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One of the biggest public policy challenges of this century is 
retirement. Specifically, in a world of ageing populations, how do 
governments ensure that savings grow large enough to enable citi-
zens to retire in comfort and decency? This question is all the more 
urgent in the midst of a global shift from defined benefit to defined 
contribution pensions. As governments and employers reduce their 
exposure to risk by closing pension schemes underwritten by their 
guarantees, the onus is increasingly on individuals to make their own 
provision. The democratisation of risk is the result: greater rights for 
individuals, but greater responsibilities too in the managing of the 
risks which investment, inflation and longevity bring. Asset manag-
ers and pension schemes must also adapt to the growth of defined 
contribution – providing appropriate investment strategies and asso-
ciated services which help individuals manage their risks and meet 
their retirement objectives. This interesting book illuminates the 
variety of provision existing among nations which are early adopt-
ers of defined contribution. Best and worst practice is always worth 
learning from and each chapter is written by an expert on his or her 
own countries’ pension system. As the world gears up for the age of 
defined contribution pensions, this is a good place to start.

Foreword

Martin Gilbert
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Last year our book Towards a New Pensions Settlement: The inter-
national experience looked at countries hailed as recent trailblazers 
in workplace pension reform.1 This volume, casts the net wider and 
asks whether the lessons drawn in volume one are supported by the 
experience of defined contribution pension schemes among some of 
their earliest adopters. The countries reviewed by national experts in 
this publication are: Chile, Denmark, Hong Kong, Ireland, Mexico, 
New Zealand, Singapore and the United States. 

Key themes which emerged in our previous book resurface 
throughout volume two: costs and charges, transparency, scale pro-
vision, governance, and the particular challenges of decumulation. 
Regulatory weaknesses identified as problems in our first review are 
confirmed as flaws common in systems dominated by defined con-
tribution provision. Two further issues are prominent in this volume. 
First, the setting of minimum contribution levels too low to gener-
ate reasonable retirement incomes. Second, the potentially negative 
impact of early access to pension savings. The wider importance of 
investment in delivering decent retirement savings and retirement 
incomes is examined in the concluding chapter. 

Introduction

Gregg McClymont and Andy Tarrant
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Costs, charges, transparency

Costs and charges can occur at three levels: the administration 
layer, where contributions from savers are collected and income 
paid out; the fund layer, where the sums collected at the admin-
istration layer are invested and fees are charged by the fund 
manager; and by the fund layer, where the costs of undertaking 
investment with other intermediaries are deducted from the mon-
ies in the fund. Concern over high costs and charges are noted in 
the Chile, Hong Kong, Ireland, Mexico and United States chap-
ters. Although the Hong Kong and New Zealand chapters do not 
focus on this, there is regulatory action in the former to lower 
charges which are high by international standards,2 while in New 
Zealand a debate is emerging regarding the costs of active man-
agement.3 In Chile, high administration costs are a major political 
issue capable of provoking public demonstrations.4 In the US, 
notes our author, “average fees for small plans are about two per 
cent, with many plans paying more. Paying two per cent or more 
in fees makes investing prohibitively expensive and cuts balances 
at retirement nearly in half compared to a no-fee world.”5 Den-
mark sits at the other end of the spectrum: scheme total expenses 
ratios range from 0.1 per cent with ATP, the government-backed 
provider, to one per cent in total. Furthermore, these costs and 
charges are transparent.

The Need for Scale Provision

Size potentially makes a huge difference to the ability of a pension 
scheme to negotiate reasonable fees with administrators and fund 
managers. Administration of pension schemes is dominated by 
fixed costs, so fragmentation penalises members of small schemes. 
But size is also related to expertise: generally speaking, large 
schemes can attract more qualified professionals, especially on the 
investment side. Some of the regimes explored in this volume have 
been good at facilitating the rise of schemes with scale: Denmark, 
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Mexico and Chile. Others have been poor at doing so: Hong Kong, 
Ireland and New Zealand. In the US there are mega schemes, but 
too few.

Governance

Scale is a necessary condition for good outcomes, but it is not a 
sufficient one. In Chile, Hong Kong and Mexico, economies of 
scale have facilitated provider monopolies, whether because of the 
design of the market or, as in Mexico’s case, because consumers did 
not behave as rational utility-maximising homo economicus.6 The 
implication of the Mexico chapter is that aligning provider incen-
tives to the provision of quality products matters: this is perhaps 
best achieved via fiduciary duties. A move in this direction has 
recently taken place in the US where the Obama administration 
imposed a fiduciary duty on brokers who sell individual retire-
ment accounts and encourage employees to switch from workplace 
pensions.7 In Denmark and New Zealand, workplace schemes are 
required to have trustees in place. Denmark provides a good exam-
ple of alignment of interests between provider and beneficiaries, 
since employee representatives typically have a majority of seats 
on provider boards.

At retirement

A theme throughout the book (especially in the Chile, Hong Kong, 
Ireland, Mexico, New Zealand and US chapters) is that retirement-
free markets do not spontaneously generate efficient mass-market 
products via supply and demand. This, of course, was a feature of 
volume one, where the Australian and United Kingdom markets 
were examined in detail. For providers there can be a temptation to 
facilitate the customers to default to higher-cost, in-house products. 
Equally, most savers are subject to behavioural biases which render 
demand a poor instrument for correcting such temptations on the part 
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of providers. Chile and Denmark both have good retirement default 
systems. In the case of Chile, retiring members must purchase an 
income drawdown product or an annuity – the latter purchased via 
an automated national brokerage service to ensure value for money. 
But the income from the purchased annuity must be higher than the 
level of the Minimum Pension [income] Guarantee (MPG) set by 
government.8 Otherwise, income drawdown is the default, set at the 
level of the MPG or above, and tailored to the expected longevity 
of the saver. The state underwrites the policy to this extent: if the 
money runs out, it guarantees the retiree an income equivalent to the 
MPG (distributed via the provider). 

Low Levels of Contribution

The Chile, Hong Kong, Mexico, New Zealand and US chapters 
confirm that automatic enrolment at low contribution levels does 
not have a ratchet effect: additional voluntary contributions do not 
follow. The evidence suggests that state-mandated increases are 
required in such systems. Auto-escalation of contributions, such 
as practised in the US, could also play a potential role. However, 
the limits of this approach are not widely understood. First, auto-
escalation demands additional resources directed at member educa-
tion and communication exercises – thus it is large employers in the 
US which have pioneered Save More Tomorrow defaults. Second, 
and more fundamentally, in a system where members move their 
pot from employer to employer (and thus scheme to scheme) many 
times over a working life the frictional costs become significant. 
Transfers are not common in the US system. Third, in a world of 
stagnating wages the flaw in auto-escalation is obvious.9 Denmark 
and Singapore are exceptions to the problem of too-low contri-
butions: in the former, employers and trade unions have proven 
capable of exercising long-sighted and responsible governance for 
the collective good. In the latter, the state mandates individual and 
employer contributions, although the effect of higher contributions 
is diluted by the multiplicity of social welfare objectives (eg. health-
care costs) with a claim on these savings.
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Using retirement savings to pursue 
multiple policy goals

It is axiomatic in public policy theory that a single instrument should 
not be used to pursue multiple policy goals.10 Policymakers in most 
countries seek to ensure that pension saving is not diverted away from 
generating a pension. However, policymakers are sometimes tempted to 
ignore the axiom – offering consumers the opportunity both of spend-
ing retirement savings during their working lives and of retiring on 
these same savings. Singapore and the US provide examples of pension 
saving directed at multiple objectives. In Singapore, withdrawals are 
permitted, inter alia, for medical needs, home ownership, investment 
and the financing of higher education. In the US, moving employer is 
an additional opportunity for “cashing in”, not least because the choice 
is binary – become a deferred member or cash out totally. In both coun-
tries, the consequences of early access are damaging.

New Zealand offers a variation on this theme. Access to Kiwisaver 
(the defined contribution second pillar) deposits for purchasing 
houses was circumscribed until after the 2008 financial crash when, 
in the context of a housing price boom, access was permitted to 
the whole savings pot for the purposes of buying a first home. The 
consequence has been a substantial increase in total withdrawals.11 
While it is too early to measure the impact on retirement outcomes, 
in the absence of an increase in housing supply the aggregate effect 
of such a policy should be rising house prices. Such an outcome 
would be the reverse of what was intended: rather than enabling 
younger generations to acquire assets, rising prices in this scenario 
transfer savings from young house buyers to older property owners. 
Whether or not this matters for retirement savings depends on the 
extent to which savings are in fact released in practice and trans-
ferred. The New Zealand case remains under-researched so far.

The UK context

The previous volume contained a chapter on the UK system. We 
argued that: “The UK chapter illuminates serious structural defects 
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in the current UK occupational pension system. These defects are 
sufficiently serious that the new UK government will continue to 
be pressured in the direction of further reform to ensure privately 
provided workplace pensions are demonstrably value for money.”12 
This conclusion so far seems plausible, even if Brexit is likely to 
absorb the vast majority of government energies for at least the next 
18 months. Nonetheless, there has been progress on four fronts in 
the short period since we wrote our first analysis. 

Transparency of Costs and Charges

It now seems that greater transparency of costs and charges will 
be delivered by the government. This will help inform an existing 
requirement in law that trustees of occupational schemes verify to 
members that they are achieving value for money and act to pursue 
it. The duty on contract-based schemes, via independent governance 
committees, is more ambiguous, as the legal duty of contract-based 
schemes, unlike trust-based schemes, is to maximise returns to 
shareholders. The vast majority of contract-based schemes are pro-
vided by vertically integrated companies combining pension admin-
istration and fund management. 

Governance

The Pensions Regulator has indicated it will enforce good practice 
more rigorously among trustees of defined contribution schemes. 
There appears to be less emphasis on the contract side. The inde-
pendent governance committees were to be subject to a forthcoming 
regulatory review,13 but this has been shelved. The only sustained 
examination of the outputs of these committees found variation in 
quality, with improvements in the second year of annual reports.14

Regulation

We previously summarised the regulatory landscape as follows: a 
trust-based regulator, the Pensions Regulator, with ambition, but 
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limited powers; and a contract-based regulator, the Financial Con-
duct Authority (FCA), with broad powers, but limited ambition. 
Since then, the Pensions Regulator has acquired substantive regula-
tory powers pertaining to trust-based multi-employer schemes under 
the Pension Schemes Act 2017 and it has signalled that it will exer-
cise those powers. The degree to which it can intervene in relation 
to sub-scale, poorly governed and poorly managed single company 
schemes is far less clear, and this ought to be a focus in the future. 
Meanwhile, the FCA is accruing pension market expertise and it 
has conducted a wide-ranging asset management market study. The 
latter recommended, inter alia, that mechanisms to encourage con-
solidation among pension schemes in the UK were urgently needed 
to strengthen the buy side in the defined contribution institutional 
marketplace.

Retirement Income 

We noted in volume one the tension between an accumulation phase 
characterised by defaults and a decumulation phase absent defaults. 
The government’s response is to offer savers – the vast majority of 
whom refuse to take regulated financial advice – a non-mandatory 
short “guidance” interview to help them navigate a complex one-off 
purchase, the impact of which will last for the rest of their life. This 
outcome is hardly what savers say they want from a pension system, 
which is “pension provision that supports members’ best interests 
without requiring active customer choice.”15 The case for having 
default products, which meet the needs of the majority of actual 
consumers in this new market is obvious on efficiency grounds. The 
FCA has indicated as much in its interim retirement market report. 
However, it remains to be seen whether the power of inertia is strong 
enough to overcome the lure of immediate access to large sums of 
money. Individuals on the whole struggle to take into account the 
way in which projections of their own longevity, inflation and rates 
of interest or investment returns reduce the value of this lump sum 
over time. As an economist would put it, “discounting the present 
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value of future cash flows” is an approach too complex for many to 
adopt.

Since the government introduced greater pension freedoms, con-
sumer behaviour has been characterised by the total withdrawal of 
funds from the retirement market.16 This might be explained by the 
widespread existence of defined benefit pension incomes among 
those aged over 55. Turning a potentially small additional retirement 
income stream into a lump sum can make sense for individuals with 
defined benefit pensions. However, an in-depth, qualitative study 
of UK savers who only have defined contribution pensions dispels 
illusions of engaged consumers. The overwhelming behavioural 
response at retirement is inertia, which increases with the provision 
of more information.17 Those that do make a ‘positive’ choice switch 
to cash or cash-like products (in other words, exit from the retire-
ment income market). Even the rapidly growing numbers who have 
gone into investment drawdown have often done so simply to access 
their tax-free lump sum.18 This is consistent with George Akerlof’s 
1970 paper, ‘The Market for Lemons’, whereby consumers exit dys-
functional markets because of the difficulty of distinguishing good 
from bad products. In our previous volume we applied this theory of 
market failure resulting from information asymmetries (in Akerlof’s 
example, the market for second hand cars) to the private pensions 
market. Extending the analogy, the government appears currently to 
be going down the economically inefficient, and implausible, route 
of suggesting that every consumer should become a car mechanic. 

