislated transition)

1=30%;g=1.5%. .. 0 472
Unused Capacity versus Tax ForcetoRetire . ............................. 524
Replacement Rate, NDC Pillar. ............ ... ... .. .. i, 531

Total Replacement Rate, NDC Pillar with Fully Funded Pillar
(5 percent contributionrate). . ........ ... o oo 543



CONTENTS

20.3
21.1

21.2
21.3
21.4
21.5
21.6
21.7
21.8

219
21.10

21.11

21.12
21.13
21.14

221
222
22.4
22.3
22.5

22.6
22.7
22.8
229
22.10
2211

22.12
22.13
22.14
23.1
241
242

3.1
6.1
6.2
6.3

6.4

Expenditure As percent of GDP, NDB versus NDC Pillar...................
The Increase in the Elderly Dependency Ratio in EU Countries

between 2004 and 2050 . ...... ...
Share of Economic Active Populationa............. ... ... ... . ... ..
Replacement Rates by Earnings Level in the Czech PAYG System ...........
Simulation of NDC versus DB Pension in the Czech Republic (2004).........
Functioning of the Minimum Pension Guarantee..........................
An Alternative: Flat Benefit plus NDC Pension ...........................
Replacement Rates: Minimum Guarantee versus Flat Benefit ...............
Simulated Value of Old-Age Pension: The Role of Initial

and NDC Pension for Transition Cohorts ................................
Employed and Pensioners: Increased Retirement Age Scenario..............
Average Pension as a Percent of Average Wage:

Increased Retirement Age Scenario.............. ... ... ... ... ... ...
Expenditures and Revenue of the Old-Age Pension System:

Increased Retirement Scenario. ............ ... ... o i
Employed and Pensioners: Constant Retirement Age Scenario..............
Pensions As a Percent of Average Wage: Constant Retirement Age Scenario. . .
Expenditures and Revenues of the Old-Age Pension System:

Constant Retirement Age Scenario ................. ... ... o i
Development of the Economic Dependency Ratio.................. ... ..
Pathways to Retirement, 19602002 ............. ... ... ... ... .. ... .....
Distribution of Retirement Ages, 1970, 1975, 1980, and 1995 ................
Average Retirement Age, 1960-1995................... ... ... ... ...
Retirement Age with and without “Actuarial” Adjustments

(1992 and 1999 1efOrMS) . ..ot vttt e ettt e
Depth of Subsidies to Riester Pensions. ..................................
Filling the Pension Gap............ ... . .. i i
Composition of Retirement Income by Birth Cohort .................... ...
Development of Pension Levels prior to and after the 2001 Reform ..........
Contribution Rates prior to and after the 2001 Reform .....................
The Effects of the Sustainability Factor on the Development

of ContributionRates .......... .. ... .. ..
The Effects of the Sustainability Factor on Pension Levels ..................
Total Pension Level Including Private Riester Pensions ....................
Popularity of Pension Reform Options. ................ ... ... ... ... ....
Historical Evolution of the Various Arithmetic Rates in Spain, 1961-2004. . . ..
Per Capita Income by AgeinJapan................ ... ... ... ... ...
Drop Out Rate from Social Security Pensions (nonemployees) ..............

TABLES

Dimensions of Pension Systems ............. ... ... ... ... L.
Distribution of the Social Security Contribution Rate in Lithuania (percent). . .
Distribution of Policy Effects on the Social Security Contribution Rate
(percent). ... ...
Joint Probabilities of the Contribution Rate Being Lower Than ¢* and the
Replacement Rate Being Higher Than 7*in2050 ..........................
Pension Contributions during Selected 10-Year Periods in the Finnish TEL
System (fractiles of the predictive distribution) ...........................



