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Preface

For many years, Italy was not as effective as Sweden and other countries in promoting
abroad its pension reforms, in particular its nonfinancial defined contribution (NDC)
scheme, introduced in 1995. Therefore, it was important that—following the two early
NDC conferences held in Sweden in 2003 and 2009—the third conference took place in
Rome in 2017.

Italy’s 1995 pension reform introducing the NDC approach followed the 1992
parametric reform, which was a turning point in Italian policies. The issue of pension
reform had been extensively discussed since the late 1970s, but no major action was taken
until the early 1990s when changes became extremely urgent. Italy’s pension system had
three main problems: high and rising expenditure, inadequate labor market incentives,
and chaotic distributional effects.

Pension expenditure, which had increased from 5 percent of gross domestic product
(GDP) in 1960 to about 15 percent in 1992, was expected to increase further and get
close to 25 percent of GDP by 2030. The contribution rate needed to cover private sector
employees” benefits was set to increase from 44 percent in 1995 to 60 percent in 2025.
The pension formula, the eligibility conditions, and the indexation rules granted rates of
return that were considerably higher than the rate of growth of the social security tax base.

The lack of any link between the size of the pension benefit and the age of retire-
ment was an incentive for the earliest possible retirement. In other words, there was a high
implicit tax on continuing to work. This situation contributed to the low employment
rates of older men and women. In addition, the segmentation of the pension system into
several separate pension schemes, each one operating with its own rules, hampered the
mobility of workers both between and within the public and private sectors.

There were also equity reasons for the reforms. The rate of return on contributions
was extremely uneven across different groups of workers. It was usually higher for indi-
viduals with earnings rising toward the end of their careers. Inflation affected the relative
value of retirement benefits.

The 1992 reform primarily addressed the sustainability issue. It deleted overnight
about a quarter of existing public pension liabilities. The retirement age for old-age ben-
efits was raised (over a 10-year period) from 55 to 60 for women and from 60 to 65 for
men in private employment. The reference period for calculating pensionable earnings was
lengthened from 5 to 10 years; for younger workers it was extended to the whole working
life. The minimum number of contributing years for entitlement to an old-age pension
was raised from 15 to 20. The reference index for the indexation of pension benefits was
changed from wages to prices. The minimum number of years of contributions required

Xl



XIv PREFACE

for public sector employees to be entitled to a seniority pension was gradually raised to 35,
a threshold previously applied only to private sector workers. By breaking the deadlock of
Italian pension policy and immediately restraining expenditure increases, the parametric
reform of 1992 set the conditions for better planned and more systematic changes.

The 1995 reform focused on incentives and distribution. Its design was a big step
forward in both areas. The reform determined a shift from a defined benefit to a defined
contribution system in which the notional accumulated contributions on individual
accounts are transformed into an annuity at retirement. Italy moved toward homogeneous
retirement rules and uniform rates of return. Although expenditure forecasts and the high
level of contribution rates that would be needed to finance spending pointed to the need
for further expenditure restraint, this was not the primary objective of the reform.

In contrast with other countries, in Italy the introduction of an NDC system came
without an extensive debate about its merits and usefulness. Relatively little preparatory
work was done, no major report was released to the public, and the pension formula was
not immediately published. Maybe also because of that, the reform had some weak points:

* It envisaged a long and complex transitory arrangement: only those who started
working after 1995 were fully under the new regime.

* It postponed the first revision of conversion coefficients until 2005.
* It envisaged a relatively low minimum retirement age (57 years).

e Self-equilibrating mechanisms were not fully adequate.

The reform represented a major step forward, but it was also somewhat incomplete,
shifting some political tensions into the future. Moreover, little effort was made to explain
the new pension rules to the public. This obviously reflected the lengthy transition. It is
likely that the fact that the new rules were not well communicated or well understood
reduced the positive impact on labor market incentives. It is possible that notional fund-
ing was also little understood by policy makers.

Some of these problems were tackled in the following years, when several changes
were introduced, mostly to modify the eligibility requirements and other aspects applying
to workers not fully under the new NDC regime. In 2011 the NDC rules for benefit com-
putation were extended pro rata to all workers, starting from 2012. The statutory pension
age was raised to 66 for all workers beginning in 2012. From 2013 onward, the statutory
pension age was automatically indexed to increases in life expectancy. The fast tightening
of eligibility criteria for retirement in a difficult macroeconomic context created some ten-
sions. In recent years, some measures have been taken to allow disadvantaged groups of
workers to retire earlier. Furthermore, more significant measures are now under discussion.

Two corrective mechanisms (the revision of retirement age and of the coefficients
converting contributions into pensions) now work in parallel to offset the impact of
increasing life expectancy.

Labor market trends are in line with reforms increasing retirement age. The employ-
ment rate among people ages 50—64 increased from about 41 percent in 2004 to 59 per-
cent in 2017, and this rate is still gradually rising.

It would have been preferable to implement from the very outset a full NDC regime
for all groups of workers and cohorts, but—in the end—Italy now has a sustainable and
homogeneous pension system providing appropriate economic incentives. The longer you
work and pay contributions, the better your pension will be.
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In many ways, the challenges facing the Italian NDC system are similar to those of
other countries with NDC systems.

The first issue is flexibility. The degree of flexibility in retirement is obviously a
primary issue: What is the ideal age bracket for old-age pensions? One should also con-
sider whether there should be flexibility in contribution rates (both up and down) and
in the choice of the risks covered by the NDC scheme (for example, survivors’ benefits).
Obviously, solutions are now constrained by the need to limit expenditure growth in the
short term.

Another issue is that of equity. Life expectancy at retirement is affected by educa-
tion, income, occupation, and gender. Identical transformation coefficients for everyone
induces a systematic redistribution of lifetime resources among different categories. If a
correlation exists between longevity and lifetime income, the poorer groups of the popula-
tion subsidize the richer groups. This is not exclusive to NDC systems, but in NDC sys-
tems the issue is more transparent, other redistributive mechanisms having been removed.
Group-specific transformation coefficients might be a solution, but one should be careful
about introducing new forms of fragmentation into the system.

Again on the equity side, one should consider the coordination of the NDC regime
with welfare schemes. One has to avoid situations in which low-income earners do not
get any return on their contributions. However, NDC schemes cannot be expected to
prevent poverty in old age for the entire population. In Italy the issue was addressed with
two main tools: supplementing the defined benefit pensions up to the so-called minimum
level, and providing welfare pensions (pensione sociale) to the elderly poor. Only in recent
years did Italy move toward a universal welfare scheme. By providing a framework for
transparent distributional policy, the NDC scheme can easily be combined with a univer-
sal welfare scheme.

Another issue that may require policy attention is that of individuals with less than
full careers. Younger cohorts entering late into the regular labor market may end up with
insufficient contributions and relatively poorer pensions. Although this problem applies
to any form of earnings-related pension scheme, it is highly visible in NDC pension
schemes.

One should also evaluate whether the pace of adjustment to demographic changes
and to economic shocks is adequate. If automatic adjustments are too slow, the rules will
need to be changed, which might affect the credibility of the link between contributions
and benefits.

In evaluating any change of the current rules, one should keep in mind that after the
many reforms introduced since 1992, a certain stability in legislation may be necessary.
People should perceive that the returns on their contributions are predictable and certain.

Finally, communication to the public is still an open issue. In recent years the efforts
to inform the public have increased significantly, but further progress is warranted.

It has been heartening to see that the 2017 conference and the ensuing anthology
address many of these issues at the conceptual, empirical, and policy level, thus offering
food for thought for Italy and other countries.

Daniele Franco
State Accountant General, Ministry of the Economy, Italy
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In June 1994, the Swedish government presented a bill to Parliament—prepared by the
Working Group on Pensions—proposing a public nonfinancial defined contribution
(NDC) pension scheme. This was to be accompanied by a public financial defined con-
tribution (FDC) scheme and a minimum guarantee benefit at retirement. Both the NDC
and FDC schemes are personal saving schemes in the sense that individuals forgo cur-
rent personal consumption through their payment of contributions noted on personal
accounts. And in both, the benefit received is based on the individual’s account bal-
ance and life expectancy at the time of retirement. The 1994 reform provided universal
longevity insurance to the whole of the Swedish population, placing the individual’s role
in saving for future retirement in the forefront.

The “simple” idea of an NDC scheme—although novel at the time—has numerous
positive features. If carefully designed and introduced, it is a public pension scheme that
delivers affordability and long-term financial sustainability that through its design man-
ages the economic and demographic risks confronting all public pension schemes. The
indexation (rate of return) of accounts and of pension benefits steers the scheme in the
direction of economic balance and results in the sharing of ups and downs in economic
growth between workers and pensioners. And the interaction of the benefit calculation
with life expectancy constitutes a vital adjustment mechanism in addressing the financial
pressures of a constantly aging population.

Sweden is still unique in going “all the way” in its NDC scheme design through
two additional mechanisms. One is the maintenance of a reserve fund, within the pay-
as-you-go-based NDC scheme, that distributes funded contributions over time between
larger and smaller (“cyclical”) generations, for example, those associated with baby boom
or migration cycles. The second is the use of the solvency ratio, with a “balancing index”
that adjusts liabilities to assets when the solvency ratio falls below unity. This is based on
the sum of the explicit accounts of workers and the implicit accounts of pensioners, which
are the liabilities of the provider—in the NDC case, the Swedish Pensions Agency—to
participants. The assets in the context of the solvency ratio are the estimated value of
future contributions and the market value of the reserve fund. From a macroeconomic
standpoint, the Swedish NDC design strives to create autonomy from the state budget for
the country’s publicly provided universal longevity insurance scheme.

Sweden’s NDC scheme is supported by a broad span of the political spectrum. When
the original legislation was passed in 1994, it was supported by more than three-quarters
of the members of Parliament. The NDC scheme today still has the active support of
three-quarters of Parliament members, as represented by a contemporary cross-party
working group on pensions that meets regularly to discuss Sweden’s pension system. Of
course, some fine-tuning has occurred, not the least in the technical application of the
income index and balancing mechanism following the global recession of 2008-09.