Since our first volume a complicating factor has emerged in the 
form of the Lifetime ISA, a new product explicitly designed for 
the retirement market. From April 2017, the LISA competes with 
workplace pensions for the attention of those under 40. Its generous 
government top-up of £1 for every £4 saved up to a maximum of 
£4,000 per annum has obvious attractions, as does the accessibility 
(up to £450,000 can be withdrawn for a first property, and the entire 
amount withdrawn at any point subject to the loss of all accumulated 
tax relief). The FCA has insisted that LISAs should only be sold 
with a risk warning that in effect sets out their inappropriateness for 
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most people as a vehicle for retirement savings. The LISA sets out to 
meet two different policies: increasing purchasing power for house 
purchases and increasing retirement saving. This makes the LISA a 
classic example of a policy tool being used for two competing and 
potentially contradictory objectives.

To sum up: for a whole host of behavioural finance reasons – iner-
tia chief among them – the broad mass of the population has never 
engaged with the complexities of pension products. Surprisingly, 
UK policymakers, who have developed an advanced capability 
for the application of behavioural economics to policy making19 
and used it to design automatic enrolment for savings, have until 
recently declined to apply it to retirement products. Government, 
regulators and the industry face a huge challenge in building a 
retirement income market which consumers trust and which meets 
their needs.20 However, the content of the FCA retirement outcomes 
interim study is potentially a turning point.
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A consensus is emerging in the United States that many people will
not have enough money to maintain their standard of living once 
they stop working. The problem is that people need more retirement 
income than in the past because they are living longer, continuing 
to retire early, experiencing high and rapidly rising health care costs 
and facing low interest rates. At the same time, they will receive less 
from government and workplace retirement plans.1

Social security benefits relative to pre-retirement earnings will 
decline as the statutory retirement age moves from 65 to 67, premi-
ums for retiree health insurance take a larger share of the benefit, 
and more people pay taxes on their benefits. While Social Security’s 
progressive benefit formula provides low earners with higher ben-
efits relative to earnings, these workers often claim early and receive 
actuarially reduced amounts. The situation could be much worse if 
the government fails to act before the Social Security trust fund runs 
out of money in the early 2030s, at which time benefits would have 
to be cut immediately by an additional 25 per cent.

In this environment, it is crucial that everyone saves on their 
own through a workplace retirement plan (the second pillar) and 
that these plans function efficiently. Unfortunately, the balances 
in defined contribution accounts – the dominant type of workplace 

The United States

Alicia H Munnell
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plan – are modest, in large part because the government has not 
mandated the automatic provisions that would make these plans 
function effectively. More importantly, only half of the private sec-
tor workforce has any type of workplace plan at any given time, 
and the federal government has failed to enact legislation that 
would automatically enrol these uncovered workers into some type 
of saving arrangement. In the face of federal inaction, the states 
have stepped into the breach and are in the process of setting up 
retirement programmes that would require that employers without 
a retirement plan must automatically enrol their employees into an 
Individual Retirement Account. Of course, 50 different retirement 
plans across the country is not an ideal solution.

The third pillar, individual saving, is important only for those 
with very high incomes. Virtually all the retirement saving in the US 
occurs through workplace plans. The major exception is the house, 
where people build up home equity by paying down their mortgage. 
Home equity is the largest asset for middle-income families. At this 
point, though, most households do not access their home equity to 
cover consumption in retirement, either by downsizing or taking out 
a reverse mortgage. 

Overview of the defined 
contribution system

Until the early 1980s, most workers lucky enough to be covered by 
a workplace retirement plan relied solely on a defined benefit plan, 
which – at retirement – provides a lifetime benefit based on earnings 
and years of service. Today, most rely solely on defined contribution 
plans, which are savings accounts that shift all risk to the individual. 
These plans have four serious problems: they are totally voluntary; 
extremely expensive for small employers; substantial money leaks 
out; and they cover only half the private sector workforce. 

Taking each of these problems in turn: First, the voluntary nature 
of defined contribution plans. Because employees can decide whether 
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or not to join their employer’s plan and how much to contribute, 
only about 80 per cent of eligible participants join the plans and the 
median level of combined employer-employee contributions to these 
plans are only nine per cent of earnings.2 Both these statistics could 
be improved by taking advantage of the findings from behavioural 
economics and making all plans adopt automatic provisions – with 
the ability for workers to opt out. Policymakers moved towards 
making defined contribution plans more automatic with the Pension 
Protection Act 2006, but that legislation only encouraged – rather 
than required – adoption of automatic provisions. As a result, less 
than 50 per cent of plans have automatic enrolment, and in many 
cases this feature is applied only to new entrants – not the entire 
workforce – so the impact is limited.3 Moreover, only about one-
third of those with automatic enrolment also have automatic esca-
lation in the default deferral rate.4 Without automatic escalation, 
inertia tends to lock people who have joined the plan by default into 
low contribution rates.5 Balances could be increased by mandating 
automatic enrolment for the entire workforce, with deferral rates set 
at a meaningful initial level and with annual automatic escalation in 
the deferral rate – to a combined employer-employee contribution 
rate of 12–15 per cent. 

Second, leakages. These leakages take two forms. First, roughly 
half the money coming into all workplace defined contribution plans 
is rolled over into IRAs. Second, roughly 1.5 per cent of assets leak 
out of the combined defined contribution and IRA system each year. 
The two phenomena have different implications.

While workplace plans serve as the gateway for retirement sav-
ing, roughly half of defined contribution balances get rolled over 
to IRAs, making them the largest single repository of retirement 
plan saving in the US.6 This rollover activity is extraordinary, given 
that participants are typically passive in their interactions with their 
plans. Several factors are at play. One is that it is very difficult to 
roll over money from one workplace defined contribution plan to 
another. In addition, some households are attracted by a wider menu 
of investment options or the ability to consolidate their account 
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holdings. Others, however, appear to be seduced by advertisements 
from financial services firms urging participants to move their funds 
out of their “old”, “tired” defined contribution plan into a new IRA. 
But the shift from defined contribution plans to IRAs moves the 
employee’s money to a less protective regulatory environment and 
potentially higher fees.7

The second type of leakage is more pernicious because the money 
is spent and not available to support retirement. Leakages can occur 
through three channels: in-service withdrawals (hardship with-
drawals and withdrawals after age 59 and a half), “cash out” when 
changing jobs, and loans. Participants cashing out when they change 
jobs is by far the largest source of leakage, and, again, one of the 
major reasons for cashing out is the difficulty of rolling over bal-
ances within the defined contribution system. Our estimates are that 
roughly 1.5 per cent of assets are cashed out from plans and IRAs 
each year, reducing balances at retirement by about 25 per cent.8 
This estimate represents the overall impact for the whole population, 
averaged across both those who tap their savings before retirement 
and those who do not. So, for those who do take money out, the 
problem is more severe than indicated by these estimates. 

The third problem identified at the outset is the high expenses 
associated with small plans. Economies of scale are very important 
in the defined contribution environment. In large plans (over $100m 
in assets) fees are generally below one per cent – the largest plans 
are usually below 0.50 per cent. In contrast, average fees for small 
plans are about two per cent, with many plans paying more.9 Paying 
two per cent or more in fees makes investing prohibitively expensive 
and cuts balances at retirement nearly in half compared to the situa-
tion if there were no fees.

Fourth, coverage is not universal. At any moment in time, 
less than half of private sector workers participate in any type of 
retirement plan.10 This statistic has been relatively constant since 
the 1970s. Of those not covered by a retirement plan, roughly 
20 per cent work for an employer with a plan. Most of these work-
ers are simply ineligible for their employer plan, but some of them 
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chose not to participate. The remaining 80 per cent who lack cov-
erage are employed by a firm without a plan and the bulk of these 
employees work for small employers (firms with less than 100 
workers). This lack of coverage means that some workers end up at 
retirement with no source of income other than social security; and 
others cycle in and out of coverage, producing very small accumula-
tions of retirement assets.

Efforts to expand coverage

Policymakers have recognised the coverage gap and have proposed 
new products and approaches for getting coverage to uncovered 
workers. With very little progress at the federal level, however, the 
states have started to undertake their own initiatives. 

Federal Initiatives for Expanding Coverage

Federal initiatives to expand coverage have taken two tacks. One 
is the introduction of specially designed retirement plans that could 
be adopted by small business. The fact that the coverage rate has 
not improved since the 1970s suggests these efforts have had little 
impact. More recently, the US Treasury has introduced a starter 
retirement savings account (myRA) for those without coverage with 
their current employer, which is free of investment risk and fees, but 
so far has seen little take-up. President Obama and Congress both 
presented proposals to make it easier to set up multiple employer 
defined contribution plans.11 These plans would allow unrelated 
small employers to offload a portion of the administrative burdens 
and fiduciary responsibilities to a third party, which would substan-
tially reduce the costs for small businesses. The second tack is com-
prehensive automatic enrolment proposals, the most prominent of 
which was President Obama’s Auto-IRA for those without coverage 
with their current employer. Under the plan, employers with more 
than 10 employees and no pension coverage would be required to 
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place three per cent of an employee’s salary in an IRA. The proposal 
provided a tax credit to help small businesses with implementation 
costs. The employee could opt out of the plan. Unfortunately, no 
legislation has been enacted at the federal level to solve the coverage 
problem. Instead, the states have stepped into the breach.

State Initiatives

States have adopted a variety of approaches to expand coverage for 
their uncovered private sector workers.12 Two states – Washington 
and New Jersey – have adopted a “marketplace approach,” which 
provides employers with education on plan availability and makes 
pre-screened plans available through a central website. The absence 
of a mandate and the fact that small businesses have shown little 
interest in adopting retirement plans makes it unlikely that the mar-
ketplace approach will have much effect on coverage. Other states, 
such as Massachusetts, are toying with having both an Auto-IRA 
system and a state-run multiple employer defined contribution plan. 
The drawback to the multiple employer approach in the US frame-
work is that the state cannot impose a mandate on employers to 
automatically enrol their workers in such a plan.13 

 The most prevalent and promising approach is the Auto-IRA 
model, similar to that proposed by President Obama. Under this 
model, the state imposes a mandate on employers without a retire-
ment plan to automatically enrol their employees in an IRA. 
California, Connecticut, Illinois, Maryland and Oregon have all 
passed legislation, with plans to have their programmes up and run-
ning within the next two years. In all cases, the participants must 
bear all programme costs without help from the taxpayer.

In the early stage of the process, the states struggled with even 
basic questions about programme design. Research in Connecticut 
and California showed that most uncovered workers automati-
cally enrolled in a programme would not opt out, and that opt-out 
rates did not vary much for contribution rates between three and 
six per cent.14 Hitherto, the states have decided generally upon: 
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contribution rates of between three and six per cent; a “Roth” IRA 
where the employee puts in after-tax contributions, making with-
drawals easier for a lower-income population that receives little 
value from tax deductibility; and administration by a third party 
with state oversight. 

Surveys of employers suggested that they are lukewarm about the 
proposed programmes. They are sceptical of the state’s ability to 
manage such a programme, citing its struggles with its own pension 
plans. Second, they resent the mandate. Finally, they worry about 
the administrative burden of enrolling employees and explaining 
the programme to them. However, despite these concerns, surveys 
suggest that employers will not encourage their workers to opt out.15 
Nonetheless, the election of President Trump casts a shadow over 
this whole area of reform.

A financial feasibility study for Oregon showed that state pro-
grammes should anticipate losses due to the start-up costs and annual 
deficits from operations in the early years.16 The magnitude of the 
annual operating deficits depends crucially on: the record-keeper’s 
cost per account and the money generated from participant fees on 
assets under management, which in turn depends on the contribution 
rate. The estimates for Oregon, assuming a $30 per account record-
keeping cost, a six per cent contribution rate and a participant fee 
of 1.2 per cent, is that the break-even point will not occur for seven 
years. The states must decide how to finance these start-up costs and 
operating deficits. The two options are: hiring sellers willing to take 
on the risk with long contracts and having the state take out a loan to 
subsidise losses in the early years, which would be paid back from 
surpluses in later years.