VIII

6.5
7B.1
7B.2

7B.3
7B.4
7B.5

7B.6
9.1
9.2
9.3
10.1
10.2

11.1

11.2

11.3

11.4

11.5

11.6

11.7
11.8
11.9

12.1

12A.1

12A.2
12A4
12A.3
13.1
13.2
13.3
14.1

14.2
14.3
14.4
14.5
15.1
15.2

PENSION REFORM: ISSUES AND PROSPECTS FOR NDC SCHEMES

Probability of Excess Funding during 2005-69 ............................ 110
Effect of a Shift in Income Pattern on Cohort Contributions and Benefits . . . .. 129
Effect of a Shift in Income Pattern on Turnover Duration

and Pension Liability......... ... .. o o i 130
Example 1: Income Statement, and Balance Sheet ...................... ... 131
Effect of a Shift in Mortality on Cohort Benefits . ............ ... ... ... ... 133
Effect of a Shift in Mortality Pattern on Turnover Duration

and Pension Liability......... ... .. o o i 133
Example 2.1: Income Statement and Balance Sheet ........................ 135
Varying Results over Time of a DB Scheme that Resembles an NDC Scheme . . 172
Transition Models for Initial Capital and Introduction of NDC ............. 182
Other Transition Issues . . ... . o 188
Schemes and Contributions in the Main French Pension Scheme ............ 204
Life Expectancy at Age 60, by Socioprofessional Categories, in Years

(the case Of France). . . ..o vttt e e et 211
Projections of Old-Age Dependency in EU and EUA Countries, 2000-50

(ratio of people aged over 64 to working age population, percent) .......... 228
Public Pension Expenditure in EU and EUA Countries in 2000-50

(percentage of GDP) ...... ... . . 229
Labor Force Participation, Male and Female, in EU and EUA countries,

1960, 1980, 2000, and 2050 (percent) .. .. .........uuuuuuniinnnn 230
Pension Arrangements for Widows/Widowers and Divorcees in EU

and EUA Countries around 2000. . ........... ... ... .. . ... o L. 231
Changing Family Structures: Divorces and Marriages in EU and EUA

Countries around 2000 (per 1,000 people) ............... ... L. 236
Selected Work Arrangements in Europe, 1988 and 1998

(percent of total employment) ............. ... .. oo ol 237
Scope of Funded Pensions in EU and EUA Countries around 2002........... 248

Scope and Form of Social Pensions in EU and EUA Countries around 2002 . . . 253
Same Lifetime Contributions, Highly Different Pension Entitlements for
Atypically Employed Part-Timers and No-Career Regular Full-Time

Employees, Austria, 2003 (eUros). . ............... i i 273
Changes in Spending and Primary Balance in Countries

with NDC Systems (percent of GDP) .......... ... ... .. i, 298
Optimal Retirement, Savings, and Labor Supply Decisions

under Alternative Benefit Formulas ................. ... ... ... L 310
Model Parameters . ............. i 311
Pension Schemes under Consideration .................................. 313
Parameters Used in the Dynamics Simulations. ........................... 313
Types of Pension Schemes ........... ... ... ... .. L. 326
The Orange Envelope, 2003 ...... ... ... . .. L. 331
Knowledge of Participants about the Swedish Pension System, 2003......... 336
Non-financial Pension Provisions As a Continuum from Defined Benefit

to Defined Contribution .............. .. ... 349
The NDC Pension Continuum in Practice . . .................... ... ... ... 352
Potential Relationships between Structural Variables and NDC Choice. . ... .. 358
Country Characteristics and NDC Reform Outcomes...................... 362
Potential Erosion in NDC Pension Systems. .............................. 372
Overview of Some Key Economic Indicators for NDC Pensions ............ 401

Key Demographic Pension Ratios ........... ... ... ... ... ... ... ... 402



CONTENTS

16.1
16.2
16.3
16.4
16.5

16.6

16.7

16.8
16.9
16.10
17.1
18.1
18.2
18.3

18.4
19.1
20.1
20.2
20.3
20.4
20.5
21.1
21.2

21.3
21.4
221
22.2
22.3
22.4
22.5
22.6
22.7
22.8
23.1

23.2

23.3

23.4

23.5
23.6

Alternative Approaches to Pension Reform. ..............................
Introduction of the New System (age groups).............................
Changes in Life Expectancy of Persons at Retirement Age, 1995-2002. . . ... ..
Number of Covered Workers, 1998-2002 (thousands of persons) ............
The Collected Contribution Revenue and Covered Wage Bill