Sweden sponsored the first conference on NDCs, which resulted in 2006 in the
first of what has become a series of NDC anthologies published by the World Bank.
The overriding aim of that first conference was to gather international experts to dis-
cuss the conceptual strength of the new NDC paradigm. The second two-volume NDC
anthology (published in 2012-13) had a strong focus on maintaining financial stability
and sustainability, including the Swedish accounting structure that underlies the calcula-
tion of the solvency (balance) ratio and the triggering of the balancing mechanism. It also
added a focus on gender-specific issues.
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This third anthology arose out of an October 2017 conference held in Rome in a
joint effort with Italy. It moves the perspective toward a host of issues at the forefront of
the current discussion in Sweden and, I believe, in many other countries. What are these
issues, then? They include the importance of labor market policy that accommodates the
dynamics of the labor market accompanying increasing globalization; the possible roles
for pension policy in preempting and bridging the gender pension gap; the technical
challenges of creating fair and sustainable annuities and how to deal with issues arising
from socioeconomic differences in life expectancy; communication with participants; and
much more.

Today’s issues for countries’ pension systems are a reflection of the larger dynamics
of the socioeconomic foundations of modern societies and economies—education and
skills attainment, spouses’ time sharing, and formal labor market participation. They
also give rise to consideration of strategies at the individual and societal level for recog-
nizing and addressing changing technologies in all segments of the labor market. The
challenges have always been great and will continue to be so. The current issues reflect
an ongoing evolution. Hence, to do what we do within the area of pensions best, we
need to bring together the worlds of policy and academia and to familiarize ourselves
with, understand, and weigh how new knowledge gained from the experience of others
and developments in research can help move our own and other countries forward. This
was the overriding theme of the Rome conference and is the overriding theme of this
third NDC anthology. We are pleased to have had the opportunity to share the respon-
sibility for this undertaking with our Italian cosponsor and are grateful for the buy-in of
the World Bank in this project.

In closing, I wish to thank the many academic scholars and experts from interna-
tional organizations from around the world who participated in the creation of this publi-
cation. It is my belief that efforts of this nature are important for spreading knowledge and
learning from the experience of others. This particular effort is an important contribu-
tion for countries that share the goal of providing affordable, financially sustainable, and
adequate national pension schemes that cover the entire population.

Daniel Barr
Director General, Swedish Pensions Agency

Opver the past decades, nonfinancial defined contributions (NDCs) emerged as a key tenet
in global thinking about pensions. The inspiring and diverse perspectives of many think-
ers have contributed enormously in enriching and advancing NDC policy and research.

This new anthology, alongside two preceding anthologies edited by Robert
Holzmann and Edward Palmer, represents the most important intellectual effort for bring-
ing together evidence on NDCs and pension reforms more broadly. Whereas previous
anthologies were mostly concerned with the design and sustainability of NDC schemes,
this new endeavor provides a stronger focus on the sufficiency of pensions under NDCs.
Importantly, it also offers precious insights into the political economy of successful and
failed NDC reforms. The richness of experiences presented in the ensuing pages will ben-
efit both policy makers and the international agencies supporting them, including the
World Bank and other actors.
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The contributions enshrined in this anthology cover a wide and comprehensive
array of topics from a theoretical, practical, and policy perspective. The studies” authors
are well-known academics, policy makers, and practitioners, often combining more than
one role at different times of their careers. Interestingly, the studies provide a variety of
approaches to pension design and implementation that will be valuable for analysts and
decision makers.

The completion of this comprehensive study on NDC pension schemes could not
be more timely: the nature of work is changing and labor markets are evolving, leading to
a profound rethinking of traditional Bismarckian social insurance arrangements.

Defined contribution systems (both financial and nonfinancial) have challenged
the conventional wisdom on pension system design. Yet they have predominantly been
perceived as alternatives to contributory pension schemes for wage employment. The
challenge today is to develop more suitable systems to respond to the needs of workers
in the new digital and gig economy, with labor markets increasingly expanding toward
different forms of self-employment and more flexible jobs.

The pension systems of future generations will undoubtedly look different from
those of the past. It is still a matter of debate whether this will expand or narrow the space
for defined contribution schemes. The World Bank’s vision and my own is one in which
social insurance is extended to all workers independently of how they engage in the labor
market. From this standpoint, governments have a key role to play in providing a basic
level of pension to prevent large groups of the population from falling into poverty in old
age. This, in turn, will leave a broad second level to individually financed social insurance
covering primarily middle- and higher-income earners. Although this does not imply any
preference for a specific financing model, the best fit will be the one that most closely links
contributions with benefits. NDCs are potentially the best solution, as this anthology cor-
rectly argues, although not the only possible solution. In the years to come, we will prob-
ably witness a revival of the discussion about the comparative strengths of each approach
to providing the best combination of low risk and high income replacement in old age.

Now more than ever we need the best available evidence to manage complex, diverse,
and diversifying labor markets. This anthology not only lives up to such challenges but
will provide a linchpin for a renewed debate on alternative approaches to pension policy
making.

Michal Rutkowski
Senior Director, Social Protection and Jobs Global Practice, World Bank
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CHAPTER 1

NDC: The Achievements and
Challenges of Adulthood

Robert Holzmann and Edward Palmer

Introduction

The aim of this anthology is to provide new contributions to the collective knowledge
of the issues and challenges of designing mandated and earnings-related universal public
pension schemes (UPPS), in which a universal public nonfinancial defined contribution
(NDC) scheme is one of four design options. In 1994 NDC left the crib and was taking
its first steps in Sweden, Italy, and Latvia. A couple of years later a fourth sibling was born
in Poland, with Norway eventually following in 2009. NDCs were born at a time when
the academic and policy discourse was framed in terms of “public pay-as-you-go” versus
“private funded,” and all pay-as-you-go schemes were classified under what are now called
universal public nonfinancial defined benefic (NDB) schemes.

At the time, mandated and earnings-related financial defined contribution (FDC)
and financial defined benefit (FDB) schemes (that is, the so-called funded schemes) were
also moving into the sphere of UPPS, with Chile’s 1980-81 reform usually recognized
as the first UPPS of this kind. Despite this, in the public pay-as-you-go domain, policy
makers worked solely on NDB schemes until NDCs emerged in the mid-1990s.

In the world of NDB public pension schemes, the focus is on defining the condi-
tions to be met for receiving a certain benefit. Obviously, the possible macroeconomic
outcomes for a specified set of assumptions for the future development of important eco-
nomic and demographic parameters of all public pension schemes are regularly evaluated.
However, not until the arrival of NDCs was attention paid to the role of systematic design
in creating long-term financial resilience.

Neither was the mission of the public pension scheme crystal clear. In the public
rhetoric and minds of people, public social security was a tax transfer system. In fact,
an NDC is a working-life savings scheme with the sole purpose of providing universal
longevity insurance to the whole population. All working-age individuals pay the same
percentage of their earnings into an individual account that earns an economic rate of
return. At a chosen age of retirement, the balance on the individual account is transformed
into a life annuity, determined by the average life expectancy of the individual’s birth
cohort at the individual’s chosen age of retirement. The paradigm change is that this is
an insurance scheme for all, based on nothing other than the principles of insurance for
accumulation, annuity determination, and benefit disbursement.

NDCs" unique feature is a built-in design that achieves affordability, financial
sustainability, and intergenerational fairness. NDCs achieve these goals through a combi-
nation of indexation based on the rate of growth of the contribution wage base—driven
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by the growth of the average wage and changes in the formal labor force—and the use of
life expectancy in computing the benefit. The long-term dynamics of the system are thus
determined by (a) the rate of growth of productivity (the wage rate) in the economy, and
(b) the factors affecting the growth of the working-age population (fertility rates and net
emigration) and individual labor supply decisions.

With individual accounts come transparent information on the interaction of
individuals’ decisions to work and pay contributions and their own roles in determining
their future pension outcomes. Through transparent information, individual accounts
promote both micro- and macroeconomic efficiency (that is, they provide an incentive
at the margin to supply more formal labor), and by enhancing longer working careers
aggregate gross domestic product (GDP) becomes higher. The accounts also communi-
cate the message of fairness—a unit of money paid into the scheme gives the same pension
rights to all participants. This design also explicitly separates the functions of a country’s
tax transfer system from its universal longevity insurance. The tax transfer mechanism
becomes a separate policy issue, which by design can provide tax-financed add-ons to
accounts, for example, for years in conjunction with childbirth, time devoted to tertiary
education, or registered unemployment with compensation.

What ties the package together is the use of life expectancy in creating the benefit,
and indexation of the minimum age at which a benefit can be claimed. At the micro level
these two factors communicate the importance of postponing retirement with increasing
life expectancy. At the macro level the adjustment of benefits to life expectancy under the
NDC design promotes financial equilibrium, affordability, and long-run sustainability
of a universal pension scheme with a fixed contribution rate. Individual accounts also
provide the building blocks of an intertemporal financial budget constraint. And impor-
tantly, the ratio of system liabilities to assets creates a solvency ratio.

The counterfactual when NDCs entered onto the stage was a defined benefit (DB)
promise with a multiplicity of possible designs. What DB schemes had in common in the
mid-1990s and still have in common is the absence of a design that leads to an affordable
universal public longevity insurance program with the same conditions for all—and with a
transparent message emphasizing the importance of individuals’ own roles in working and
contributing to their own future pensions. In DB schemes, liabilities are typically brought
in line with assets by applying politically painful ad hoc parametric adjustments—chang-
ing (breaking) the conditions of the DB promise. The most dramatic example during the
last decade is the International Monetary Fund/European Union (EU) intervention in
Greece to save the country from total economic collapse, in which adjustment of an overly
generous and unaffordable pension scheme was first on the list of things to do. More
recently, various countries have legislated crude balancing mechanisms for NDB schemes
that all remain untested.

Against the background of these potential qualities of an NDC design, one would
expect to find the emergence of a large number of systemic NDC reforms to coun-
tries’ pension schemes, especially in Europe. Instead, the most recent Organisation for
Economic Co-operation and Development (OECD) Pensions at a Glance (OECD 2018)
and European Commission’s Ageing Reports (European Commission 2018) document no
new NDC reforms since the Norwegian reform in 2009, but instead a growing number
of ad hoc parametric changes. For the editors of this and two previous anthologies, and as
proponents of NDCs, this is a disquieting finding.
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Many considerations may be behind the reaffirmed preference of policy makers for
incremental parametric NDB reforms compared with systemic NDC reform in Europe
and, generally, across the world. The following are the most important ones:

e The 2007-12 financial crisis in many parts of the world and the following reper-
cussions may have made policy makers risk averse toward “experiments” with new
designs.