Even if the states are successful in setting up a tier of retirement 
income for their citizens, this approach to implementing a retire-
ment programme is clearly a second-best alternative. A national 
Auto-IRA plan would be a much more efficient way to close the 
coverage gap, offering substantial economies of scale and avoiding 
the laborious, time-consuming and expensive process of setting up 
50 different state plans.
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Conclusion

The US retirement system faces a large number of challenges and 
many people will enter retirement without adequate resources to 
maintain their standard of living. The situation, however, could be 
greatly improved with three pieces of federal legislation that would: 
restore solvency to the social security system; make automatic pro-
visions in defined contribution plans mandatory; and automatically 
enrol uncovered workers in some type of retirement plan.
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During Chile’s period of military rule between 1973 and 1990, the
country experienced a structural pension reform that brought to an 
end the pay-as-you-go system. After November 1980, a series of 
decrees created a privatised pension model that, in many significant 
respects, remains in place today. This new pension model elimi-
nated employer contributions and introduced a defined contribution 
scheme that passed investment risks from the state to individuals, 
requiring employees to save at least 10 per cent of their taxable 
income in personal accounts. Membership was mandatory for all 
employees entering social security after May 1981, but optional for 
self-employed workers.

Individual savings are administered by private-sector funds – 
Administrators of Pension Funds (AFP) – the operations of which are 
monitored by the state through the AFP supervisor. AFPs replaced 
the former retirement funds (except for those of the armed forces 
and the police). They charge workers a commission to administer 
their savings. Workers can choose freely the AFPs to which they 
entrust their savings and can change to another AFP at any time. 

The system provides retirement, disability and survivor pen-
sions. Retirement income needs are met by the accumulation of the 
employee’s contributions across his or her working life plus the 

Chile

Rossana Castiglioni



24 CHILE

profit generated by the AFP’s investment of these contributions. 
Disability and survivor pensions are also financed by compulsory 
insurance, with contributions representing about 3.5 per cent of 
taxable income, and by the funds the worker accumulated until dis-
ability or the spouse’s death occurred. An earlier decree in 1975 
established a non-contributory, means-tested pension for poor 
people over 65 years of age, for the physically disabled over 18, and, 
after 1987, for the mentally ill. 

Beneficiaries can select from the following retirement options: an 
immediate annuity that will allow people to get lifetime payments; 
an immediate annuity with part of the funds deducted from the 
individual capitalisation account and the remaining funds disbursed 
periodically through planned withdrawals; a deferred annuity, so 
that the insured person can plan withdrawals from the individual 
capitalisation account and define a future date for an annuity; and a 
planned withdrawal based on the insured person’s life expectancy, 
unless he or she dies, in which case savings may be inherited. 

For 18 years after the transition to democracy in 1990, only incre-
mental adjustments to the system were made. These changes sought 
to curb the deterioration of pension’s real terms value; introduced 
new pensions for those with a partial disability; standardised pro-
cedures for obtaining pensions from the individual capitalisation 
system; introduced mechanisms to increase the AFPs’ investment 
returns; sought to improve the functioning of the existing AFP sys-
tem; and advanced some modifications in the realm of annuities.

The 2008 reforms and an increased 
role for the state

The most important change after the initial establishment of the 
individual capitalisation system occurred in 2008 and was, in part, 
the result of an unintended consequence of the changes introduced 
in the 1980s. The 1980 law provided that the state would ensure a 
guaranteed minimum pension to all insured workers with 20 years 
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of contributions, so that if a worker reaching retirement age could 
not attain the minimum pension level, the state would make up the 
difference. This measure proved to be problematic not only because 
salaries and the level of contributions are, on average, relatively 
low in Chile, but also because the informal labour market is large. 
For this reason, scholars, policymakers and activists alike were con-
cerned that at least half of workers were going to be unable to reach 
the minimum pension level. Women have been particularly vulner-
able and prone to finding themselves below the minimum pension 
level because they have a lower participation in the labour market 
and receive comparatively lower salaries than male workers, and 
also because they enter and exit the labour market more often than 
their male counterparts due to insecure, informal work, pregnancy 
and maternity.1 Experts, policymakers and social actors started to 
discuss the need for reforms to address these issues. Eventually, 
pension reform reflected the realisation – by both the government 
and the opposition – that, in the near future, a significant segment of 
the labour force was not going to reach the level of savings required 
to retire and that the state would have to transfer these resources, 
thereby pushing the pension system increasingly into deficit. 

As a result, pension reform was a key priority for President 
Michelle Bachelet’s first administration between 2006 and 2010. 
During the presidential campaign, some key figures belonging to 
the left Concertación coalition advocated pension reform. This was 
crucial in convincing Bachelet during the presidential campaign that 
she had the necessary political support to advance pension reform. 
Immediately after taking office, the new president put together 
a non-partisan, technical advisory commission with the goal of 
exploring the pension system’s weaknesses and proposing reforms 
to address them. 

In July 2006, this commission delivered a report with 70 policy 
recommendations. Based on some of the suggestions of the commis-
sion, the government submitted a package of reforms to Congress in 
May 2007. After an intense period of negotiation, the final version 
of these reforms was approved in January 2008. Throughout this 



26 CHILE

period a key component of the parliamentary debate, within both the 
Congressional Commission of Finance, Labour and Social Security 
and the lower and upper chambers of Congress, were the projections 
of the adverse fiscal effects of failing to reform the pension system. 
Moreover, the trade unions which participated in the pension reform 
debate were generally sympathetic to the proposed reforms as they 
included the introduction of a so-called “solidarity pillar” and an 
increased role for the state in the administration of workers’ savings. 
Since most of the proposed measures did not threaten the interests of 
market stakeholders, the reform advanced without delay. Together, 
these factors facilitated the adoption of pension reform and gave 
policymakers strong incentives to back changes to the status quo. 
The pension reforms were implemented by the government in March 
2008.

Thus the most sweeping changes to Chile’s pension system since 
its introduction in 1981 introduced a “solidarity pillar” by which the 
40 per cent of the poorest individuals who had never contributed to 
the system – a figure which rose to 60 per cent by 2012 – became 
entitled to an old age pension (for individuals aged 65 and older) 
or a disability pension (for disabled individuals older than 18 and 
younger than 65). Low-income individuals, except for those who 
are members of the military or the police pension schemes, are also 
entitled to a solidarity pension supplement. This is a top-up benefit, 
proportional to the contributions made.2 Thus both the basic solidar-
ity pillar and the solidarity pension supplement were designed to 
reach individuals in the lowest income quintiles. 

Additionally, under the new system, all women older than 65 
who retired after 1 July 2009 are entitled to receive a state bond 
representing 10 per cent of 18 monthly minimum wages, for each 
child they have raised. Other modifications include giving people the 
option of membership of an AFP if they are not currently in work but 
would like to keep making contributions (such as women on mater-
nity leave), as well as allowing pension fund savings to be divided 
when divorce occurs, providing new incentives for voluntary indi-
vidual and collective savings, and other minor changes. 
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Perhaps the only important measure that had generated strong 
debate but was not approved was the one that could have allowed 
private and public banks to operate in the AFP market. This mea-
sure could have permitted, in turn, the emergence of a state-owned 
AFP. The main concern with this measure was that people might 
have preferred a public AFP, thus subjecting private AFPs to unfair 
competition. In the end, this proposal was defeated, in part thanks to 
strong lobbying by AFPs.

The pension reforms improved the monetary value of non-
contributory pensions by 40 to 50 per cent and increased the num-
ber of beneficiaries, as the basic solidarity pension now covers 
60 per cent of the poorest citizens.3 

Current debates on pension reform

When Bachelet took office for a second term in 2014, debate recom-
menced over the need to produce further reform to the pension sys-
tem. As during her first administration, the president established a 
presidential advisory commission to examine the system and offer 
policy recommendations. Several different measures have been under 
consideration. Among the most significant are reintroducing employer 
contributions, raising the retirement age, creating new incentives in 
order to increase voluntary savings, and instituting new regulations 
and limits to the commissions that AFPs can charge the insured.

Once again, another key component of the current pension reform 
is focused on allowing a state-owned AFP to exist and compete with 
private pension administrators. This has been seen as a potential 
mechanism for forcing the private AFPs to lower the fees and com-
missions which they charge. When the system was established in the 
early 1980s, it was thought competition would keep fees and commis-
sions low. However, as Borzutzky and Hyde have noted, over the years 

the number of AFPs operating in the market declined substan-
tially … resulting in significant pension fund management industry 
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concentration, and this has circumscribed competition and efficiency … 
Pension fund administrators have retained between a quarter and a 
third of workers’ contributions in the form of commissions, insurance, 
and other administrative fees since the inception of the system. … The 
AFPs administrative charges are 89% more expensive than banks or 
private stockbrokers charges … Chile has had the third highest level 
of charging for pension fund management among the mandatory DC 
pension schemes of Latin America.4

It is worth noting that, in the case of Chile, fiduciary duty is related 
to the administration of the pension fund, and it excludes administra-
tive fees. Because the accumulation of collected fees belongs to the 
AFPs (not to the insured), these charges are separated from retire-
ment income. 

During the past few months, campaigning and protests against 
the AFP system have increased dramatically, creating further incen-
tives for politicians to tackle further pension reforms. These reflect 
broader political challenges, such as decreasing levels of satisfaction 
with democracy and representative institutions, a questioning of the 
legitimacy of institutions created under the military government of 
Augusto Pinochet, a rejection of socioeconomic inequalities, and 
the perception that a rigid constitutional structure designed under 
military rule to preserve the status quo is illegitimate and inimical 
to reform. AFPs and the existing pension system are an important, 
albeit not the only, target of these recent waves of protests. Indeed, 
a new social movement named “No More AFPs” has been able to 
organise several massive demonstrations. In the light of this, further 
reform of the pension system in the near future now looks on the 
cards. 
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A Bismarckian-style defined benefit pay-as-you-go state pension
system was introduced in Mexico in 1944 – two years after the 
publication of the Beveridge report. A growing funding gap, and a 
nudge from international bodies like the World Bank and the Inter-
national Monetary Fund, encouraged Mexico to introduce an addi-
tional government-mandated defined contribution system (called 
AFORE) in 1997. This new defined contribution scheme was sup-
posed to increase the coverage of the system, lead to greater income 
equality in retirement, usher in a new era of sustainability and make 
the system efficient. Unfortunately, the new defined contribution 
system has fallen short on all these fronts. 

The gap between the hopes and 
reality of the AFORE plan

Expanding Coverage

By the end of 2015, 54.4 million people had been registered in the 
AFORE system. This amounts to 102 per cent of the economically 
active population in Mexico. On the face of it, this figure looks 

 Mexico
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like a tremendous success. Unfortunately, this success is somewhat 
illusory. The number of affiliates who contribute at least 80 per cent 
of the time (with at least 80 per cent of their required contribution) 
is around 18 million. This means that only around one-third of work-
ers are contributing at a good rate to the new system. How does 
this compare with the old pay-as-you-go system? The old system 
covered around 31 per cent of the economically active population.1 
Thus, the rise in coverage has been minimal. The new system did not 
lead to a rush to join AFORE.

Reducing Retirement Income Equality

The new system is not likely to deliver on this front. Comparisons 
are not easy to make. Since the system only started in 1997, nobody 
has yet retired having made the mandatory minimum contribution of 
1,250 weeks. However, future projections show that higher-income 
individuals will actually get higher replacement rates under the new 
system (compared with the old system). In contrast, under reason-
able assumptions, the new system will offer workers on an average 
salary (earning four times the minimum salary today) a replacement 
rate of just 25 per cent. Under the old system, the average worker 
would have received a replacement rate of 76 per cent.