Asapercentof GDP ... ... . .
Simulations of Replacement Rates for Different Cohorts, both Men

and Women, Depending on Retirement Age and Taxation of NDC Returns
(percent of finalwage)............ ...
Projected Effects in Poland Compared with Projections in Selected

OECD Countries. ...
Demographic Assumptions (baseline scenario) ...........................
Macroeconomic ASSUMPLiONS . .........oviiiiiiiiiiiiii
Projection’s Results ..... ... ... . .
Assets and Liabilities NDC 20014 (Swedish kronor, billions)...............
Mandatory Public Pension Scheme for Employeesa .......................
Equilibrium Contributory Rates for Employeesa....................... ...
Selected Indicators of the Italian Mandatory Pension Scheme for Employees
Old-Age and Seniority Pensions for Employees—Average Seniority.........
Incentive to Postpone Retirementby One Year............................
Protection of Prereform Entitlements in Swedenand Italy..................
Status QUO SCENATIO. . . ot i et
2000 Legal Situation Scenario. .............. .. ... .. il
Low Labor Force Participation Scenario.................... ... ... ... ..
Medium Labor Force Participation Scenario..............................
High Labor Force Participation Scenario............... ... ... ... ... ...
Parametric Reforms in the Czech PAYG Pension Scheme (1990-2002) . .......
Real Net Rate of Return (RNRR) of the Czech Second Pillar

(in percent per year). . ...ttt
Costs and Benefits of the Switch from PAYG to Fully Funded Financing. . . ...
Employment Rate in2004...... ... ... ... ... . il
The German Public Pension System from Bismarck until Today.............
Old-Age Pensions (1972 legislation) . . ........... ... ... ... ... .. ...
Adjustment of Public Pensions by RetirementAge ........................
Overview of the Core Elements of the Riester Reform......................
Direct Savings Subsidies. ........... ... . i
Minimum Savings (EUros/year) .................. ..
Maximum Savings (euros/year) ................. i i ..
Types of Occupational Pension Systems. .................................
Ratio of the Number of Contributors to the Number

of Contributory Pensions ........... ... ... .. . i
Population Projections for Spain 2002-50 Based on the 2001 Census

by the National Institute of Statistics: Hypothesis I or Central Scenario. . . .. ..
Transfer Components and Real Internal Rate of Return (IRR), Law 26/1985
(by system as a percentage of total pensions paid).........................
Transfer Components and Real Internal Rate of Return, Law 24 /1997

(by system as a percentage of the total pensions paid) .....................
Forecast Spending on Pensions for 2025and 2050 . ........................
Projections for the Spanish Contributory Pension System 2003-50,

Central Scenario. ....... ...t



23.7

23.8
23.9

23.10

23.11
23.12
23.13

23.14
241

242
24.3

8.1
8.2
12.1
16.1

PENSION REFORM: ISSUES AND PROSPECTS FOR NDC SCHEMES

Ratio between the Initial Pension in Spain (current system) and the Initial
Pension Using Calculation Rules from Notional Formulae Applied

INOther COUNETIES . . . o\ ottt e e e e 623
IRR According to Number of Years Contributed, Men (Women)............. 624
Real Internal Rate of Return (IRR) and Replacement Rate (RR) for

Retirement Age (X,), with 35 Years of Contributions, Men and (Women) .. ... 624

Real Internal Rate of Return (IRR) and Replacement Rate (RR)
for Retirement Age (X,), with Different Numbers of Years Contributed,

Men and (WOmen) . . . ..o oottt e e e 625
Formulae for Calculating the Initial Pension and Its Later Variation ......... 627
Average Expected Replacement Rate (retirementage 65) ................... 628
Average Internal Rate of Return (IRR) and Expected Deviation for