* The delicate fiscal positions of many countries that undertook systemic FDC reforms
prior to 2007 may have reduced the appetite for even more systemic reforms.

* International institutions broadly moved away from identifying best practices
and appearing prescriptive—instead they now seem to favor country-specific
parametric reforms.

e The OECD and the European Commission believe and pronounce that the
steady string of parametric reforms of NDB schemes that took selective account
of NDC design elements brought their member countries broadly onto a finan-
cially sustainable path, so that systemic reforms are not needed. The International
Monetary Fund focuses primarily on short- and medium-term fiscal effects,
not long-term systemic considerations. The International Labour Organization
promotes parametric DB reforms because it appears to believe that a systemic
defined contribution (DC) reform is out of the question. Pension experts at the
World Bank remain largely committed to a systemic FDC but not NDC reform.

* Compared with parametric reforms, systemic reforms require a major effort—a
new administrative apparatus and communication of a new narrative—whereas
the political window of opportunity with new elections coming up soon is short
and reform may be unpopular.

* A systemic NDC reform by the rulebook binds the hands of policy makers whose
interests are primarily in the art of proposing the policy that buys the most votes
in the next election.

So why produce—with the collaboration of about 90 policy researchers from around
the world (70 authors and 20 reviewers)—another voluminous anthology of 31 chapters
on the topic when the policy takers are so few? The main reasons are threefold and in line
with the goals of the previous two anthologies (Holzmann and Palmer 2006; Holzmann,
Palmer, and Robalino 2012, 2013):

The first reason is to periodically critically review and document the working of suc-
cessful NDC schemes and to understand why some NDC reform attempts failed. Such
a periodic review is important for any cross-country learning and must go beyond mere
graphic presentations of cross-country data.

The second reason is to critically review design issues of NDC schemes that go
beyond the basic NDC design structure and that may call for policy decisions. Such issues
emerge from new conceptual insights, from new data analyses that shed light on previ-
ously unrecognized issues, or from existing issues no longer believed to be unimportant
going forward. Examples of each of these items are as follows:

o The important role of the basic benefit. Under implementation of a systemic NDC
or FDC reform, it very quickly becomes clear that the close link of contributions
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to benefits requires additional policy action because it leaves too many behind.
A basic benefit is required not only for those who contributed nothing but also
for those who for various reasons contributed not enough during their working
lives. However, any such provision risks distorting the contribution-benefit link
and hence the claimed incentive advantage of an NDC, so a skillfully designed
adjoining of a basic benefit with the (N or F) DC pillar(s) is required.

Specific dimensions of family, gender, and the labor market. The primary purpose of
the universal mandate of public DC schemes—that is, NDC and FDC schemes—
is to provide an adequate benefit for the large majority of participants when they
retire from the labor force. But what are the appropriate social policy interventions
to reduce or close contribution gaps further down the chain? Benefit gaps may
arise from delayed entrance into the labor force of youth, the part-time work of
mothers, forced layoffs from work created by constantly changing technology and
globalization, and the need to reskill or redirect skills to more productive ends. The
challenge is to address these gaps within the framework of pension policy, including
supporting social and labor market policy, while keeping intact the design aspira-
tions of fairness, efficiency, and sustainability. These topics are not unique to DC
schemes; they are an aspect of all forms of universal pension schemes but are usually
less transparent under DB designs.

Research in general, and particularly with regard to NDC schemes. On one hand,
such research can give rise to design and even conceptual issues that may call for
redesign of particular details (for example, the design methods used for projecting
life expectancy). On the other hand, with the increase in complexity, the NDC
concept must be broken down into digestible bites for the uninitiated pension
expert and layman.

The increasing cross-country information on high and often rising heterogeneity of
longevity by socioeconomic characteristics, particularly lifetime income. This topic has
many ramifications. Most importantly it breaks the contribution-benefit link for
individuals away from the average, leading to an implicit tax for the lower-income
group that is higher the further they are from the average, and an implicit transfer
in the opposite direction. Various chapters in this anthology examine the topic
from different angles. The heterogeneity of life expectancy based on individual
characteristics and circumstances is by no means a topic “only” for DC pension
schemes; the ramifications of life expectancy differences are equally relevant for
all but the most rudimentary current national DB schemes, although they are not
as transparent as they become in the DC context.

The third reason for offering a new anthology is that even the best NDC design
and implementation alone will not achieve the expected results if supporting conditions
in other policy areas are not created. The most critical examples are the conditions in the
labor market that affect formal labor force participation (that is, the coverage rate) and its
regularity (that is, contribution density); a second labor market concern is the capacity of
the older labor force to reskill into new technology and issues of geographic mobility and
employers” age discrimination. Although it is easy to describe what is required to keep the
elderly in the labor market (namely, being skilled, healthy, and motivated), the policies to
establish these conditions are still broadly unknown.
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The previous two anthologies (Holzmann and Palmer 2006; Holzmann, Palmer, and
Robalino 2012, 2013) covered a lot of ground, but many issues emerged later or subsequently
became more important. This third anthology aims to cover many of the new knowledge gaps.

The first section of this anthology begins by taking stock of the current status of
NDC issues and challenges in five European countries that have introduced NDCs, and
now have 20-25 years of experience behind them, and in one country (Greece) that intro-
duced the NDC approach in one subscheme. The country chapters present and discuss
country-specific designs, implementation details, and issues that have arisen along the
road—as seen in the rearview mirror.

Two sets of important design issues receive specific attention in the anthology.
The first is the design of the annuity—more specifically, the method employed to project
the value of life expectancy used in the computation of the NDC annuity (and by defini-
tion, of other insurance annuities). The second is the issue of socioeconomic heterogene-
ity in life expectancy. The chapters on these topics identify and discuss the issues and
weigh the relative merits of alternative approaches to addressing them.

The second set of chapters explores crucial topics such as the importance of the
intersection of labor market and pension policy, family and gender, and the underlying
design and integration of NDC with a second public pillar, usually an FDC component.
One chapter addresses the overall system, bringing the voluntary pillar (usually a private
or an occupational scheme, or both) into the overall picture.

A third set of chapters addresses the specificities associated with emerging market
economies, using the future demography and economic framework of the young country
of Tanzania as one example, and an emerging economic power (China) that is still weigh-
ing its options as another example.

A fourth set encompasses issues in administration, especially in the context of an
increasingly mobile and global world of portability and taxation. In addition, three separate
chapters address communication and cover Italy, Sweden, and the National Employment
Savings Trust (NEST) in the United Kingdom, and another chapter describes the devel-
opment of financial literacy in the DC world.

The “Overview of Chapters” section of this chapter offers a brief summary of each
chapter in the anthology. “Main Conclusions and Next Steps” draws out the main lessons
emerging from the 30 chapters, ponders the question of whether systemic NDC reforms
are really required, and ends with proposed priorities for next steps.

Overview of Chapters

This section provides a brief overview of each chapter in both volumes. Chapters are presented
under their corresponding theme headings to offer guidance on the overall anthology struc-
ture. The first theme heading of “Taking Stock” covers the five European reform countries—
Sweden, Latvia, Italy, Poland, and Norway—and Greece, which recently undertook major
reform efforts that included an NDC approach for a subset of occupational schemes.

Chapter 2 by Edward Palmer and Bo Konberg on the Swedish NDC scheme presents
its development since 1994 as on track for success with room for reflection. Sweden was
the first country to implement an NDC system. The journey began in 1992, when the
Ministerial Working Group on Pensions set out the main ideas that led to a majority



6 PROGRESS AND CHALLENGES OF NONFINANCIAL DEFINED CONTRIBUTION PENSION SCHEMES

parliamentary decision in 1994. The decision led to the separation of disability and sur-
vivors’ benefits from the public old-age pension scheme, and to an old-age saving scheme
based on both NDC and FDC public components, both completely autonomous from
the government budget. The chapter analyzes the underpinnings of the Swedish NDC
scheme’s financial stability, factors influencing the adequacy of benefits within the overall
Swedish pension system, and the interplay of the NDC scheme with the public FDC
scheme, the minimum pension guarantee, and the occupational schemes. Gender-based
differences in labor market outcomes and individuals’ behavior are both highlighted in
the discussion of adequacy. The chapter also includes information on the December
2017 broad six-party political agreement on forthcoming legislation. Most important are
(a) the increase in the minimum pension age from 61 to 64, from 2020 to 2026, and
(b) its indexation to life expectancy thereafter. The chapter concludes with recommen-
dations for additional improvements in the overall old-age pension system, based on its
analysis of financial stability, adequacy, and the interaction of the NDC scheme with the
guarantee benefits and the occupational schemes.

Chapter 3 by Edward Palmer and Sandra Stabina on the Latvian NDC scheme
investigates its remarkable success under a decreasing labor force. Latvia’s 1996
introduction of an NDC scheme was part of its post-Soviet transition to a mar-
ket economy. Challenges included transforming acquired and documented Soviet
“workbook” rights into NDC account values and honoring commitments to current
and soon-to-be pensioners. A second transition shifted 6 percentage points of an over-
all contribution rate of 20 percent to a mandatory FDC scheme in 2001. Low fertility
rates and steady emigration of the working-age population characterized the period
1997-2016. Despite a 20 percent decline in the working-age population, formal
labor force participation increased from 70 percent to 90 percent, lifting the ratio of
contributors to old-age pensioners from 1.6 in 1997 to 2.1 in 2016. Notably, both
genders enjoyed an equally impressive increase in contribution density. Labor force
and real per capita wage growth led to strong valorization of NDC accounts and even-
tually to adequate pensions for most retirees. Nevertheless, today about 30 percent
still pay contributions on a minimum wage; at retirement this will translate into a
minimum pension, a clear policy challenge. Latvia’s NDC is predicted to maintain
long-term financial sustainability, despite the diversion of contributions as the FDC
scheme is phased in. It will be largely financed with earmarked reserves needed in
the 2030s and 2040s. It maintains long-term financial balance from 2017 through
2070, despite a projected 50 percent decline in the total working-age population.
Latvia’s most important long-term policy challenge is to create domestic investments
and economic growth that reward youth for remaining in the country.