Enhancing Sustainability

The sustainability of the new system is better than the old one. Under 
the old regime, the actuarial value of the contributions amounted to 
less than 20 per cent of the benefits received. Under the new system, 
on the surface, government contributions to the new system are 
less than 10 per cent of the total contribution (the individual con-
tributes 6.5 per cent of base salary and the government contributes 
5.5 per cent of the minimum wage). However, there is an explicit 
guarantee of a minimum pension under the AFORE system regard-
less of the level of contributions, so the government will continue to 
have an ongoing liability. 
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There is also an additional hidden liability. Current retirees from the 
pay-as-you-go system of the past are being paid from the current gov-
ernment budget. The amount of payment every year is roughly equiva-
lent to the long-term government bonds that the AFORE system is 
buying. Thus, to pay for the people who retire under the AFORE sys-
tem (starting from 2022), the government has to redeem these bonds. 
This will lead to additional costs that are being pushed into the future 
at present. It is useful to recall that Chile dealt with this problem early 
on by running government budget surpluses in much of the 1980s.2 
How much this implicit debt will cost depends on two key factors: the 
rate of economic growth in the future and the discount rate to calcu-
late the present value of such a debt. It has been calculated that at a 
discount rate of three per cent per year and a future real GDP increase 
of 2.5 per cent, the debt is in the order of 100 per cent of 2010 GDP.3

Major issues with the design of 
the AFORE system

There are three major issues with the AFORE system as it stands: 
low benefits, high fees and annuity market problems.

Low Benefits

As stated previously, the contribution rate is 6.5 per cent of the 
worker’s base wage with an additional contribution from the gov-
ernment at 5.5 per cent of the minimum wage. The average wage in 
2016 is about four times more than the minimum wage. Therefore, 
for a worker earning at the level of the minimum wage, the total 
contribution amounts to 12 per cent of his or her wage. That would 
generate a respectable replacement rate of 75 per cent for women 
and 88 per cent for men assuming 40 years of work and a reasonable 
rate of return on investment. 

However, less than 15 per cent of all those who have joined the 
scheme earn the minimum wage. With rising wages, the proportion 
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of government contribution falls quickly and the replacement rate 
falls as well. At the top decile of the income scale, the replacement 
rate falls to 21 per cent of wages. In most countries in the world, 
the contribution rate in defined contribution schemes is at least 
10 per cent of the worker’s base salary (with the exception of Costa 
Rica). Thus the Mexican pension contribution is not adequate to 
generate at least 70 per cent of the replacement rate for most people 
as has been recommended by the OECD. 

There is another pot to which Mexican private sector employees 
(at least those who work in the formal part of the labour force) 
contribute – the housing fund. Members contribute another five per 
cent of their base wage to the INFONAVIT. This fund is a separately 
administered government monopoly which less than 15 per cent of 
workers ever use for housing. The rate of return for this fund has 
been half of that of the AFORE. However, for political reasons it 
would be difficult, if not impossible, to make the housing fund an 
integral part of the retirement plan.

There is a scheme allowing for additional voluntary contributions 
to the system. For example, it is possible to make additional contri-
butions to one’s AFORE at many 24-hour stores (such as 7-Eleven). 
Unfortunately, the system is very opaque. It is difficult, for instance, 
to determine what the transaction costs are for such contributions. 
As a result, voluntary contributions have not exceeded 1.5 per cent 
of the total contribution.4 

High Fees

AFORE management fees have been persistently high. So, how high 
is high? Today, the funds are only allowed to charge fees on the 
balance. Calculating the amount of fees as a percentage of the pres-
ent value of benefits requires a series of assumptions about the rate 
of interest and the period of accumulation. It works out to between 
17 and 23 per cent of the accumulated sum depending on the fund 
chosen.5 In Mexico, many pension funds are controlled by financial 
groups that operate both pension and banking businesses. Evidence 
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suggests that, for the same financial groups, the pension businesses 
consistently have higher return on equity and higher return on assets 
than the corresponding banking businesses over a period of 15 years. 
Presumed competition among pension funds has not managed to 
drive down the supra-normal profits.6

There is another way of examining the competition among AFORE 
by examining private (supplementary) pension funds operated by com-
panies in Mexico. Nearly 1.4 million workers were covered by these 
supplementary pension plans at the end of 2015. About 60 per cent 
offer a one-to-one match for employee contribution to these funds. 
Most of these funds are managed by external fund managers. Over 
a period of a decade, the fees are half of what the AFOREs have 
charged during that period.7 This comparison shows that there is room 
for improvement for lowering the fees charged by AFOREs. 

But why are these profits not being driven down by people seek-
ing out the AFORE with the lowest fee? Despite the efforts of the 
pension regulatory authority, members are often confused about the 
management fees. One clear manifestation can be found in switching 
patterns. CONSAR data shows that in 2015, nearly half of AFORE 
members moved from a fund with lower fees to a fund with higher 
fees. Where do funds spend their money? Nearly half of the fees are 
spent on advertising. Since joining an AFORE is not voluntary, the 
money is spent mostly on poaching affiliates from other AFOREs. 
Therefore, for the system as a whole, half of the fees are spent on a 
zero-sum game. One way to increase competition among AFOREs 
would be to give a temporary monopoly (say for two years) to the 
AFORE with the lowest management fees. This experiment has been 
tried in Chile, where it has reduced the fees for the lowest-charging 
fund to drive and nudge consumers towards it. But consumer switch-
ing has been sluggish; inertia appears strong.

Struggling Annuity Markets

There is a problem with annuity funds in Mexico. The private mar-
ket for annuities in Mexico expanded rapidly from 1997–2001, only 
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to shrink in the subsequent years. When the regulations for the new 
individual account system were implemented, the initial plan called 
for the buying of single premium annuities by widows and disabled 
workers. The Instituto Mexicano del Seguro Social, the government 
owned and run system, dominated the market because it was able to 
provide benefits more quickly than private companies. This change 
meant that almost all of those eligible opted for the IMSS option, 
which led to an exit of annuity companies from the market and a 
subsequent collapse of the private market.8 At present, nobody is 
retiring under the AFORE system. That will change from 2022. If 
the fees for annuity conversions for widows and disabled workers 
are any guide, the cost of converting a lump sum for retirees into 
lifetime annuities will be in the neighbourhood of 15–20 per cent of 
the present value.

In summary, lack of competition in the accumulation and the 
decumulation phases appears to eat up at least 30 per cent of the total 
value of the fund accumulated by a member.
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This chapter provides a review of Singapore’s retirement income 
arrangements: the philosophy guiding it; the trade-offs made 
between adequacy, coverage of people and risks, and equity; and the 
resources devoted to pensions. 

The prevailing philosophy and methods of financing people’s 
retirements are under severe pressure from such internal factors as 
a rapidly ageing population, changing labour markets, the potential 
of disruptive technologies to alter existing economic patterns, and 
the public’s heightened expectations. The external developments 
include changing global trade, investment, and labour and produc-
tion networks. It now appears that, if the aim of pension policy is to 
provide a replacement rate consonant with Singapore’s high-income 
society, a fundamental rethink by policymakers of current retirement 
income arrangements will be essential.

Retirement and old age financing in Singapore exhibit the fol-
lowing broad characteristics. First, there is a reliance on mandatory 
individual savings as the method to finance retirement. The manner 
in which this has been implemented has resulted in considerable 
misallocation of macroeconomic risks, causing unemployment, 
inflation, wage stagnation, and sharp prolonged declines in eco-
nomic growth. There are also indications that the number of people 

Singapore

Mukul G Asher and Chang Yee Kwan



40�SI NGAPORE

facing long-term unemployment has witnessed a rising trend. These 
risks are better managed by society as a whole than by the individual, 
but the Singapore pension system places a disproportionate burden 
of risk on the individual. There is some recourse to public assistance 
and funds, but these are typically provided to mitigate immediate, 
rather conservatively defined, absolute poverty than for longer-term 
support.

The second characteristic is the contribution of savings by mem-
bers to the Central Provident Fund, a national provident fund which 
is a government agency under the Ministry of Manpower. The pro-
vision of pensions is one component of the CPF system, but little 
emphasis has typically been placed upon it.1 Housing and healthcare 
financing are given much greater prominence. That pensions have a 
low priority is evident by reductions in contribution rates whenever 
Singapore has experienced slowdowns in economic activity, such as 
in 1988, 1999 and 2005.

The CPF system comprises many schemes introduced over the 
years to meet different objectives. The resulting complexity is 
considerable, making both managing and assessing the system as 
a whole quite difficult. This is exacerbated by the tendency of the 
CPF to regard even basic socioeconomic data (such as member cash 
balances, including on an aggregate basis) as privileged, rather than 
public, information. This has meant few independent research stud-
ies on the CPF system, a result of the government’s desire to exercise 
control over discussion about the CPF system so that an alternative 
to its preferred narrative does not emerge.

A third feature is a pronounced aversion to introducing social 
insurance elements in Singapore’s pension arrangements. This is 
exemplified by the continued assertion (without evidence) that such 
elements, such as a budget-financed social pension scheme, will be 
fiscally detrimental and reduce Singapore’s competitiveness. This 
is in spite of clear empirical evidence that International Monetary 
Fund-compatible budgetary surpluses averaged around six per cent 
of GDP per year between 2006 and 2013. In 2016, Singapore’s 
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official GDP growth rate was 1.8 per cent. Growth in 2017 is 
expected to be in a similar range, with low growth rates likely to 
affect employment prospects. This is becoming evident as the num-
ber of active employers in the CPF system declined by 6.6 per cent 
between 2014 and September 2016. If low growth rates continue, 
this could accelerate. 

The final characteristic is the rapid ageing of Singapore’s popula-
tion and its implications for the pension system. Singapore’s devel-
opment has been from a low middle-income country at independence 
in the mid-1960s to a youthful high-income country, and now to a 
high-income country experiencing rapid ageing. Singapore’s total 
fertility rate has been below the replacement rate of 2.15 since 1975. 
It was only 1.24 in 2015 and policymakers do not foresee a signifi-
cant increase. Singapore has pursued liberal immigration policies in 
recent decades, enabling its population – citizens plus permanent 
residents – to grow from 2.7 million in 1990 to 3.3 million in 2000, 
increasing to 3.9 million in 2015. (The remaining 1.6 million people 
are temporary cross-border workers and their dependents without 
pension entitlements.) The liberal immigration policy has been pur-
sued in a manner so as to keep the ethnic balance among the three 
major population groups – Chinese, Malays and Indians – broadly 
steady. However, a backlash from ‘local’ Singaporeans over access 
to jobs, schools, universities and social amenities, makes the con-
tinuation of this positive approach to immigration questionable. 
The stakes are high given the low fertility rate noted above: zero 
net immigration alongside an unchanged fertility rate would see the 
population of 5.5 million halve in around 50 years.

Singapore has changed a lot in recent decades, but its pension 
system has not adapted. Significant changes in the philosophy, struc-
ture and administration of the pension system are necessary, not just 
marginal reforms which tinker around the edges.2 After providing 
a brief assessment of the CPF system and its outcomes, the chapter 
suggests potential reforms to improve the adequacy and fairness of 
Singapore’s pension system.
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An assessment of the Central 
Provident Fund system

The CPF system was established in 1955 and, since 1968, it has 
evolved from a retirement savings scheme to include financing for 
medical needs, home ownership, investment and other approved 
purposes such as financing higher education.3 The scheme is open to 
Singapore citizens and permanent residents, with identical employer 
and employee contribution rates applying only if the latter has 
resided in the country for more than two years. For the initial two 
years, unless contractually specified or otherwise, contribution rates 
for permanent residents are on a reduced, graduating scale. Foreign 
workers, who make up nearly two-fifths of the labour force, are not 
covered.4 

Contributions are mandatory for all salaried employees earning 
SGD750 per month up to a ceiling of SGD6,000. The rate structure 
is very complex, a reflection of the micromanaging inclinations of 
policymakers. As of 1 January 2016, private sector employees over 
65 years of age contribute five per cent of their wages to the scheme, 
with rates of 7.5 per cent, 13 per cent and 20 per cent for those between 
60 and 65, 55 to 60 and below 55 years respectively. The correspond-
ing contribution rates are 7.5 per cent, nine per cent, 13 per cent and 
17 per cent for employers. For the public sector, the employee contri-
butions for the respective age groups are 3.75 per cent, 5.625 per cent, 
9.75 per cent and 15 per cent against 5.625 per cent, 6.75 per cent, 
9.75 per cent and 12.75 per cent for the employer. 

Contributions are allocated into three accounts – the ordinary 
account, special account, and medicare – which pay centrally set 
interest rates fixed at a minimum (as of 1 January 2017) of 2.5 per cent 
per annum for the ordinary account, and 4 per cent for the others, 
with additional top-ups at the government’s discretion. Members can 
choose to self-select their own investment funds rather than take the 
government-guaranteed return, but only a minority do so. 

The ordinary account is slated for all approved uses includ-
ing investment and financing of housing. The special account is 



SINGAPORE� 43

targeted for use in longer-term investments as a means to increase 
members’ balances for retirement. The medicare account is, as the 
name implies, intended for medical expenses and related insurance. 
Between 2011 and September 2016, net withdrawals averaged 
51 per cent of contributions to the CPF. 