Men (M) and Women (W) (retirement age 65). . ........................... 629
Timetable for Adapting to Pension Reformin Spain .................... ... 631
Balance Sheet of the KNH before Reform as of March 31, 2005

(yen, trillions) .. ... o 642

Balance Sheet of the KNH after Reform as of March 31, 2005 (yen, trillions). . . 645
Balance Sheet of the KNH: An Alternative as of March 31, 2005

(yen, trillions) .. ... o 646
BOXEs

What Is Meant by Funding ..............o i 151

Why the Rate of Return on Capital Must Be Larger than the Growth Rate . ... 154

Gradations from “Flawed DB” to “Good DB” and NDC ................... 296

Tasks and Managing Institutions. ............. ... ... ... ... . o L. 444



Preface

THE PREVIOUS DECADE HAS BEEN A DECADE OF PENSION REFORM throughout the world. In
high income countries the driving force has been the threat that current systems will
become unaffordable in coming decades, with demographic developments presenting a
major risk. In another setting, countries in the process of transition from a command to a
market economy are confronted with the challenge of introducing a public pension system
that will provide social security in old age but that also supports the fundamentals of a
market economy. In the latter sense, it is important to examine carefully the experiences of
developed market economies. Even in these countries, the driving force behind reform is
demographic change and affordability. In a third setting, middle and lower-middle
income countries are faced with the question of what system will best serve the interests of
their specific country goals for the future. In all of these settings “NDC”-non-financial
defined contribution — pension schemes have been on the agenda in discussions of possi-
ble options.

Sweden is one of the handful of countries to have implemented an NDC scheme in the
1990s. The Swedish NDC pension reform has its roots in the work of a Working Group on
Pensions that began its work at the end of 1991. After about two years of public discussion
of the central ideas of the reform, following the Working Group’s publication of the pro-
posed framework of the reform in 1992, the final proposal was published in February 1994,
and passed as legislation by the Parliament in June 1994. After a short political pause, fol-
lowing the election in the fall of 1994, the process of implementation began in 1996. This
encompassed rewriting extensive benefit and tax legislation, including difficult transition
legislation, as well as developing new information technology, a new annual statement for
participants, and a new electronic information systems for participants. The final concep-
tual bolt was put in place with the construction of a mechanism to assure long-run balance
between assets and liabilities, the automatic balancing mechanism. Account statements
were sent out for the first time in 1999. Benefits have been paid out according to the new
rules since 2001. Now, in 2005, all of the nuts and bolts are in place and the system has
been operating over several years.

Additionally, the political consensus behind the Swedish pension reform is as strong
today, in 2005, as it was in 1994. From the mid-1990s, NDC came into its own as a concept
and was implemented in four countries EU countries. Italy, Latvia, and Poland are the
other three. Following these examples, NDC has become a reform option considered by
many countries.

xi



XII PENSION REFORM: ISSUES AND PROSPECTS FOR NDC SCHEMES

It is now safe to say that the reforms in the four original NDC countries in Europe gen-
erated considerable interest especially among European neighbors, but also world-wide.
The interest generated in Europe is easy to understand since most of Europe has a pay-as-
you-go tradition, and NDC constitutes a new way to “organize” a mandatory, universal
pay-as-you-go pension system. And, the majority of European countries are discussing
reform of their systems in one way or another. What’s more, we now have some experi-
ence of NDC schemes implemented during the 1990s. Against this background, it felt par-
ticularly relevant for Sweden to host a conference devoted to discussing both the
conceptual and institutional aspects of NDC. This would provide an opportunity for
Swedish reformers to reflect over the design of the Swedish system in the presence of
international pension experts, from both the academic and the policy communities. The
goal was even more ambitious, however. The goal was to contribute to creating a synthe-
sis of current knowledge on this new topic. This book is the realization of that goal.