Chapter 4 by Sandro Gronchi, Sergio Nistico, and Mirko Bevilacqua on the Italian
NDC scheme investigates its evolution since inception in 1995 and highlights remain-
ing potholes. Starting with a reconstruction of the political context in which the 1995
Italian pension reform took shape, this chapter reviews the essential features of the 1995
and post-1995 legislation and assesses its fundamental shortcomings, including how life
expectancy at retirement is used when initial pensions are determined. A straightforward
theoretical discussion highlights both the targets and the instruments representing the
hallmark of the NDC model. The contrast of such theoretical premises with the Italian
legislation points out the shortcomings together with the necessary remedies.
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Chapter 5 by Sonia Buchholtz, Agnieszka Chtori-Domiriczak, and Marek Géra traces
the Polish NDC scheme and its success in the face of adversity since its inception in
1998. Poland’s pension system faces multiple challenges. Population aging will accelerate
in the coming decades. In contrast to Western European countries, Poland was uniquely
challenged by a massive labor force exit that resulted from the use of retirement as a
political sweetener (three times in the past four decades), leading to the rise of economic
dependency of the retired generation. Transition from an NDB system to an actuarially
balanced NDC+FDC system in 1999 mitigated the risk of a huge fiscal shortfall and of an
unfair balance of interest between the working and retired generations. The new system
transparently separated the income allocation and social functions, including redistribu-
tion. Numerous options for early retirement were also significantly limited. These features
contributed to its success. However, the Polish system should be perceived as a case study
of misuse for current political goals, ad hoc tweaks, and lack of completion (retirement
age, occupational systems, and so on). Despite those weaknesses, the 1999 pension reform
met its goals.

Chapter 6 by Nils Martin Stolen, Dennis Fredriksen, Erik Hernas, and Erling Holmoy
analyzes the Norwegian NDC scheme using the criterion of balancing risk sharing and
redistribution. The main goal of reforming the Norwegian old-age pension system toward
NDC in 2011 was to improve long-run fiscal sustainability. Improving labor supply incen-
tives to increase the effective retirement age was another important aspect of the reform.
Although strong concern for redistribution may work against the main principles of NDC
schemes, maintaining much of the redistributive effects of the former public pension
system was also an important concern. By exploiting administrative data for labor mar-
ket participation and labor incomes by age and other characteristics, econometric analy-
ses reveal the 2011 reform’s significant effects on postponing retirement. Results from
a dynamic microsimulation model, including a complete description of the Norwegian
population and the pension system, suggest that the reform is expected to have substan-
tial effects on old-age pension expenditures in the long run without any large negative
distributional effects. Macroeconomic analyses indicate that the reform is likely to have a
significant fiscal impact in the long run, and higher employment plays an important role
in this respect.

Chapter 7 by Milton Nektarios and Platon Tinios critically reviews the recent Greek
pension reforms under the heading of crises and NDC attempts waiting for comple-
tion. The current pension system in Greece relies almost exclusively on the state; it does
not advance toward a multipillar system; and it remains staunchly pay-as-you-go and
DB. The chapter claims that in a country struggling to exit a deep recession, the pen-
sion system must support the recovery—which is currently not the case. This chapter
offers a radical proposal for change: (a) a new multipillar NDC and FDC pension sys-
tem for all generations first insured after 1993, with contribution rates for primary pen-
sions reduced by 50 percent; and (b) a transitional system for those first insured before
1993. The proposal’s robustness is tested actuarially for the period up to 2060, build-
ing on demographic and economic projections prepared for the 2015 EU Economic
Policy Committee Ageing Working Group, which were updated for macroeconomic
and legislative developments. Though financing the legacy cost would be challenging,
the results indicate that a radical pension reform, especially if implemented as part of
an overall recovery package, could have much to recommend it. The chapter claims that
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rebuilding the pension system would regain the trust of Greek citizens, counteracting
many established dysfunctions and setting the country on a more favorable growth
trajectory.

Two chapters present conceptualization and communication efforts under the theme
heading of “Conceptualization and Promotion.”

Chapter 8 by Marek Géra and Edward Palmer offers a challenging conceptual view
of NDCs, defining them as the generic old-age pension scheme. The chapter defines a
UPPS as a government-mandated life-cycle longevity insurance scheme that transfers indi-
vidual consumption from the working years to the retirement phase of the life cycle. It dis-
cusses the differences in four UPPS designs—DC or DB, and financial (F) or nonfinancial
(N). Generally speaking, DC schemes are distinguished from DB schemes by their basic
building block of individual accounts. The use of individual accounts ensures the impor-
tant design feature of transparency—the “enabler” of economic efficiency—through the
effects on marginal decisions to choose formal work over informal work or leisure and to
postpone retirement marginally toward the end of the working life. The chapter examines
additional criteria (fairness, financial sustainability, affordability, and adequacy), plus other
design characteristics of interest in a comparative assessment. The conclusion is that the
two UPPS-DC designs are superior to the two UPPS-DB designs. The difference in the
relative rates of return of NDC versus FDC designs, together with uncertain demographic
effects on future investment needs, speak in favor of a UPPS portfolio with both. UPPS-
FDC involves additional risks and costs, but also provides positive effects through returns
for individuals and the economy.

Chapter 9 by Robert Holzmann provides a complementary angle on the NDC approach
by offering the ABCs of NDC:s (that is, the basics of NDCs for the interested but not spe-
cialized reader). For example, the NDC approach features the lifelong contribution-benefit
link of an FDC scheme but is based on the pay-as-you-go format. When starting an NDC
scheme, the pay-as-you-go commitments of existing DB systems are best converted into
individual personal accounts, allowing for a smooth transition while avoiding the very high
transition costs inherent in such a move. An NDC approach implemented by the rulebook
can manage the economic and demographic risks inherent in a pension scheme and by
design creates financial sustainability. As in any pension scheme, the linchpin between finan-
cial stability and adequacy is the retirement age; in the NDC approach the individual retire-
ment age above the minimum age is by design self-selected and by incentives should increase
the effective retirement age in line with population aging. NDC schemes have become a
strong competitor to piecemeal parametric reforms of traditional NDB schemes. Although
frequent, the chapter claims that reforms of NDB schemes are far from transparent and
usually too little and too late to create financial sustainability while providing adequate pen-
sions for the average contributor. The chapter offers a nontechnical introduction to NDC
schemes, their basic elements and advantages over NDB schemes, the key technical frontiers
of the approach, and the experiences of countries with NDC schemes.

Two chapters investigate how basic pensions and NDC and FDC pensions can be

provided in a socially effective and least distortionary manner under the theme heading of
“Adjoining Zero Pillar with DC Schemes.”

Chapter 10 by Kenneth Nelson, Rense Niewwenhuis, and Susanne Alm analyzes the
interaction between Sweden’s guarantee pension and its universal public NDC and FDC
pensions. Although Sweden’s current pension system has been in place for roughly 20 years,
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no systematic analysis of its consequences on elderly incomes has yet been conducted.
This chapter analyzes old-age incomes in Sweden from a pension policy perspective,
focusing on both the economic position of elderly citizens and the redistributive effects of
the pension system’s different parts. The empirical analyses, based on micro-level admin-
istrative and survey data, show that median incomes among the elderly increased faster
than prices, but fell short of the growth of earnings of the working-age population. With
time, the income of the elderly grows increasingly more unequal among the elderly than
among the working-age population. Single women, migrants, persons with only primary
education, and people living on their own exhibit an especially precarious economic posi-
tion in old age: their benefits are often insufficient to provide an income above the com-
monly accepted relative poverty threshold. The analysis shows that each successive cohort
of these groups risks higher relative poverty than previous cohorts if enough attention is
not given to increasing the ceiling with increases in the real earnings of the working-age
population (that is, increasing the ceiling on the means-tested component of the zero pil-
lar). The decline in the relative value of the guaranteed minimum pension vis-a-vis the
real earnings growth of wage earners brings to the forefront the issues of indexation of the
guarantee and the ceiling on means-tested housing benefits—that is, the basic safety net
for pensioners. The authors conclude that the low take-up of housing supplements among
the elderly and possible extensions of occupation pensions to groups of the Swedish labor
market that lack collective agreements deserve further analysis directed toward raising the
income of low-income pensioners.

Chapter 11 by Eduardo Fajnzylber analyzes how Chile’s basic pension is integrated
with its FDC scheme. In 2008, Chile undertook comprehensive reform of its pension
system. The main change was the introduction of a New Solidarity Pillar (NSP) designed
to eliminate the incidence of poverty among elderly adults. The NSP set a floor at about
40 percent of the minimum monthly income for the poorest 60 percent of the population
by means of noncontributory benefits for people without pension rights and a solidarity
top-up payment for people who have not accumulated enough own pension rights. The
NSP represents a significant change for Chilean society, not only in terms of pension
coverage but also through its effect on poverty reduction and lifetime income inequality.
Its design features are also an important factor in reducing the pension-related gender
gap. The increase in noncontributory benefits and its means-tested nature (which trans-
lates into an implicit tax on formal work), however, imply lower incentives for formal
labor market participation. The chapter describes the NSP’s main characteristics and its
origins. The main results achieved during its first seven years of operations are presented,
including coverage, fiscal cost, poverty reduction, and the role of the system in reducing
the significant gender gap in pensions (GGP). Its effects on incentives to pay into the
contributory system are discussed, as is the literature that has attempted to measure these
effects. Finally, the main challenges facing the NSP and the implications for other coun-
tries under DC pension schemes are summarized.

Three chapters analyze the critical relationship of longevity—its expansion linked
with rising heterogeneity—and pension system design and implementation under the

theme heading of “The Challenges of Longevity.”