The retirement account is established when a member reaches the 
age of 55 and the stipulated minimum sum, or the combined total 
available, is transferred from the ordinary and special accounts. 
Depending on CPF membership cohort, members are required to 
have a minimum balance of up to SGD166,000 at 55 and purchase 
a compulsory annuity – CPF Life. Member balances above the 
required minimum sum can be withdrawn as a lump sum at 55.

The CPF Life product is structured along commercial lines, with 
higher annuity prices for longer-living females than males, and it 
must be purchased from the accumulated savings of a member. 
The actuarial basis for the CPF Life requires greater independent 
analysis.

Equity and adequacy

The system comprises 3.74 million members, of which 1.97 million 
(52.6 per cent of the total labour force) were active contributors in 
2016. Active members refer to those from whom there are current 
employment-related contributions. However, for contributions to 
CPF-related schemes such as medisave, contributors are classified as 
members of the CPF Scheme, but they do not constitute a part of the 
active membership. As of September 2016, member balances total 
led SGD322.1bn or approximately 80 per cent of GDP. The mean 
balance is SGD86,123 per member. Disaggregated data by active 
and inactive members, gender, age, and other characteristics are not 
made available by the CPF. Neither is data on the density of contri-
butions nor the actual contributions divided by potential. 

Nonetheless, it is possible to identify a number of issues with the 
design and operation of the system. First, labour market participation 
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rates. In 2015, Singapore’s labour force participation rate for elderly 
males and females in the age group of 65–69 years was 54.1 per cent 
and 15.7 per cent respectively. This falls to 15.7 per cent and 8.8 per cent 
respectively for those above 70 years of age. Average life expectancy 
at age 65 in 2015 was projected at 18.9 years for males and 22.1 years 
for females, with a likely large variance around the mean.

Second, income inequality. In any income tax-advantaged manda-
tory retirement savings scheme, wage and income inequalities in the 
accumulation phase will manifest themselves in the payout phase. 
The (wage) Gini coefficient in Singapore for working households 
is reported to be 0.46. The median individual salary in Singapore is 
reported as SGD3,248 per month for 2015, and a mean of SGD4,892,5 
suggesting high wage inequality. This is without considering capital 
income, which accrues unequally to higher income households and 
is tax-exempt, but is not included in the official figures. Inequality 
in Singapore is considerably higher, likely reaching Latin American 
levels, when capital income is added to the inequality measurement.

Some design features of the CPF system have further undermined 
adequacy. First, as noted previously, pre-retirement withdrawals are 
a problem and have reduced the effect of compounding interest to 
increase CPF accumulation.

Second, the government-mandated interest rate on CPF balances 
has meant a real return on CPF balances being lower than the growth 
in real wages. This reduces the replacement rate – the monthly pen-
sion income divided by pre-retirement income. Between 1987 and 
2011, real wages increased by about five per cent annually, but real 
returns credited to CPF members were only 1.42 per cent, meaning 
that doubling of nominal balances will take approximately 50 years. 
In recent years, real rates of return have increased, largely due to 
low or negative inflation reported by official data. Between 2001 
and 2015, real returns credited to CPF members averaged approxi-
mately 2.55 per cent per annum, requiring 28 years for the balances 
to double. The differing rates suggest differences in adequacy levels 
for different cohorts, an inevitable feature of the way the system is 
designed.
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Third, large CPF balances are officially invested in non-marketable 
government securities, whose interest rate is aligned to the adminis-
tered CPF rate. However, as indicated by Singapore’s deputy prime 
minister and finance minister, CPF balances are invested by one of 
Singapore’s sovereign wealth funds, GIC Private Limited, and other 
government funds.6 It is not a legal requirement for its investment 
strategy and performance to be revealed to the public. GIC, how-
ever, publicly declared an annualised real rate of return of four per 
cent over a 20-year rolling period in July 2016.7

Thus, CPF members receive lower returns than GIC returns. 
The return may be regarded as an implicit tax on CPF wealth. This 
is both recurrent and large – one percentage point of implicit tax 
amounts to approximately SGD3bn given current balances. It is also 
regressive, as lower-income groups are likely to have a dispropor-
tionately higher share of wealth in the CPF system.

Fourth, in sharp contrast to the no-choice guaranteed return for 
the minimum CPF balances with the system, the CPF investment 
schemes arguably provide too much choice to members, resulting in 
misallocation of savings of participating members and low returns. 
Limiting choice and better vetting thus merits serious consideration.8

Fifth, the income tax exemption enjoyed by CPF contributions, 
investment income on these contributions and withdrawals in the 
payout phase actually offers few or no tax benefits to lower-income 
members. Only 37 per cent of Singapore’s labour force pays income 
tax, a significant proportion of which are cross-border workers not 
covered by CPF.

Overall, it is clear that the current CPF system arrangements can-
not meet the retirement financing needs of approximately two-thirds 
of its members. Data limitations preclude more precise estimates, 
but one significant indicator is that, in 2015, just over half of those 
reaching the age of 55, when the retirement account is set up, met the 
prescribed minimum sum, even when individual cash balances are 
combined with home ownership equity. It should be noted, more-
over, that the minimum sum only aims to provide a basic subsistence 
level of income. If an annuity is purchased with the full minimum 
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sum in cash, current projections are that the resulting annuity will be 
less than one-quarter of per capita income. This is very modest and 
will be even lower for those who meet their minimum sum require-
ments via a combination of both cash and home-ownership equity.

Proposals for reform

The underlying philosophy and basic characteristics of Singapore’s 
pension system have remained essentially unchanged since the 
country became a republic in 1965. Since then, however, Singa-
pore has grown in wealth and is now rapidly ageing in terms of 
demographics.

Four broad reforms should, therefore, be considered.
First, there is a strong case for changing the current insurance 

schemes of CPF Life and medishield (for healthcare) from a form 
of commercial insurance to social insurance. This will permit social 
risk pooling and, in particular, benefit women who, generally, have 
both lower labour force participation and CPF balances, but also live 
longer. Thus, they require a larger pool of resources.

Second, Singapore’s current pension system places too much 
risk on individuals. Moreover, there are no other programmes or 
schemes for the elderly poor to address relative poverty and mitigate 
inflation and survivors’ risks. The introduction of the first pillar, 
budget-financed social pensions, which Singapore has adequately 
financed to provide fiscally, could improve adequacy and the fair-
ness of Singapore’s pension system. Introducing social pensions 
could also have benefits in helping to improve social cohesion.

Third, to address the issues of adequacy and equity outlined 
above, the current CPF system governance structure needs to be 
rethought to incorporate independent expertise, as is best practice in 
the private sector. 

Finally, socioeconomic and other information about the pension 
system should be regarded as the property of the public, to be freely 
shared, discussed and analysed, rather than that of the state.
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The oldest known pension system in Hong Kong was established 
for expatriate staff working for the Swire Group, dating back to 
1919. Then, in common with other British territories, a UK-style 
defined benefit pension system was introduced for the civil service 
and uniformed services in Hong Kong. The retirement age was 55 
and the funding was pay-as-you-go out of general revenue.

In 1954 the UK government issued a recommendation that 
British territories should consider some form of pension plan, 
retirement scheme or provident fund for the general population. 
Singapore and Malaya responded positively and this led to the 
establishment of the CPF and EPF respectively. Hong Kong replied 
that its priority was to feed, house and find employment for tens of 
thousands of refugees from mainland China, and with the average 
age of the population being 22 there was no interest whatsoever in 
pensions.

Between 1954 and 1989 different forms of social security and 
benefit systems were considered by the Hong Kong government on 
nine separate occasions. Gradually, some means-tested anti-poverty 
allowances were introduced, and then legislation was passed to 
provide termination indemnities to employees made redundant or 
retiring at age 60. In the meantime, Hong Kong companies were 
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voluntarily establishing defined benefit or defined contribution 
schemes, but without any legislative framework in place. In fact, 
it was possible for a company to claim tax relief on its contribu-
tions then re-invest the contributions back into its own business. In 
1987, when David Wilson was appointed governor of Hong Kong, 
his first major address stated that there would be new legislation to 
provide a framework for voluntary retirement schemes and that the 
government would propose a “community wide retirement protec-
tion system”.

A legislative framework

The first commitment led to the introduction of the Occupational 
Retirement Schemes Ordinance (ORSO) in 1992. The ORSO leg-
islation required voluntary plans to be established under trust. This 
caused a problem for insurance-based group retirement policies 
established as contracts, but the creative solution was to proclaim 
that such policies were “implied trusts”. The other requirements of 
ORSO included formalised rules, actuarial valuations for defined 
benefit schemes, proper funding, annual benefits statements, annual 
audited accounts and registration with government.

ORSO is a good example of sensible legislation and proper gover-
nance. But although most voluntary ORSO schemes gave reasonable 
lump sum benefits, in total they covered only about 900,000 employ-
ees out of a total workforce of about 2.7 million. ORSO schemes still 
cover about 400,000 employees, out of a total population which is 
now 7.3 million.

In 1993, the government, by this time led by Chris Patten, pro-
posed to introduce a very modest old age pension on a partially 
funded basis. But this plan found no favour with Hong Kong’s 
financial institutions, which wanted to manage all the investments, 
nor from the Chinese authorities, which accused Patten of wanting 
to squander away Hong Kong’s wealth.
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Introduction of a defined contribution 
arrangement

So the government capitulated and moved to introduce a Mandatory 
Provident Fund (MPF). Existing ORSO retirement schemes could 
in effect contract-out of MPF, but the mechanics of doing so were, 
unfortunately, rather convoluted. The principal features of the MPF 
introduced in December 2000 are: employers choose the provider; 
employees choose one or more of the providers’ funds; mandatory 
contributions are five per cent of salary from both employee and 
employer, subject to maximum and minimum amounts; a tax-free 
lump sum benefit is paid at age 65 or on retirement at 60 or over; 
benefits are payable immediately in the event of death, terminal 
illness or permanent emigration; the employer’s liability for termi-
nation indemnities can be offset by the employer’s MPF balance; 
there is no provision whatsoever for payment of benefits as monthly 
income; and the whole risk surrounding investment, longevity and 
inflation after retirement is borne by the individual.

The MPF system embraces a number of elements: sponsor, 
trustee, administrator, fund manager and custodian. Only equities, 
bonds or cash can be held in any MPF fund and there are investment 
restrictions so that every fund requires at least 30 per cent exposure 
to the Hong Kong dollar. One of the weaknesses is that the trustee 
must be a separate legal entity from the fund manager, but they can 
both belong to the same financial group.

Over 20 providers initially launched MPF master trusts, but a num-
ber of acquisitions means there are now 15 providers. The five larg-
est providers control over 70 per cent of the market with the others 
averaging less than three per cent market share each. Although the 
MPF system is very unpopular, there is a remarkably high participa-
tion rate of 97 per cent due to the concentrated nature of Hong Kong.

The MPF system is now 16 years old. The system is, of course, a 
pure pillar 2 defined contribution arrangement, but the weaknesses 
are manifest: lump sum benefit only; inadequate contributions for 
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meaningful benefit; effectiveness of system weakened by employ-
ers’ offset; too many fund choices (over 460); high fees relative to 
other countries; lack of understanding and appreciation by members; 
cumbersome mechanisms of consolidating balances from different 
providers; complex interface between ORSO and MPF; and the 
accumulation phase for the MPF is very highly regulated.

Recently the government issued a consultation document and 
there has been discussion about a universal pension to be provided 
to all citizens over 65 or 70, in contrast to further means-tested 
benefits. Life expectancy in Hong Kong is among the highest in the 
world, while the fertility rate is one of the lowest in the world. The 
proponents of a universal pension wish to provide citizens with a 
minimal pillar 1. The government is fundamentally opposed to this, 
and counters with figures emphasising Hong Kong’s rapidly deterio-
rating demographics, stating that any old age pension is completely 
unaffordable. While this is an issue, the fact that the Gini coefficient 
as a measure of disparity of wealth is worsening in Hong Kong is 
largely because of semi-poverty among the elderly population. The 
cost of housing is very high in Hong Kong, while medical costs 
continue to escalate.

There are significant investment restrictions applying to all MPF 
funds. There is a list of approved stock exchanges, but this does not 
include the stock exchanges in mainland China. Balanced funds are 
the most popular type of fund selected, followed by equity funds and 
funds with some form of guarantee. An individual member is now 
able to switch his or her personal balance to any fund, but there is a 
great deal of inertia when people change jobs, leading to members 
having a plethora of balances in the whole MPF system.