The Swedish National Social Insurance Board was particularly pleased to organize the
conference jointly with the World Bank, which served to broaden the discussion to encom-
pass considerations of importance for World Bank client countries. The conference was
held during two days in late September 2003 on the island of Sandhamn, one of the outer-
most islands in the Baltic Sea Archipelago outside Stockholm. The discussion of papers
and ideas was spontaneous and challenging, with a whole room of experts from varying
affiliations, regions of the world and intellectual “priors.”

My experience is that intellectual reciprocity is a rare outcome of seminars and confer-
ences, and that staying with one’s own hobby-horse is the normal modus operandi. This was
certainly not the case on Sandhamn, however. Here, experts were not only speakers; they
were listeners. Ideas were exchanged and developed in a positive, collegial atmosphere.
This gave the feeling of something happening in the room, the feeling that at the end a
new and shared understanding had been reached. I believe that all the participants felt
that they left the island of Sandhamn with the feeling that they had participated in a con-
versation that lifted their thoughts to a new level.

Although we didn’t call it NDC in the initial years in Sweden, I have personally been on
the NDC journey for well over a decade. From late 1991 to June 1994 I represented the
Social Democratic Party in the Government’s Working Group on Pensions, and then
became responsible for the reform process as Deputy Minister for Social Insurance, fol-
lowing the election of 1994. In mid-1996, as Director General of the National Social Insur-
ance Board, I became responsible for implementing the reform. Now, in 2005, over a
decade after the historical decision of the Swedish Parliament, it is a pleasure for me to
help provide a broad readership with the opportunity to share the fruits of the Sandhamn
deliberations. And, I'm pleased to note that since the Sandhamn conference in autumn
2003, the contents of this book have developed considerably, not only with improved
papers originally presented there, but with several new papers. I believe that this book
will provide stimulating reading for pension experts and politicians representing both
varied academic and country backgrounds.

Anna Hedborg



ABM
AEI

AF
ATP
CNAV
CWB bonds
DB
DB-PAYG
DC

EP
EPC
FDB
FDC
FEDEA
FFS

FP
FRD
FUS
GRV
IC

IFM
ILO
INPS

IRA
IRR
ISSA
IT
KNH

LE
LMW
MEA

Acronyms and Abbreviations

automatic balancing mechanism

average earnings index

adjustment factors

allménna tilliggspension (earnings-related benefit in Sweden)
régime général (basic general scheme in France)

covered wage bill bonds

defined benefit

defined-benefit pay-as-you-go

defined contribution

earnings points

Economic Policy Committee (European Union)

financial defined benefit

financial defined contribution

Fundacién de Economia Aplicada (Spain)

fully funded schemes

folkpension (flat-rate universal benefit in Sweden)
Demographic Reserve Fund (Poland)

Social Insurance Fund (Poland)

Gesetzlich Rentenversicherung (public retirement insurance in Germany)
initial capital

integration to financial markets

International Labor Organization

Istituto Nazionale per la Previdenza Sociale (National Social Security
Institute in Italy)

individual retirement account

internal rate of return

International Social Security Association

information technology

Kosei-Nenkin-Hoken (principal pension program for private-sector
employees in Japan)

life expectancy

Latvian Ministry of Welfare

Mannheim Research Institute for the Economics of Aging
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X1V

MODPENS
NDB

NDC
NIPSSR
INE

IRR

OLG

PAYG

PDV

PPM

PROST
RPI
SSA
D
TFR
TSSCI
VAT
ZUS

PENSION REFORM: ISSUES AND PROSPECTS FOR NDC SCHEMES

Modelo de Pensiones (Spain)

non-financial defined benefit

non-financial defined contribution (also, notional defined contribution)
Japanese National Institute of Population and Social Security Research
Instituto Nacional de Estadistica (National Institute of Statistics in Spain)
internal rate of return

overlapping generations

pay-as-you-go

present discounted value

Premiumpensionsmyndighet (Premium Pension Agency, the public
clearinghouse for the new FDC scheme in Sweden)

Pension Reform Options Simulation Toolkit

retail price index

U.S. Social Security Administration

turnover duration

total fertility rate

total social security contributions index

value-added tax

Social Security Insurance Institution (Poland)