Chapter 12 by Ronald Lee and Miguel Sdnchez-Romero provides an overview on het-
erogeneity in longevity and pension schemes. Differences in life expectancy between high
and low socioeconomic groups are often large and have widened in recent decades. In the



10 PROGRESS AND CHALLENGES OF NONFINANCIAL DEFINED CONTRIBUTION PENSION SCHEMES

United States, this difference may now be as large as 10-14 years. Longevity gaps strongly
affect the actuarial fairness and progressivity of many public pension systems, raising the
question of possible policy reforms to address this issue. This chapter reviews the empiri-
cal literature on the longevity differences across socioeconomic groups and their impacts
on lifetime benefits, considers how these impacts depend on four different pay-as-you-go
pension structures (calibrated on the U.S. case), and discusses some policy options.

Chapter 13 by Edward Palmer and Yuwei Zhao de Gosson de Varennes identifies and
discusses issues in creating annuities in NDC schemes. The first issue discussed is the
choice between incorporating the rate of return into the annuity or incorporating it into
the exogenous indexation. That choice results in a pensioner receiving more or less of
a given lifetime income when young or when old. A second issue is the challenge of
choosing a projection method for life expectancy that produces systematically unbiased
estimates. The chapter presents an alternative to current projection models that largely
eliminates systematic birth-cohort-pool deficits (or surpluses) and thus unintended inter-
generational redistribution. A third issue is at what age the projection of life expectancy is
to be fixed over the remaining lifetime of the annuity. The assessment involves reducing
the risk of systematic bias and its consequences for finances and intergenerational fairness,
in addition to what can be accomplished through a well-thought-out choice of projection
model. The final issue discussed is the prevalence of socioeconomic heterogeneity within
the insurance pool. The current picture, probable causes, and technical solutions are dis-
cussed against the backdrop of the ambition in NDC to separate out and deal exogenously
with distributional issues.

Chapter 14 by Robert Holzmann, Jennifer Alonso-Garcia, Héloise Labit-Hardy, and
Andrés Villegas analyzes the effects of heterogeneity in longevity on NDC schemes and
presents proposals for redesign to neutralize the heterogeneity implications. Strong and ris-
ing empirical evidence across countries finds that longevity is highly heterogeneous in key
socioeconomic characteristics, including income. A positive relationship between lifetime
income and life expectancy at retirement amounts to a straight tax or subsidy mechanism
when the average cohort life expectancy is applied for annuity calculation, as done under
NDC schemes. Such a regressive redistribution and the ensuing labor market distortion
bring into question a main feature of DC schemes and call for alternative benefit designs to
compensate for the heterogeneity. The chapter explores five key mechanisms of compensa-
tion: individualized annuities; individualized contribution rates and account allocations; a
two-tier contribution structure with one rate linked to average income and one rate linked
to individual income; and two supplementary approaches under the two-tier approach to
deal with the income distribution tails and the distortions above a ceiling and below a floor.
Using unique data from England and Wales and the United States, the analysis indicates that
both individualized annuities and a two-tier contribution scheme are feasible and effective
and thus promising policy options, but only with a de-pooling of gender.

Two chapters explore the relationship between pension schemes and labor markets
under the theme heading of “Accommodating Labor Market Change.”

Chapter 15 by Robert Holzmann, David Robalino, and Hernan Winkler investi-
gates NDC schemes and the labor market. DC schemes—whether financial or nonfi-
nancial—are often considered superior to DB schemes in their ability to address labor
market issues, particularly in encouraging formal employment and delayed retirement.
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Conceptually, the assessment is based on superior incentives to work and save. Yet eco-
nomic and social realities are more complex. Design and implementation issues may pre-
clude DC schemes from living up to their promises. In addition, structural problems with
labor markets can affect the performance of DC schemes. The chapter explores design and
labor market conditions that potentially constrain DC schemes. It opens with a concep-
tual framework that contrasts the labor market shortcomings of typical DB schemes with
the labor market promises of DC schemes. It then discusses the constraints that may affect
the labor market performance of the latter. The chapter presents proposals to improve
benefit design features and labor market policies that can promote formal employment
and delayed retirement, while highlighting challenges and differences between advanced
and emerging market economies. The chapter concludes that to achieve their conceptual
potential, DC schemes require design innovations, including better integration of basic
benefits and complementary labor policies that promote job creation in the formal sector
and expand job opportunities during old age.

Chapter 16 by Rébert Gl and Mdrta Radé analyzes labor market participation and
postponed retirement in Central and Eastern Europe. The chapter shows how the effective
retirement age rose in eight countries of Central and Eastern Europe (the Czech Republic,
Estonia, Hungary, Latvia, Lithuania, Poland, the Slovak Republic, and Slovenia) between
the mid-1990s and the mid-2010s. It finds that the increase was fast enough to keep
life expectancies at the effective retirement age practically unchanged. Every day an aver-
age worker of the region got closer to the effective retirement age by only 18.4 hours,
instead of 24, because the effective retirement age was moving. In effect, the labor mar-
ket absorbed all improvements in life expectancies in older working ages. The chapter
also shows how the educational composition in older working age, specifically in the
55—64-year-old age bracket, improved over the same period, driving the growth of the
effective retirement age. This relatively recent shift is traced back to human capital invest-
ments made decades before, specifically the spread of secondary education starting in the
1960s. Finally, the chapter shows that maintaining current life expectancies at retirement
over the next 30 years requires less effort in terms of further raising the effective retirement
age than what the region achieved in this respect in the past 15 years. This is because of
improvements in education systems in recent decades that expanded tertiary enrollment
among currently young cohorts. The authors suggest that further increases in the effective
future retirement age can be expected, and that these may be sufficient to fend off most of
the potentially negative effects of declining mortality.

Four chapters are devoted to the important yet underexplored interlinkages of
family, gender, and pension benefits, dealt with under the theme heading of “Family
and Gender.”

Chapter 17 by Nicholas Barr provides a conceptual overview of gender and fam-
ily. The chapter starts from the observed fact that women receive lower pensions than
men, on average, and goes on to consider policies to address that fact. Women typically
have lower wages than men, a greater likelihood of part-time work, and more career
breaks, and thus generally a less complete contribution record. In addition, pension
age may be lower for women and annuities may be priced using separate life tables
for women. The chapter looks at three strategic ameliorative policy directions: policies
intended to increase the size and duration of women’s earnings and hence improve their
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contribution records; policies to redirect resources within the pension system, including
for survivors and after divorce; and ways of boosting women’s pensions with resources
from outside the pension system.

Chapter 18 by Maciej Lis and Boele Bonthuis analyzes the drivers of the GGP by using
evidence from the European Union Statistics on Income and Living Conditions and the
OECD pension model. The chapter first explores recent trends and the drivers behind
the GGP in Europe, focusing on countries with NDC schemes—TItaly, Latvia, Norway,
Poland, and Sweden. Based on these current gender gaps, the chapter relates the progres-
sivity of pension systems and the coverage of child-care-related spells to the GGP. It shows
that countries with NDC schemes do not stand out as a group compared with other
European countries with regard to pension outcomes for women. Nevertheless, countries
with NDC schemes differ significantly from one another. The choices of indexation of
pensions in payment and survivors' pension options have an impact on gender inequali-
ties. However, labor market differences seem to be the most important driver.

Chapter 19 by Agnieszka Chloti-Domiriczak, Marek Géra, Irena E. Kotowska,
Iga Magda, Anna Ruzik-Sierdziriska, and Pawel Strzelecki investigates the impact of life-
time events on pensions for NDC schemes in Italy, Poland, and Sweden and the point
scheme in Germany. Old-age pensions in NDC schemes reflect accumulated labor income
over the life course. Thus, interrupted careers and other factors leading to low employ-
ment rates, particularly between men and women, will have a significant impact on pen-
sion incomes in NDC countries. Pronounced differences arise in the countries’ labor
market participation rates: high levels of employment in Germany and Sweden for both
men and women contrast with low levels of employment in Italy and Poland. The latter
two countries also have a large gender gap in labor market participation. Employment
pathways are also different—career interruptions for women in Italy lead to very early
withdrawal from the labor market, while in Sweden women transfer mainly to part-time
employment. Lower employment rates and gender pay gaps are important causes of dif-
ferences in expected pension levels, but differences also exist because of pension system
design and demographic developments. The analysis confirms that employment paths
contribute importantly to future pension incomes and their adequacy. The authors stress
that current and future labor market and pension policies need to address this challenge.
Prolonging working lives and reducing gender gaps in employment and pay, particularly
for those at risk of interrupted careers, are key to ensuring decent old-age pensions in the
future. The chapter concludes that instead of modifications that weaken the link between
contributions and benefits, such as early retirement rules for women in Poland, prolong-
ing working life is equally crucial for benefits in NDC (Italy, Poland, and Sweden) and
point schemes (Germany), and in all four countries gender gaps need to be addressed
through labor market policy.

Chapter 20 by Anna Klerby, Bo Larsson, and Edward Palmer explores with Swedish
data the bridging of partner life-cycle earnings and pension gaps by sharing NDC
accounts. Sharing of NDC accounts is implemented with nudging by making shar-
ing the default. The transfer within the partnership embodied in sharing reduces the
economic dependence of the caregiver spouse on the spouse with full market labor
force participation by implicitly defaulting sharing of both informal home and formal
market work. In addition, it reduces the implicit tax-financed subsidy to partnerships,
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where sharing is not the norm. The authors perform a logit analysis of the likelihood
of receiving the guarantee benefit without and with account sharing given individual
characteristics. This shows that the risk of taking up the guarantee benefit is much
greater for women. The analysis shows that the risk of women needing a guarantee
supplement is reduced from about 10 percent without the nudge into sharing to
5 percent with sharing. The analysis identifies several characteristics that increase the
risk of needing a guarantee supplement: not being born in Sweden, lower education,
and having a husband who is older—with the risk increasing in scale with an increase
in the age gap.

Three chapters address critical NDC pension issues outside the developed world
under the theme heading of “NDC Prospects in Emerging Market Economies.”