There is remarkably little interest in Hong Kong regarding sus-
tainable investments or green funds. The local attitude amongst 
asset owners is to restrict the mandate to sustainable investments 
only if the asset manager will promise better returns. So only one 
out of the MPF’s funds is a green fund. Equally, organisations such 
as PRI have a long way to go before acceptance. The paramount 
aim of Hong Kong investment managers is simply to maximise the 
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return on the fund. In relation to all forms of environmental, social 
and governance issues, unless there are specific requirements in trust 
deeds or equivalent documents, trustees or investment managers are 
not allowed to exclude investment opportunities on the basis of ESG 
concerns, personal ethical beliefs, or the views of any beneficiary or 
class of beneficiary alone.

The regulator, the MPF authority, micromanages the sector and 
is generally regarded as far too intrusive. For example, the pressure 
to reduce MPF fees runs counter to the governance expectation that 
providers, which are all owned by publicly listed parent companies, 
have a duty to maximise profits.

Since inception the long-term average return for the whole system 
is about 3.5 per cent per annum, which is similar to the comparable 
average consumer price index increase over the same period, but is 
behind the average rate of increase in earnings. The MPF author-
ity will soon require every provider to offer a new style of “default 
investment strategy,” which will be low cost, based on ETFs and 
moving from 60 per cent equity under age 50 to 80 per cent fixed 
income at age 65.

Looking ahead

Since 1997 Hong Kong has been a Special Administrative Region 
of the People’s Republic of China. This status gives a great deal of 
freedom for Hong Kong to continue with its previous way of life as 
a British dependency for 50 years. However, mainland influence is 
gradually becoming more prevalent in Hong Kong and it should be 
assumed that, after 2047, Hong Kong will be effectively integrated 
into the mainland.

In light of this, it is worth briefly reviewing China’s system of 
pension provision. The main Chinese system of state benefits applies 
to urban employees, not the rural population. The benefit design fol-
lows World Bank pillars 1 and 2. Employers pay about 20 per cent 
of salaries to pillar 1 while employees pay eight per cent of salaries 
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to pillar 2, which is inappropriately funded in that in several prov-
inces the members’ accumulated contributions have been used for 
non-pillar 2 purposes.

China’s demographics are of serious concern. By 2040, there 
will be over 400 million people over the age of 60 in China. Major 
reforms are urgently needed, for example, to the normal retirement 
age, which is far too low, at 60 for males, 55 for female office work-
ers and 50 for female factory workers.

In many ways, Hong Kong is a highly sophisticated city as regards 
financial matters generally, although not as regards pensions. By way 
of a summary for Hong Kong, benefits under pillar 0 are payable to 
about 800,000 elderly persons; pillar 1 does not exist; the MPF is 
pillar 2; and ORSO is pillar 3; while pillar 4 is also problematic. 
How China and Hong Kong will hopefully honour accrued entitle-
ments under a new and different environment will be a challenge.
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This chapter gives a broad overview of New Zealand’s pension
system. A striking feature of this system is its simplicity. But, as 
this chapter shows, while simple it is not free from challenges. 
New Zealand thus provides a useful example of the tensions which 
persist in policy design even when policy settings are relatively 
straightforward.

Public and private pillars

As the Geneva Association has noted, the “debate about sustain-
able pension systems is all about spreading the burden over several 
pillars”.1 The following briefly discusses two of these pillars in 
New Zealand: a state pension which targets basic needs and a system 
of voluntary individual savings that contributes additional income 
and diversifies risk.

A unique feature of New Zealand’s system is New Zealand 
Superannuation. Established in 1977 this is a universal and non-
contributory pension. It is available at 65 to people who have been 
resident for at least 10 years, including five years since turning 50. 
The married couple rate is the base rate. This provides an after-tax 
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income of at least 65 per cent of net national ordinary-time earn-
ings (“65 at 65”). It is indexed by the consumer price index, but is 
subject to a floor so it cannot fall below 65 per cent. All other rates 
(for example, single people living alone or sharing) are calculated as 
percentages of the married couple rate.

Until 2007, savings were subject to few tax breaks.2 Perhaps 
reflecting this – along with an income effect from the universal 
NZS – contributions into vehicles like superannuation funds were 
low. Furthermore, many occupational pension schemes were closed 
to new entrants following reforms to state trading enterprises and 
public services in the 1980s and early 1990s. There was thus a 
relatively blank slate for the introduction of KiwiSaver, a system 
of automatic enrolment into defined contribution pensions in 2007. 
The implementation of KiwiSaver was also simplified by the fact 
that taxes are levied from the first dollar of income, so contributions 
can be deducted along with income tax before being transferred to 
individual accounts.

Individuals are automatically enrolled into KiwiSaver when they 
enter the workforce or change jobs. New members have a short 
period to opt out (two to eight weeks after enrolment) and it is pos-
sible to take contribution holidays. Accounts are managed by private 
providers (pots follow members) and scheme fees are monitored 
by the Financial Markets Authority. First-time buyers are generally 
able to withdraw funds for a house deposit and some members may 
be eligible for a home start grant. As a result of both automatic 
enrolment and the subsidised nature of the programme, take-up has 
been high with membership of around 74 per cent of those aged 
18 to 65.3

Contributions are made by members (3 per cent, 4 per cent or 
8 per cent) and their employers (3 per cent), and member contribu-
tions are partly matched by the government for working age mem-
bers up to an annual limit ($521.43). Other initial subsidies, for 
employer contributions and a kick-start lump sum payment on enrol-
ment, have now been removed. As of June 2012, close to 60 per cent 
of members were contributing at the minimum rate and so final 
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Table 1   Sources of pensioner incomes, relative pensioner incomes and 
pensioner poverty rates

 New Zealand United Kingdom OECD
Sources of pensioner 
incomes, % of total 
(mid-2000s)

Public transfers, 
64.4
Work, 15.1
Capital, 20.5

Public transfers, 
49.8
Work, 11.9
Capital, 38.3

Public transfers, 
59.6
Work, 21.4
Capital, 19.1

Sources of pensioner 
incomes, % of total 
(late-2000s) (1)

Public transfers, 
48.2 (45.5)
Work, 21.7 (30.1)
Capital, 30.2 
(24.4)

Public transfers, 
49.7
Work, 11.8
Capital, 38.5

Public transfers, 
58.6 (58.7)
Work, 23.9 (20.8)
Capital, 17.6 
(10.4)

Net replacement 
rates for full career 
workers
 

Low earner (50% 
average wage), 
80.8
Average earner 
(average wage), 
43.0

Low earner (50% 
average wage), 
69.4
Average earner 
(average wage), 
38.3

Low earner (50% 
average wage), 
13.8 (min) to 
109.7 (max)
Average earner 
(average wage), 
11.87 (min) to 
109.7 (max)

% of pensioners 
below 50% 
median equivalised 
household 
disposable income 
(2012 or latest 
available)

All 65+, 8.2
66 to 75, 8.0
75+, 8.5

All 65+, 13.4
66 to 75, 10.9
75+, 16.6

All 65+, 12.4
66 to 75, 10.9
75+, 16.6

% of whole 
population below 
50% median 
equivalised 
household 
disposable income 
(2012 or latest 
available)

9.9 10.5 11.3

Public expenditure 
on old age and 
survivors’ benefits, 
% of GDP (2)

1990, 7.3
1995, 5.6
2000, 4.9
2005, 4.2
2011, 4.9

1990, 4.8
1995, 5.3
2000, 5.3
2005, 5.5
2011, 5.6

1990, 6.2
1995, 6.7
2000, 6.8
2005, 7.0
2011, 7.9

Sources: OECD (2013), Pensions at a Glance 2013: Retirement Incomes in OECD and G20 Coun-
tries, OECD, Paris; OECD (2015), Pensions at a Glance 2015: Retirement Incomes in OECD and 
G20 Countries, OECD, Paris.

Note: (1) For New Zealand and the OECD the data for 2012 or later are shown in brackets. These 
do not sum to 100% as incomes from occupational pensions are not shown. Later data were not 
available for the UK.

(2) The fall in expenditure in New Zealand after 1990 reflects the phase-in of an increase in the 
eligibility age of NZS from 60 to 65.
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pot size, even when the scheme is more mature, will be unlikely to 
replace the income from NZS.4

The role of capital

One objective of KiwiSaver was to broaden pensioners’ sources of 
income. To illustrate, table1 shows OECD data on a range of mea-
sures for New Zealand and the United Kingdom. Before KiwiSaver, 
New Zealand had a relatively narrow base for funding pensioner 
incomes. In the mid-2000s, government transfers accounted for 
a much higher share of pensioner incomes in New Zealand 
(64.4 per cent) than in the UK (49.8 per cent). The importance of 
capital as a source of income was lower (20.5 per cent compared to 
38.3 per cent). However, potentially reflecting the non-means-tested 
nature of NZS, work was a relatively high source of income 
(15.2 per cent, compared to 11.9 per cent in the UK). Since the intro-
duction of KiwiSaver, capital has become a more important source 
of pensioners’ incomes, and this is likely to increase as the scheme 
matures. Work also increased in importance in recent years, and so 
the overall reliance on public transfers is now below the level of the 
United Kingdom.

The impact of KiwiSaver on superannuation savings can also be 
illustrated with Reserve Bank of New Zealand data on household 
financial assets and liabilities. Between June 1999 and June 2007, 
(just prior to the introduction of KiwiSaver) net equity in superannu-
ation schemes as a share of household disposable income grew from 
46.8 per cent to 47.0 per cent. But by March 2016 this increased to 
102.7 per cent. To put this into context, however, RBNZ data also 
shows that in March 2016 household net wealth of $1,137bn was 
made up of net financial wealth of $458bn and housing and land 
valued at $679bn. Thus, while net financial wealth was estimated at 
around 303 per cent of household disposable income, the value of 
housing and land was 449 per cent.
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Fiscal cost and income smoothing

As the Commission for Financial Literacy and Retirement Income 
noted, New Zealand “has an excellent retirement income framework 
which achieves good outcomes for the majority of people aged 65 
and over”. The country is thus in the position of not needing “over-
night reform”. Looking further forward, however, there are several 
issues worth considering.

The first is the cost of NZS, which is increasing quickly. Gov-
ernment spending in New Zealand is around one-third of GDP 
(29.7 per cent in 2016) and close to one-third of this spending, 
in turn, goes on social security and welfare (30.2 per cent of total 
Core Crown Expenses). The main driver of this welfare spending is 
NZS. Indeed, between 2011 and 2016, increased spending on NZS 
was equivalent to around 80 per cent of the total increase in Core 
Crown Expenses ($3,431bn of $4,283bn). The New Zealand Super-
annuation Fund was established to help smooth (partially prefund) 
the future cost of these pensions, but contributions are currently sus-
pended. Before the September 2017 general election, the National 
party-led government proposed increasing the age of eligibility to 
67 by 2040 (at the time of writing it was unclear whether this policy 
would survive the election).

Cost is often discussed in the context of fiscal sustainability, but 
there is also a relationship between cost and income replacement 
objectives. To illustrate this, NZS aims to ensure a basic ability to 
contribute and participate in society. It is thus relatively successful 
at addressing pensioner poverty,5 but is less effective at replacing 
income from work (income smoothing) for pensioners who were 
higher earners in their working lives. As means-testing NZS is 
unlikely to receive political support, without a rise in the entitlement 
age the growing cost would increase pressure on the generosity of 
the NZS settings (indexation and payment levels), meaning that 
over time this programme could become more narrowly focused on 
poverty reduction.
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In this environment, KiwiSaver and decumulation products for 
these funds and other wealth are important vehicles for achieving 
income-smoothing goals. But this highlights two other challenges: 
gaps in the accumulation of KiwiSaver savings among particular 
parts of the population and the self-employed, and gaps in the decu-
mulation market.6 The second challenge is discussed in more detail 
below.

Gaps in the decumulation market

Increasing longevity will reshape the world of retirement. Of the 
people who reached 65 in 2013, 44 per cent could expect to live to 
90. Over time these odds will improve, so a person who retires at 65 
in 2043 would have a 56 per cent chance of living to 90.7 Perhaps 
Woody Allen was onto something when he joked on his 60th birth-
day that “practically a third of my life is over”. While these figures 
are based on many assumptions (such as an unchanging retirement 
age) they nonetheless highlight the chance that growing numbers 
of people can expect to spend longer in retirement. Retirees will 
need to think carefully about how assets they have built up during 
their working lives can be converted into incomes that will last until 
death.8

The University of Auckland’s Retirement Policy and Research 
Centre has shown how challenging this will be.9 Retirees will not 
only have to consider how long they will live, but what impact 
inflation and movements in markets may have on their investments. 
They may need to consider how to convert investments into income 
streams (for example, through using drawdown strategies and 
annuities). It is also likely that people may need to consider releas-
ing housing wealth to lift their incomes, which makes decisions 
around downsizing and the use of equity release critical. Releasing 
equity tied up in housing can lift living standards of families who 
are income-poor, but asset-rich, increase the time that they can 
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comfortably live in their own homes and fund care. And, of course, 
more retirees may consider extending their working lives. 