Chapter 21 by Robert Palacios explores administrative requirements and prospects for
universal NDCs in emerging market economies. Many public policies—f{rom expanding
health insurance coverage to collecting taxes—are impossible to implement (or at least
to implement well) without adequate administrative systems in place. This is true for
modern pension schemes and in particular for NDC schemes. Today these systems must
be digital, yet most pension systems predate computerization and must find a way to
bridge past and present to implement reforms. The shift from DB to NDC brings special
challenges in recordkeeping. This chapter briefly reviews some of the administrative
requirements of NDCs and offers a simple checklist for countries considering this type
of reform. Its last section describes a universal NDC scheme that harnesses the modern
digital infrastructure, including unique identification systems and digital commerce, that
may allow developing countries to overcome the limitations of traditional contributory
systems and their reliance on payroll taxes.

Chapter 22 by Bei Lu, John Piggott, and Bingwen Zheng investigates the poten-
tial expansion of the role of the NDC paradigm in the ongoing reforms of retirement
provision in China. China has remarkably high nominal retirement coverage of its
population, but issues of sustainability, equity, and governance are challenging and real.
Furthermore, although many broad policy guidelines are set by the central government,
jurisdictions at provincial, city, and sometimes even district levels have major con-
trol over implementation, covering administration, benefit rates, and other important
retirement policy features. Retirement policy and provision, regardless of the approach
adopted, are necessarily shaped by labor market experience. In China, heterogeneity
is dramatic across provinces and between urban and rural settings—in development
stage, cost of living, formalization level, and other characteristics. Interestingly, mature
age life expectancy is remarkably uniform among formal sector workers at the time of
retirement. Somewhat greater heterogeneity arises when membership of the Rural and
Urban Residents Pension Scheme is considered, but mature age life expectancy varies by
only a couple of years. The implications of a stylized NDC structure covering all three
of China’s major pension systems, calibrated to be actuarially fair to different contribut-
ing members, are examined in this chapter. Each scheme has a different contribution
rate and retirement age, consistent with different life expectancies. A complementary
social pension is also proposed. The chapter concludes that an increased presence of the
NDC paradigm could raise aggregate welfare, especially in the large and growing Urban
Employee Pension Scheme.
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Chapter 23 by Bo Larsson, Vincent Leyaro, and Edward Palmer explores against the
background of Tanzania whether an NDC public pension scheme can harness and trans-
form the demographic potential of a young nation into a broad-based labor force and
GDP engine of growth through investments in physical and human capital. With its real
GDP growth of about 6-7 percent since the mid-1990s, Tanzania provides a relevant case
study. The chapter combines (a) an NDC pension scheme with small increments in indi-
vidual savings accounts and (b) a demographic NDC fund. The analysis shows how, as
Tanzania’s working-age population grows and the degree of labor force formality increases,
the resulting double demographic dividend will fuel the country’s growth. This is made
possible through NDC participants’ pension savings, which are transformed in part into
domestic investments financed through government NDC bonds held by the NDC fund.
In addition to funding future pensions for current workers and investments in human
and physical capital, the analysis shows that scope exists to pay small pensions to the
present generation of the relatively few above the age of 60. The authors claim that this
should provide an additional incentive for the working-age generation to join the formal
economy and participate in the pension scheme.

Four chapters explore the complex but little analyzed relationship between pen-
sion scheme performance and communication approaches under the theme heading of
“Communicating with Participants.”

Chapter 24 by Will Sandbrook and Ranila Ravi-Burslem presents the innovative com-
munication approach of NEST in the United Kingdom. In 2011, 69 percent of U.K.
employers in the private sector offered no workplace pension for their workers. In 2018,
all U.K. employers offered a pension scheme meeting a set of legal standards, including the
use of automatic enrollment, and with a mandatory employer contribution for employees
choosing to remain enrolled. More than 9 million people have started saving into a work-
place pension through auto enrollment. Set up as part of the reforms to introduce auto
enrollment, NEST is a qualifying workplace pension scheme that any employer can use
to meet its auto enrollment obligations. It was set up to serve those traditionally poorly
served by commercial pension provision, and to ensure all employers had a high-quality,
low-cost path to compliance. NEST is built around features tested and seen as important
and motivating for potential members and employers. These features are underpinned by
extensive research with future members and analysis of feedback from existing custom-
ers. This communications approach led to outputs such as NEST’s “phrasebook” and
“Golden Rules,” with a major focus on providing reassurance that saving is a “good” thing
and NEST will look after one’s money. This approach was built on harnessing inertia and
responding to behavioral biases in the target group, while recognizing that this same iner-
tia means that many people will in practice have little or no interaction with NEST in the
early years of their participation.

Chapter 25 by Elsa Fornero, Riccardo Puglisi, and Noemi Oggero investigates the role
of information and financial literacy for socially sustainable NDC pension schemes. This
chapter is centered on the complementary roles played by pension communication and
information and financial literacy for a sustainable and equitable NDC system at both
the micro and macro socioeconomic levels. It considers formal communication (typically
in the form of personalized account statements) prepared by the national institution
in charge of pension provision; informal dissemination (in the form of more general
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information provided by the media); and financial basic knowledge (pension literacy).
The chapter presents new evidence on (a) public opinion about pensions in five European
countries (France, Germany, Italy, Sweden, and the United Kingdom), both in a cross-
country perspective and relative to other issues, as approximated by Google Trends data;
(b) the relationship between measures of online search volume and coverage by traditional
media (that is, national newspapers); and (c) the volume and framing of newspaper cover-
age for a specific reform (that is, the 2011 Italian reform). On the demand (users) side,
the chapter considers pension literacy as a specific component of financial basic knowl-
edge and as an ingredient to “make sense” of formal and informal pension information
to improve personal decisions and as an element to increase the effectiveness of reforms.

Chapter 26 by Ole Settergren, Maria del Carmen Boado-Penas, Erland Ekbeden, and
Poontavika Naka presents Sweden’s 15 years of communication efforts for the oldest NDC
scheme. The chapter states that it is desirable for pension reforms and legislated rules
to have the backing of the population or at least to be accepted by voters. One strategy
that might contribute to such acceptance is to inform participants of the pension plan’s
logic, its rules, and its financial restrictions. With the objective of promoting the NDC
and FDC components of the Swedish public pension commitment, the Swedish Pensions
Agency is compelled by legislation to publish an annual financial “Orange” report. The
report contains an actuarial balance sheet (global information) and examines the conse-
quences for different scenarios on the solvency of the NDC scheme. Participants receive
a personal yearly “Orange” letter that contains a statement of their own NDC and FDC
balances, the change in the balance during the year, and (using standard assumptions
about earnings and contribution growth and standardized rates of return) a projection
of their future pensions. This chapter reports on the Swedish pension experience with
communication with pension participants over the past decade, together with the main
changes in information delivered to improve individuals’ pension knowledge and help
them make more informed and better decisions regarding labor force participation, sav-
ings, and retirement. The chapter also discusses how the confidence and understanding of
both contributors and pensioners evolved over time.

Chapter 27 by Tito Boeri, Maria Cozzolino, and Edoardo Di Porto analyzes the chal-
lenges of setting up a communication package for the Italian NDC scheme. Since the
beginning of the 1990s, the Italian pension system has been subject to several reforms,
involving an increase in the minimum pension age and the transition from a DB to an
NDC scheme. This was no smooth ride—the initial reform covered only new entrants,
which meant that the two schemes ran simultaneously, increasing uncertainty. As a result,
it was more or less impossible to provide general information; instead, what participants
really needed was cohort-specific information. This led to confusion about rights and
diluted the effectiveness of the NDC scheme’s message. A very low level of financial liter-
acy exacerbated this effect. In 2015, INPS (the Italian Social Security Institute) launched
a project called “La mia pensione futura” (“My future pension”) with the aim of giving all
INPS-insured workers more precise information about their future benefits. The chapter
analyzes the results of a survey carried out by INPS to evaluate the project’s performance.
The findings are encouraging—about 80 percent of respondents rate the INPS service as
at least “very helpful.” Even if 42 percent of the sample overestimates their future pension,
16-29 percent reveal a willingness to change their expectation on retirement income after
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receiving new information. This suggests that it is important for pension reforms to be
accompanied by informative tools to provide individuals with incentives to reoptimize
their retirement planning.

Chapter 28 by Igor Guardiancich, Kent Weaver, Mark Dorfman, and Gustavo Demarco
investigates the constraints and drivers of the politics of NDC pension scheme diffusion.
NDC schemes offer governments both desirable properties such as efficiency, fairness,
and financial sustainability and an opportunity to reduce their exposure to blame when
pension generosity is reduced through automatic stabilizers. Yet adoption of NDC
schemes had ground to a halt by 2011. Moreover, several countries retreated from NDC
implementation after legislation. The chapter claims that these patterns have several
roots, including lack of support for NDCs from powerful international actors. The per-
ceived rigidity of NDCs in reducing room for policy maneuver also decreases their appeal
to politicians, compared with the degrees of freedom that can accompany, for example,
a “point scheme,” in which the value of points can be a political variable. In addition,
substantial administrative capacity is required for correct implementation. In the EU,
endorsement by EU institutions of alternative automatic, albeit untested, stabilizing
mechanisms undercut the appeal of NDCs. Thus, while NDC-based reforms are likely to
remain an important option for policy makers and a benchmark against which to measure
alternative reforms, NDCs are unlikely to become the dominant pension design choice
anytime soon.

The last two chapters introduce key aspects of the international dimension of NDC
schemes under the theme heading of “Globalization: Portability, Taxes, and Private DC
Supplements.”

Chapter 29 by Bernd Genser and Robert Holzmann explores how in a globalizing world
(N)DC and (N)DB schemes fare and compares their benefit portability and income taxa-
tion. Pensions and broader forms of retirement income do not stop at national borders.
As part of globalization, individuals increasingly spend part of their working or retirement
lives abroad but want to keep or move freely across borders their acquired rights, accu-
mulated retirement assets, or benefits in payment. This raises the issue of the portability
and taxation of cross-border pensions in accumulation and disbursement. The chapter
addresses both portability and taxation issues from the angle of which type of pension
scheme—DB or DC—is more aligned with globalization in establishing individual fair-
ness, fiscal fairness, and bureaucratic efficiency. The chapter summarizes the limited litera-
ture on portability and taxation of cross-border pensions and concludes that the current
taxation approach is unsustainable. It presents a proposal to move toward front-loaded
taxation of pensions but with three payment options: immediate, deferred, and distrib-
uted across the pension cycle. The chapter shows that DC schemes tend to dominate DB
schemes in all payment options except, perhaps, the distributed one, wherein a reduced
rate is applied for the contribution, return, and disbursement phases. If the reduced tax
rate across all three phases were to remain unadjusted, then DB and DC schemes would
be equally easy to operate. The results apply for both FDC and NDC schemes but seem

easier to achieve under the latter.

Chapter 30 by Will Price investigates design issues for private pension supple-
ments to NDC schemes. This chapter reviews the factors that should guide the design
of private-funded pensions to create a complete pension system alongside an NDC—or
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public—component. The fact that the proposals have more general applications does not
reduce the importance of following those proposals when developing private pensions
alongside the NDC pillar. A mix of public and private pensions is the most effective option
for delivering the best combination of pension outcomes. Pension design should start with
a vision for five core outcomes: coverage, adequacy, sustainability, efficiency, and security.
Thinking through these outcomes helps guide choices for market structure, benefit type,
contributions, investment strategy, and other factors such as the scope for international
investment of assets. The governance, scale, and expertise of pension funds are critical to
good investment and other outcomes. Regulators and supervisors should also focus on the
five outcomes and then determine how best to mitigate risks to achieving them. NDC
systems bring clarity and transparency to policy makers in the benefit formula in general,
and the NDC payout formula can offer insights for improving payout options in funded
pillars. The clarity on the NDC formula also means that the joint distribution of public
and private pensions can be modeled. This is important because the precise NDC formula
may have implications for optimal investment strategies for private pensions—given, for
example, the negative correlation between real per capita GDP growth and equity market
returns over long periods. Finally, NDC payout formulas may have broad applications in
countries with weak annuity markets.

Chapter 31 reports on the observations and reflections of the Closing Policy Panel,
with individual contributions by the then Brazilian State Secretary in charge of pensions
(and now General Secretary of the International Social Security Association), Marcelo
Caetano; the representative of the European Commission/ECOFIN, Per Eckefelds; the for-
mer Swedish Minister responsible for the NDC reform, Bo Konberg; the OECD Division
Head in charge of pension analyses, Monika Queisser; and the Senior Director of the
World Bank in charge of pension issues, Michal Rutkowski. Their observations and reflec-
tions on the October 2017 Rome conference, at which first drafts of the papers were pre-
sented, offer interesting insights on institutional commonalities and differences regarding
NDCs. The commonalities comprise the role of NDCs as a crucial analytical instrument
and reform benchmark; the differences concern the role of NDCs as a systemic reform
approach in the country context.

Main Conclusions and Next Steps

This final section summarizes the chapters’ main conclusions to offer guidance for future
analytical and policy work by we hope an increasing number of convinced but critical
pension researchers and policy designers. It then addresses even more briefly the question
of whether a systemic NDC reform is truly needed or whether emulating NDC elements
in NDB schemes can do the job. Against these reflections, the last section contains sug-
gested priorities for next steps.

TEN MAIN CONCLUSIONS

The 30 chapters yield 10 key conclusions. These supplement the seven main conclusions
drawn in the opening chapter of NDC II (Holzmann, Palmer, and Robalino 2012).

(i) NDCs potential is reduced by design or implementation faults, or both. The
financial crisis of 2007-12 in Europe and many other parts of the world
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was an “elk test” for the stability of pension schemes across the world. Many
newly started funded schemes’ (FDC) reforms from the 1990s were reversed
as governments struggled with fiscal issues and the financing of transition
costs, but also because of incomplete preparation (such as in Argentina and
Hungary). Insufficient attention to starting up with new workforce entrants,
the associated difficulties with communicating the NDC narrative, and the
complications of collecting contributions when the world was less electroni-
cally connected led to reversals of incomplete NDC reform attempts from
the 1990s (such as in Mongolia and the Kyrgyz Republic) and thereafter.
Yet the key European NDC reform countries did well, although Latvia and
Sweden, Norway and Poland, and Italy can be broadly differentiated into
three categories by their level of preparedness. In 2011, Italy required an
accelerated transition to an NDC-type reform and still suffers from potholes
in its evolution.

(ii) NDCs work very well even under adverse circumstances if done by the rulebook.

(iii)

(iv)

The evidence is that a well-thought-out design and careful implementation,
accompanied by communication of the narrative of the logic of the reform and
broad political support, are the keys to success. The transition rule setting out
the map from the past design to the future design should be seen as fair ex ante
and prove to be so ex post. Once implemented, the government should ratchet
up (not down) the information campaign and hold it at a continuously high
level, making use of advanced information technology (electronic accounts) and
knowledge-based marketing strategies, and taking full advantage of the transpar-
ency of information on individual accounts. The accounts are also a building
block upon which to establish a reserve fund and financial stock-flow account-
ing. This provides the apparatus with which to foresee and deal with economic
and demographic cycles.

NDCs can easily be combined with FDCs. A wide range of opportunity exists to
split a targeted maximum contribution rate for an overall system design between
NDC and FDC schemes. An NDC is a UPPS by definition. The FDC compo-
nent can be a universal (mandated) complement to NDCs for contributions up
to a specified ceiling or a separate component above the ceiling with a different
rate. The FDC component(s) can be set up institutionally as public or privately
managed schemes, with an occupational base or private individual base. The
Scandinavian clearinghouse model has proven to be a cost-efficient organiza-
tional institution, while using the private sector to perform specific functions, in
particular portfolio management.

DC schemes dominate DB schemes for portability and international taxation pur-
poses. NDC and FDC schemes have strong comparative portability advantages
compared with NDB and FDB schemes with respect to efficiency in portability
within and between countries. An NDC account scheme has the advantage of
being “there” (with interest) when it comes time for retirement, even if accoun-
tholders changed countries of residence many times during their active working
lives. FDC schemes enable a simple transfer of money on personal accounts
from one scheme’s “home” to another. The latter assumes, of course, consistent
and fair cross-border taxation rules, which is currently not the case. A proposed
front-loaded expenditure-type income taxation with innovative payment
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v)

options works under both a DB and a DC benefit structure but is much easier
and transparent under the latter.

NDCs require a well-thought-out complement to address poverty. Special efforts must
be devoted to constructing a zero pillar to address poverty in old age. Some people
will not have a career in the labor market that gives them an adequate earnings-
based benefit. The role of the zero pillar is to compensate for this, but without
unduly reducing the incentive to work toward one’s own earnings-related benefit.
The main options are a flat-rate guarantee, perhaps tapering off vis-a-vis the NDC
(and FDC) benefit(s), and perhaps formulating a part or all of it as a means-tested
supplement, which specifically captures the geographical spread of housing costs
and other costs of living. Where countries can go wrong is in simply price-indexing
the benefit(s) over a long period because the value of the benefit relative to an aver-
age wage will not keep up with real wage increases over time, pushing more into
relative poverty—especially elderly widows.

Expanding the NDC design toolbox to include default sharing of pension
accounts during a period in conjunction with parenthood is a way to reduce the
relative poverty of divorced mothers during the working career and eventually
in old age. Joint annuities constitute another tool that can be defaulted for retir-
ing couples to reduce relative poverty among surviving spouses. Both measures
shift society’s costs of covering older single spouses—most often widows—from
the anti-poverty benefit(s) to joint spousal pension income from pension rights
attained through shared earnings.

(vi) NDCs require social policy supplements in the form of tax-financed add-ons to

accounts. To address contribution gaps caused by childbirth, military conscrip-
tion, periods of higher education, and other periods out of work for skilling or
reskilling, NDC countries have created diverse credits such as for child care.
Another policy used by NDC countries is to replace a percentage of earnings
compensated for by social insurance, such as registered unemployment insur-
ance connected with job-search activities, own sickness and sickness of one’s
child or children, and in some countries a period of lost earnings directly in
conjunction with childbirth (that is, in addition to the child-care credit). For a
person granted disability status during the working career, contributions can be
calculated and paid on the basis of imputed lost earnings.

(vii) NDCs require effective labor market policies to provide support for workers who

cannot be easily helped solely by established market search mechanisms. Most of the
mobility in a labor force takes care of itself through formal job-search services or
informal channels. For some groups in society this will not be sufficient, how-
ever: older workers experiencing unanticipated or forced job changes; persons
with functional impairments who need support in getting into the labor force;
older workers with little or no job-search experience; and school dropouts who
are willing and able to improve education and learn new skills a little later in
life. Immigrants will need accreditation of education, language skills, and on-
the-job training to supplement necessary skills. Finally, job-search help is needed
for those not familiar or comfortable with the country’s normal networks and
institutions. The goal of all activities here is to improve the chances of this
relatively large number of special needs groups to integrate into the labor force.
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(viii) NDCs require modest redesign but strong labor market policy interventions ro deliver
on participation and later retirement goals. The NDC concept is based on con-
tinuous labor force participation and payment of contributions during work-
ing life until self-selected retirement above a minimum retirement age. To make
this happen requires some modest policy redesign around, say, the contribution
payments made by the self-employed and innovations to address the tax- and
subsidy-effects heterogeneity in longevity. Strong policy interventions in the
labor market are required that favor formal labor market participation with high
contribution density until voluntary departure from the labor market, also at a
very high age. In both areas, important knowledge gaps remain. Although what
is required to keep people on the labor market at higher ages is known (keeping
them healthy, skilled, and motivated), the policies needed to make this happen
are unclear.

(ix) NDCs are confronted with three important annuity design issues that country
experts and policy makers need to address. The first choice is about exogenous or
endogenous indexation of pensions as part of the annuity design. Introducing
an expected rate of return allows for front-loading of benefits with planned
price indexation thereafter. Getting the expected rate wrong or doing a mere
price indexation thereafter creates additional distributional policy issues that are
largely unnecessary if thought out well from the beginning. A second choice is
finding an efficient method for projecting life expectancy that does not system-
atically under- or overestimate the actual outcomes during the 30 or more years
a birth cohort spans in retirement. Most countries are choosing the easy way
out—that is, projections are made based on the “period method,” which leads to
downward-biased estimates and continuous systematic deficits as the books are
closed on successive annuity or benefit pools of birth cohorts. A third choice is
about possible methods to correct for the tax- and subsidy-type effects of socio-
economic heterogeneity in life expectancy at retirement. This issue has not been
on the radar screen of policy makers and the available policy options and their
interactions are few and untested.