Focusing on annuities, the Commission for Financial Literacy and 
Retirement Income noted that as KiwiSaver balances grow the very 
small market for these products in New Zealand is likely to present 
challenges. There is currently only one annuity provider. How-
ever, as the commission went on to note, while the lack of annuity 
products is emerging as a potential problem it is “not one of crisis 
proportions. To some extent, these issues will resolve themselves 
as balances grow and a normal market response occurs.” And, as 
Rashbrook shows, whether an annuity is the right product depends 
on individual characteristics such as longevity and preferences (such 
as a bequest motive).10 Finally, the universal nature of NZS also 
means that for many people this programme largely fulfils the role 
of an annuity (providing a guaranteed income) and so the main gap 
is around helping retirees who previously received higher incomes 
replace their incomes from work.
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There is nothing unusual in the old age dependency ratio in Ireland
as it evolves over the next century. However, there are significant 
differences in how Ireland’s pension system is designed to meet the 
challenge of an ageing society. Ireland and New Zealand are the 
only OECD countries that do not have a mandatory earnings-related 
pillar. Ireland’s state pension, like New Zealand’s, is a flat-rate 
pension. 

Ireland’s pension system is simple in design. There is a state 
pension of about one-third of the average wage (currently €238.30 
per week for the majority) with significant additions for depen-
dents. This is a contributory pension, but the means-tested non- 
contributory pension is essentially worth the same amount. Pension 
provision above this minimum level is incentivised by the state 
through tax relief on contributions, tax relief on investment returns, 
and tax relief on some benefits (lump sum on death or retirement) 
with other benefits taxed as earned income.

The striking feature of the Irish pension system is that it has not 
changed over time: the system in 2017 is structurally identical to the 
one inherited with independence from the United Kingdom in 1921. 
Accordingly, one puzzle must be addressed in any study of the Irish 
system in an international context: how is it that the original system 
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survived intact in Ireland, but required significant structural change 
in the UK and elsewhere? This puzzle is all the more baffling as the 
inadequacies that prompted change everywhere else are manifest 
and widely known in Ireland. As the OECD stated in a recent inde-
pendent review of the Irish pension system: 

A definitive choice should be made today regarding the structure 
of private pensions and its interaction with the State pension, with 
a view to implementation in the future. Given the many years that 
pension reform has already been discussed in Ireland without some 
fundamental choices being made about the way ahead, the time is 
ripe now to take some fundamental decisions on the future of Irish 
pensions.1

The outline of this chapter is as follows. First, it reviews what 
changes there have been to the system from independence until 
today. Second, it gives a picture of how the system functions in 
2017 in terms of coverage, security and adequacy. The following 
two sections contrast the high charges associated with personal 
pensions in Ireland to the value of the tax reliefs granted on pen-
sion saving above other savings, which are shown to be of the same 
order of magnitude. It concludes that the state’s subsidy to private 
pension provision maintains a large pensions industry, which does 
not satisfy any reasonable cost-benefit analysis. The penultimate 
section attempts to explain why pension reform in Ireland, though 
much discussed, has not happened despite the obvious failings of 
the current structure. It notes the failure of the state to act inde-
pendently of the pensions industry in setting policy and regula-
tion. It argues that Ireland is a case study of government failure, 
“in which the insurance companies had won and the workers of 
the country had lost”, as was observed more than half a century 
ago. It concludes that Ireland must adopt the first of William Bev-
eridge’s three guiding principles – vested interests must not frame 
the reform agenda – if Ireland is to modernise its pension system 
and achieve a better outcome for the considerable state subsidy to 
private provision. 
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The development of the Irish  
pension system

The UK’s Old Age Pension Act 1908 granted non-contributory pen-
sions to those over 70 years of age with limited means. Ireland was 
then one of the poorer regions in the UK and the effect of this act 
was to provide a near-universal pension of a generous amount, as the 
original five shillings pension was equivalent to half the wage of an 
unskilled labourer in Ireland.2 The incentivising of private occupa-
tional pension provision through tax reliefs was established by the 
UK’s Finance Act 1921,3 which carried through to Ireland following 
its independence in 1922.4 

The fiscally conservative government of the new Irish Free State 
tried to reduce the burden of pensions in its early years, a move 
that was politically unpopular and quickly reversed. In fact, until 
the Social Welfare Act 1960, there was to be only “incrementalist 
growth” in the system largely directed to overcoming the admin-
istrative difficulties in determining eligibility in a society when 
“systematic keeping of records of age and income are non-existent 
or ill-organised”.5 The social welfare act 1960 introduced a contribu-
tory pension for all in paid employment excluding public servants, 
the self-employed (included a couple of decades later), and those 
earning above a threshold (included later), thus essentially giving the 
right to a pension irrespective of means. Like other pay-as-you-go 
social security systems, the contributions bear little relationship to 
the value of the pension entitlement. Further legislation in the early 
1970s reduced the retirement age from 70 years to 66 or 65 in most 
cases. In more recent years, the retirement age has been increased: 
from 2028, it will rise to 68 years of age. 

Private provision designed to top up the flat rate state pension comes 
mainly in the form of occupational pension schemes - the defined 
benefit scheme and more lately the defined contribution scheme. In 
addition, there has been some self-provision via individual retirement 
accounts of various descriptions. However, these top-up arrangements 
never covered much more than 50 per cent of the working population 
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(including the public sector). Moreover, this coverage has declined 
over the last decade to less than 50 per cent of workers. 

There was no change to the incentives for private pension provi-
sion although, of course, as income tax rates increased with time, 
the burden of the state’s subsidy (or ‘taxation expenditure’) grew. 
A modest level of regulation was introduced in private pension 
provision by the Pension Act 1990 and its subsequent amendments. 

There have been many reports by those charged with advising the 
government on such matters, some even getting to the stage of green 
or white papers. For instance, in the 1970s, the debate in Ireland 
included consideration of transforming the state pension to an earn-
ings-related system, in line with developments in the UK and else-
where. A green paper was issued on the topic, but the white paper, 
though drafted, was never published.6 When the UK was once again 
reforming its pension system, the Irish minister for social and family 
affairs requested the statutory advisory Pensions Board to conduct 
a full review of the Irish pension system. This produced the 2005 
National Pensions Review and, at the further request of the minis-
ter, a supplemental report on a mandatory pension system based on 
individual accounts, Special Savings for Retirement (2006). These 
reports, augmented by survey studies of the operation of the exist-
ing system,7 led to the 2007 Green Paper on Pensions. There was a 
formal and broad consultation process following publication of this 
green paper which came to nothing. Most recently the minister for 
social protection commissioned an independent review of the Irish 
pension system by the OECD.8 

Before we attempt to answer why so much talk about pension 
reform since Ireland’s independence has not translated into action, 
let us briefly review the current functioning of the system.

The current Irish pension system

Ireland’s state pension is one of the least unaffordable systems in 
the world. This is simply because the size of the Irish state pension 
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is lower than the average pension in most other countries. This has 
been true in the past and remains true if expenditures are projected 
over the next 50 years. Indeed, if all public expenditures on pensions 
in Ireland are considered – covering the contributory state pension, 
the non-contributory state pension and all public service pensions – 
then the picture is equally serene. Table 2, extracted from a recent 
OECD survey of pension systems across the world, shows that 
that projected annual expenditure peaks in Ireland in about 2045 at 
10.2 per cent of GDP and that peak is lower than the current average 
expenditure on public pensions in the EU.

There is scope to simplify the state pension system even further, in 
the direction of a universal pension. Perhaps there should be a more 
proportionate link between contributions made or credited and the 
eventual pension entitlement. However, these are minor adjustments. 
The key conclusion is that the Irish state pension is sustainable.

The state pension is the workhorse of the Irish pension system. 
The Central Statistics Office in Ireland shows that income for those 
over 65 years of age in 2011 comprised 63 per cent from state the 
pension and some other social transfers, 16 per cent from wages, 
16 per cent from occupational pensions, 2 per cent from personal 
pensions and 3 per cent from investments.9 In terms of relative pov-
erty measures, the overall outcome, according to the OECD, is that 
“the economic situation of pensioners in Ireland is comparatively 
good, both with respect to other age groups in the population and 
internationally”.10

The private system to top up the state pension functions less well. 
The CSO undertakes periodic reviews of private pension coverage. 
The latest review shows that 47 per cent of workers have a private 
pension, down by 7 per cent since the financial crisis.11 The main 
reasons cited by workers without a pension arrangement – now the 
majority in Ireland – is that they cannot afford it (39 per cent) or 
have not got around to it yet (22 per cent).

Those that do have a private pension have one largely because 
of their employer: of those with a private pension some 73 per cent 
have an occupational pension only, 18 per cent a personal retirement 
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account only and nine per cent have both. The defined contribution 
arrangement has overtaken the traditional defined benefit scheme, 
covering 54 per cent of workers with an occupational pension. Cov-
erage is patchy by industry, with those in the public sector and the 
financial sector having very high coverage and some industries such 
as tourism, agriculture and the motor trade having low coverage.

Perhaps a better way to map the occupational pension landscape in 
Ireland is to divide the total number of active members of occupational 
schemes – 750,000 workers according to the Pensions Authority12 – 
into the 45 per cent in public service schemes, 17 per cent with pri-
vate sector defined benefit schemes and 38 per cent in private sector 
defined contribution schemes. This distinction is important in any 
consideration of the eventual adequacy of pensions provided. Public 
sector schemes provide good income replacement ratios from retire-
ment and the benefits are secure. This part of the system functions 
well. The issue here has been the cost of providing such a quantum 
of benefits. There have been recent changes to improve its afford-
ability such as integrating it with the state pension (for new entrants 
since 1995); increasing effective retirement ages (for new entrants 
since 2004); a pension levy of an average of 7 per cent of earnings 
so members contribute more (for all since 2009); and a new Single 
Public Service Pension Scheme for all new entrants from 2014 based 
on career average earnings and a retirement age linked to that of the 
state pension. This last initiative is estimated to reduce pension costs 
by 35 per cent for new entrants from 2014.13

There is little security for members of defined schemes outside 
the public sector. There is a funding standard in place, but a breach 
of the standard merely requires a plan to be submitted to reach the 
standard – and another plan if the previous plan fails. Accordingly, 
members have as yet little protection of their benefits: pension defi-
cits are not a debt on the employer, there is no pension protection 
fund, and solvent employers are allowed to have closed schemes 
in deficit and walk away from their moral obligations (and have 
done so).14 These schemes are winding up or freezing benefits at an 
alarming rate – in the three years to the end of 2015 active members 
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in such continuing schemes have dropped from 183,260 to 125,955, 
a fall of 31 per cent.15 The figures for 2016 are due shortly and are 
expected to show an acceleration in this trend. Even actuarial con-
sultants advising such schemes are closing their own staff schemes.

There has been an uptick in the membership of defined contribu-
tion schemes (up 13 per cent over the same period to 263,261 mem-
bers at the end of 2015). However, such schemes typically have a 
lower level of contributions compared with defined benefit plans so 
will provide a lower income replacement ratio when pensions even-
tually become payable. 

The market for personal pensions, as opposed to occupational 
pensions, while sizeable in terms of the number of policies is rela-
tively small in average size. The Pensions Authority estimates that 
the 250,000 Personal Retirement Savings Accounts have a total 
of €5bn in assets, giving an average of just €21,000 per account.16 
There are other personal pension arrangements available in Ireland, 
but there is no register of their number.17

The overall picture in private pension provision is of falling cov-
erage and falling adequacy in that coverage. Outside of the public 
sector, there is a marked trend towards provision via individual retire-
ment accounts, whether in group defined contribution arrangements or 
personal pension plans. These arrangements not only transfer longev-
ity and investment risk to the individual, they also incur significantly 
higher administration and other costs as economies of scale are lost.