(x) NDC schemes offer transparency on conceptual issues that are hidden in NDB
schemes. The various issues and design choices highlighted for NDC schemes
also exist for NDB schemes but are typically ignored because the DB structure
does not offer the same transparency into the analytical insights as DC schemes.
This creates unique needs but also incentives for reflection and redesign under

the NDC approach.

IS AN NDC REFORM TRULY NEEDED OR CAN INCORPORATING
NDC ELEMENTS IN NDB SCHEMES DO THE JOB?

Over the past few decades many countries across the world introduced parametric reforms
of their mostly traditional NDB schemes that are documented by the OECD for member
countries (and, at times, beyond; OECD 2017, 2018), and for these and emerging market
economies by the Federacién Internacional de Administradoras de Fondos de Pensiones
(FIAP 2018). Other information sources for parametric reform efforts are the U.S. Social
Security Administration (undated) and AON Hewitt (undated), accessible online.
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Over the period 1995 to 2009 the number of increases in the contribution rate of
NDB schemes (57) dominated that of increases in the retirement age (18) and changes
in the benefit formula and amount (28); comparable figures for 2009 to 2018 were 21,
29, and 33, respectively. Various recent changes in retirement age (for example, automatic
indexation with life expectancy) and benefit formula (for example, stronger decrements
and increments for earlier and later retirement or even decreases in the annual accrual
factor) were inspired by the NDC scheme as a benchmark. This raises the question of
whether a string of parametric reforms of NDB schemes that emulate NDC characteris-
tics is sufficient to achieve the key reform objectives of financial sustainability, adequacy
of benefits, affordability, labor market efficiency, and intra- and intertemporal fairness.

The publications by the OECD (2017, 2018) and European Commission (2018) sug-
gest that both institutions strongly believe that most recent country reforms that adopted
selective elements of NDC design were sufficient to provide financial sustainability while
offering adequate pensions. For both institutions, future adjustments to their member
countries’ pension schemes will be needed—as is the case with any pension scheme—but
these adjustments are expected to be minor and “only” corrective.

Based on the various chapters in this anthology, it is strongly hypothesized that the
parametric reforms of the NDB schemes enacted so far are not enough to emulate an
NDC reform. As a result, many more and drastic future parametric NDB reforms will be
needed to move toward the reform objectives, but will still not reach them. This is because
none of the NDB reforms subject the reformed schemes to a hard, intertemporal budget
constraint with a dynamic design that responds to the economic and demographic envi-
ronment (which in NDCs ensures a financially sustainable outcome). This is very visible
even in the point schemes that claim proximity to NDC schemes. The emulated NDC
features in NDB parametric reforms are too unsystematic and insufficient to achieve the
expected NDC results. Moreover, the nontransparent character of NDB schemes disguises
and is thus little able to address the crucial topics that emerge strongly in this anthology:
the underestimation of changes in life expectancy and the treatment of rising heterogene-
ity of life expectancy.

These partly hypothesized and partly documented gaps in reform efforts and direc-
tions form the proposed direction of priorities and the next analytical work to guide pol-
icy makers across all public pension schemes. Many gaps remain but five stand out in
importance, as presented next.

ANALYTICAL PRIORITIES AND NEXT STEPS

To grasp the financial sustainability of a pension scheme that is only partially or not at all
prefunded, a comparison of annual flows—contribution revenue plus interest and ben-
efit expenditure—is not enough and may actually be misleading. A sound assessment of
financial sustainability requires a comparison of stocks—the estimated liabilities of ben-
efits with the estimated assets, including the pay-as-you-go asset. Currently no interna-
tional or transnational organization applies even longer-term comparable projections of
revenues and expenditure flows to establish a first understanding of sustainability. The
available pension expenditure projections as a percentage of GDP mostly do not reflect
country realities. The envisaged System of National Accounts pension liability measures
are still a work in progress, with estimation models of diverse quality. Nor is the rev-
enue side developed for flows or stocks. Work in this area, including an assessment of the
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current stabilizing mechanisms’ capacity under NDB and NDC schemes, should have
priority and is planned for a future publication.

For both stock and flow estimates and both the expenditure and liability and the
revenue and asset sides, unbiased estimates of the relevant life expectancies are key.
These estimates are currently not available. Essentially all countries (including those
with NDC schemes) use period table—based life expectancies for their sustainability cal-
culations (if they are done at all) compared with the conceptually correct cohort-based
life expectancies. For the latter, the Lee-Carter approach with various refinements has
become the standard. Comparing the results of both approaches where official data exist
(and also researchers’ estimates) suggests differences of about 10-30 percent at retire-
ment (or even higher). A new estimation approach of the cohort life expectancy docu-
mented in this anthology takes account of the accelerating improvements in mortality
and issues a clear warning (Palmer and Zhao de Gosson de Varennes 2019): the results
for Sweden suggest that the period method estimates for the most recently pensioned
birth cohorts may be underestimated by about three years, and the same study shows
similar gaps for all other OECD countries examined. This suggests major efforts are
required across OECD and emerging market economies so that their statistical institu-
tions provide less biased estimates of life expectancy across all relevant ages and these
estimates are used to measure financial sustainability.

The high and increasing heterogeneity in life expectancy by socioeconomic char-
acteristics is increasingly documented for developed economies but much less is known
for emerging ones. The link between differences in life expectancy at retirement and
lifetime income or accumulated retirement capital is crucial for the level of the initial
annuity and intra- and intertemporal fairness of the scheme. First innovative research
to document the scope of the tax and subsidy effects has been undertaken, and reform
suggestions and estimations for how to address them in NDC schemes are developed in
this anthology, but much more needs to be done at the level of country estimation and
policy design.

The retirement age is the critical linchpin between adequacy and financial
sustainability, and adequate formal labor force participation with high contribution
density during earlier years is key to an adequate replacement rate. Both are challenges
for the labor market in developed and emerging market economies alike. This anthol-
ogy opens the discussion on the topic of the labor market in conjunction with NDC
and FDC pension designs, and on the importance of designing the links to a DB-type
income guarantee at retirement, but much more work in this area is needed. In this
vein, an additional dimension was recently added on how the future of work will
require de-linking the contribution payment from the employer (World Bank 2019).
A less radical and perhaps more operational option would be to move the decision
environment for contribution payment beyond classical employers, which are likely to
remain important, and add the many current and future versions of self-employment
to the research agenda.

Finally, the next policy research agenda should include an in-depth
evaluation of the optimal link of NDCs (and other universal retirement schemes)
with other pillars and the reform required for related programs, particularly disability,
survivors’, and long-term care benefits. This is a critical part of the proposed agenda
for the future.
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CHAPTER 2

The Swedish NDC Scheme: Success
on Track with Room for Reflection

Edward Palmer and Bo Konberg

Introduction

In a series of steps beginning in the summer of 1992, Sweden transformed its three-
pillar, universal defined benefit (DB) pension scheme into a three-pillar defined con-
tribution (DC) scheme, with a DB minimum income guarantee at its foundation. The
original reform proposal (Departementsserien 1992:89) was translated into English in
2017 (“A Reformed Pension System—Background, Principles, and Sketch”; see Swedish
Ministry of Health and Social Affairs 2017).

A nonfinancial defined contribution (NDC) scheme is the centerpiece of Sweden’s
two plus zero-pillar universal public old-age pension commitment. Since 1999, the public
component of the overall pension system has consisted of a tax-financed guarantee mini-
mum pension as the zero pillar, an NDC! first pillar, and a financial defined contribu-
tion (FDC) second pillar. The guarantee minimum pension together with a means-tested
housing supplement provide a basic income guarantee in old age for persons whose com-
bined NDC and FDC pensions are too low to live on. The guarantee is means tested
vis-a-vis the public NDC and FDC schemes. It is a fixed amount up to a ceiling and then
gradually tapers off as the size of the overall pension benefit earned through the combined
NDC and FDC components increases.

The public schemes are universal, which means that everyone in the workforce—
employees, regardless of occupation or sector of employment, and the self-employed
including farmers—is mandated to pay contributions into both public NDC and FDC
schemes, the two first pillars of Sweden’s overall pension system.? Contributions are paid on
earnings throughout the working life without an age limit. In both schemes, individuals’
contributions constitute their own account values, which are annuitized at retirement.
In the FDC component of the public pension schemes, contributions are paid directly
into FDC individual accounts for investment in financial market investment funds; in the
NDC scheme they are noted on individual accounts and are the revenues that finance the
pensions of current pensioners.

The one-to-one DC link between individual contributions and individual benefits
creates fairness—in the sense that participants get what they pay for, with “interest.” The
DC construct is economically efficient because the contribution is not perceived as a tax—
it is a contribution to one’s own future pension. The use of life expectancy in computing
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the benefit is economically efficient at the micro level because it creates incentives to work
and pay contributions and at the end of the working career for younger generations to
postpone retirement as life expectancy increases. It also contributes to efficiency at the
macro level because the aggregate of all individual labor supply responses creates gross
domestic product (GDP) growth.

The NDC revenues finance payment of benefits of current pensioners, while the
contributions constitute individual “savings” noted on individual accounts (with “interest”
through indexation). Individuals’ contributions to NDC are individual contributions to
longevity insurance. That becomes evident at retirement when individuals’ account bal-
ances, divided by their life expectancy at retirement, create the flow of income to them
for the rest of their lives. The money itself is transferred to the individual’s birth cohort’s
aggregate sum of all individual account balances at retirement. This sum of money is
intended to cover the payments to all individuals in the birth cohort throughout their
remaining lives. This means that the remaining balance on the accounts of those who die
earlier than the average retirement age finances the benefits of those who live longer than
average.

Finally, note that the NDC framework ensures financial balance in the nonfinan-
cial pension world. It does this through its basic construction, through indexation of
accounts of workers and benefits based on the rate of growth of wages and the labor force.
In Sweden, financial balance is ensured through a solvency ratio, wherein liabilities are
adjusted for an estimated future solvency outcome of less than zero.

The fin