Pension charges in Ireland

Few would argue with the main findings of the OECD in their review 
of the Irish system that “private pension coverage, both occupational 
and personal pensions, is uneven and needs to be increased urgently” 
and that “Irish legislation regarding the protection of defined-benefit 
plan members is weak”. They also highlight that “pension charges 
by the Irish pension industry … are expensive for small occupational 
schemes and personal pension schemes”.18 In fact, for individual or 
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small group arrangements the cumulative impact of charges at the 
point of retirement is to reduce the fund size by about 25 per cent, 
assuming no change or alteration to the policy over the entire saving 
period.19 Around this typical cost there are some policy types that 
charge twice as much – a particular source of concern as charges are 
not transparent (ibid, table 8.24).

The accumulated fund must be converted at retirement into an 
annuity or an “approved retirement fund” from which disinvest-
ments can be made. The annuity option has the lower charges, with 
commission typically two per cent20 and total charges of the order of 
10 per cent.21 These extra charges in the decumulation phase are in 
addition to those in the accumulation phase. 

The 2012 Report on Pension Charges in Ireland highlights the 
level of charges, their lack of transparency and their variability 
within the market and makes an attempt to gauge their impact 
expressed as a reduction in the eventual pension. To do so it made 
the assumption that a pension saving policy once effected would 
persist unaltered until retirement. It recognised that this is not alto-
gether a realistic assumption:

The high level of re-brokering in the marketplace raises some con-
cerns, in particular, data was not available to provide assurances that 
re-brokering benefits the scheme member or individual policy holder. 
This is an area which merits further research.22

Many passages of the report note the relatively short average length of 
current in-force individual pension policies, with the majority seem-
ingly initiated in the last five years. If pension policies are changed, 
then the reduction of pension due to the impact of charges is greater. 

“Tax expenditure” by the state to 
encourage private pension provision

The Irish state, like many others, encourages private pension pro-
vision by granting tax relief on contributions, investment returns 
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and the lump sum at retirement or early death, and then levies tax 
on pension draw down as earned income. The tax relief is at the 
individual’s full marginal tax rate. This system is known as the 
“Exempt-Exempt-Partial-Taxed” system as opposed to the “Taxed-
Taxed-Exempt” system that applies to other savings. Hence, the 
state gives upfront tax relief over the entire accumulation phase, 
with some measure of payback with pension drawdown in several 
decades’ time. This subsidy to encourage pension provision is often 
referred to as “tax expenditure”. The question naturally arises as to 
what this favourable tax treatment or subsidy costs the state, who 
benefits from it, and to what extent. 

In order to answer these questions, it is necessary to estimate the 
“net effective tax relief” granted to pension savings. By this we 
mean the effective subsidy granted by the state on each €1 invested 
in a private pension as compared to other savings. This effective 
subsidy is found by discounting the expected future tax receipts 
on pensions when in payment and comparing it with tax revenues 
forgone on each €1 invested (by way of tax relief on contributions, 
investment returns and the lump sum payment).

A comprehensive international study of such tax expenditures (or 
state subsidies to private pensions) has been done by the OECD.23 
The study shows that Ireland’s net effective tax relief is reasonably 
generous at 28.6 per cent of each pension contribution and the over-
all cost to the state is the highest of the countries studied.24 In fact, 
the 28.6 per cent effective rate is just an average and the net effec-
tive tax relief is greater for higher earners in Ireland. This is mate-
rial because, as Collins and Hughes have suggested, “nearly three 
quarters of pension tax expenditure is concentrated on contributors 
who are in the top two deciles of the Irish income distribution”.25 

So, according to these figures, the state subsidy to private pen-
sions is concentrated on higher earners, is highly valuable and is a 
significant cost to the state. In fact, for higher earners, the cost of 
the state subsidy is of a similar magnitude to the charges levied by 
the industry on personal pensions and small group defined contribu-
tion schemes. The state is contracting out pension provision to the 
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private sector and essentially meeting most of their charges: charges 
by private providers for individual or small group schemes reduce 
the pension by about 30 per cent and the subsidy by the state to the 
retirement account is of the same order. By comparison the admin-
istration costs associated with the state pension are of the order of 
3 per cent of the pension. 

The state has not been effective in regulating private provision. It 
simply does not satisfy any cost-benefit analysis for it to subsidise 
the sale and administration of individual retirement accounts to 
this extent. And with the accelerating demise of the defined benefit 
scheme and its economies of scale, private pension provision in 
Ireland is being transformed into higher-cost defined contribution 
arrangements. 

The weakness of the state

The pension system Ireland inherited when it left the UK was far 
from flawless. So why is it that the basic structure of the pension 
system has remained unchanged for almost 100 years? We need to 
understand the forces at work maintaining the current system. 

The answer is that pension reform in Ireland has been frustrated – 
and will always be frustrated – as long as policymakers infringe 
Beveridge’s first principle: 

“THREE GUIDING PRINCIPLES OF RECOMMENDATIONS

6. In proceeding from this first comprehensive survey of
social insurance to the next task—of making recommenda-
tions—three guiding principles may be laid down at the
outset.

7. The first principle is that any proposals for the future, while
they should use to the full the experience gathered in the
past, should not be restricted by consideration of sectional
interests established in the obtaining of that experience …”26
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Pension reform in Ireland has been challenged by the state’s 
failure to distance itself from the industry. A case in point is the 
white paper, Social Security, published in 1949 (known as the 
“Norton Bill” as it was sponsored by William Norton, the minister 
in charge of the newly formed Department of Social Welfare and 
the leader of the Labour party). This bill was “the first major review 
of welfare legislation in independent Ireland”27 and advocated a 
Beveridge-style extension of social insurance in Ireland, includ-
ing the introduction of a contributory state pension with a retire-
ment age of 60 for women and 65 for men. If enacted this would 
have anticipated all the major reforms to the state pension that, in 
the event, took the next 50 years. The pension reform aspect was 
dropped when eventually enacted by another government in 1952, 
a move that Norton considered as “revealing the countervailing 
power of insurance companies. In fact, he saw the situation as one 
in which the insurance companies had won and the workers of the 
country had lost”.28 

The state has often lacked the expertise and/or resources to pro-
ceed independently on pension policy matters. WA Honohan was 
the secretary to the Department of Social Welfare for two decades 
until his retirement in 1973. He was an actuary and an influential 
thinker on economic and social reform, especially on pensions. After 
his retirement, there was a dearth of knowledge of pensions in the 
department, temporarily made good by retaining him as an adviser in 
the preparation of the green paper on earnings-related pensions pub-
lished in 1976. However, the department, unable to hire an actuary 
or other expert on pensions due to their rigid pay structure, increas-
ingly sought information and advice from the pensions industry, 
which duly obliged.29 

It is a story of how the weakness of the state led to the industry’s 
increasing influence on policy. The industry drafted the legislation 
which prescribes its own regulation (Pension Act 1990) and which 
set up the statutory regulator, the board of which had majority 
representation from within the industry (First Schedule, Section 8 
of the Act). A senior public servant was later to reflect: “We kind 
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of sleepwalked into it. We got them [the industry] to set up the 
Pensions Board. Gave them responsibility for it”.30 

The Pension Act 1990 also provided the industry with statutory 
authority to provide ongoing advice on pension matters to the Min-
ister for Social Protection, whether invited or not (Part II, 10(1) (b) 
of the Act). This privileged position in all aspects of pension policy 
continued until March 2014 – a generation, ending only after a 
formal review recommended a separate body to undertake such an 
advisory role to “obviate any perception of ‘regulatory capture’ by 
the industry”.31

Ireland’s particularly weak protection of pension rights reflects 
this historic state failure.32 High and non-transparent charges in pen-
sion products have never been accompanied by a pension mis-selling 
or churning scandal. Equally unsurprising has been the absence of 
any significant change to a pension policy that relies solely on tax-
incentivised top-ups into privately managed schemes or accounts, 
despite the high tax expenditures and falling percentage of workers 
covered by such schemes since the 1980s. In short, the state has 
failed to close the gap between a “pension elite” – who enjoy good 
defined benefit or private pensions – and the rest, a gap which has 
existed since independence. 

Conclusion

If Ireland is to modernise its pension system and achieve a better 
outcome for the considerable state subsidy to private provision then, 
quite clearly, the state must do a much better job of weighing the 
public interest against the interests of the industry.

The OECD outlined in 2014 the issues faced and possible future 
paths. Since the Irish system is so simple and the state pension so 
comparatively modest, there are many ways it could be developed. 
It is feasible, the OECD argues, for Ireland to introduce an earnings-
related state pension or, alternatively, a universal flat-rate pension 
for the entire population. It recommends a compulsory approach to 
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additional pension saving as being less costly and more effective 
than automatic enrolment. It recommends that better protection of 
pension rights and encourages annuitization. Overall it shows that, if 
minded, Ireland can have a more inclusive, cost-efficient and secure 
system than the present one. 

The fear must be that, if the state fails to accrue expertise and 
resources in the service of improving the nation’s pensions settle-
ment, inertia will triumph, with no structural reform of Ireland’s 
system. Public expectations, managed by the industry over decades, 
are low and, once again, they might be met.
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The Danish pension system is composed of three pillars: a state
pension (with several minor schemes); semi-mandatory occupa-
tional pensions, referred to as labour market pensions; and personal 
pension savings. 

The state schemes provide an unusually high minimum and solid 
protection against poverty. However, as labour market pensions 
mature, they will challenge the people’s pension as the backbone of 
the system. The fully funded pensions provide the state with large 
income tax revenues from future pension payments which will also 
provide substantial relief to the state for future increases in pension 
expenditures. Alongside positive demographic prospects, this makes 
the Danish system economically sustainable. It was deemed the best 
pension system 2012–2016 by the Melbourne Mercer Global Pension 
Index.1 Nonetheless, some social and political challenges remain.

How the Danish multi-pillar 
system came into being

After Germany, Denmark was the second country in the world to 
introduce old age support, in 1891, but took a different course with 

Denmark

Jørgen Goul Anderson
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tax-financed support for all citizens. Support was means-tested, 
but the People’s Pension Reform of 1956 extended entitlements 
to all citizens. In 1964 this was changed to a fully flat-rate system 
(although with a tiny means-tested supplement). 

The 1964 reform was the last comprehensive Danish pension 
reform and the system developed without any master plan. Unlike 
Sweden and Norway, Denmark did not add an earnings-related tier, 
but chose to improve flat-rate pensions. Occupational pensions were 
introduced via the collective agreement system, not by legislation.

The first significant growth in collective schemes took place 
among professionals in the public sector, spreading down the hier-
archical lines in the 1960s and 1970s. The introduction of private 
supplements – individual or collective – is a logical implication of 
flat-rate pensions, since they provide insufficient income replace-
ment for the middle classes. However, a main driver was the state’s 
interest in higher savings: consumption was chronically too high, 
and, from 1960 to 1990, Denmark suffered from permanent current 
account deficits and increasing foreign debt.

Initially, the encouragement of savings was also the government’s 
motive for announcing in 1984 that it would welcome an exten-
sion of occupational pensions to the entire labour market. This was 
well received by the trade unions, and, after tripartite consultations, 
labour market pensions were included in nearly all collective agree-
ments from 1991 to 1993. Initially, contributions were low, but the 
social partners set a target of 9 per cent, later 12 per cent, which was 
reached by 2009. For the “old” schemes, contributions are typically 
15–18 per cent. 

Even though collective agreements do not cover 100 per cent of 
those in work, it became the norm for nearly the entire labour market 
that an employment contract includes a pension scheme. Usually, the 
employer contributes two-thirds and the employee one-third. Even 
though labour market pensions are in practice semi-mandatory, it is 
formally a private system. Pensions are fully funded, and savings are 
secured in pension funds. Only a few company-based schemes have 
survived, and most civil servants’ schemes are being terminated.
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State pensions: More targeted

As occupational pensions were phased in, the state pension system 
became more targeted, partly because of new, means-tested schemes, 
partly because of the targeting of the people’s pension. In particular, 
the 1994 tax reform changed the balance between the universal basic 
amount and the means-tested supplement. For a single pensioner, the 
supplement is larger (DKK 78.612 in 2017 – or €10.550) than the 
basic amount (DKK 73.920 – €9.925). As labour market pensions 
mature, many will lose much, or all, of their pension supplement. 

Moreover, a number of means-tested improvements have been 
added (see table 3):

•	 A very generous housing benefit scheme for pensioners, often 
paying one-half of the rent, was introduced in 1978. Maximum 
support is DKK 45.480 (€6.100). This scheme is essential for 
protecting pensioners against poverty. It is means-tested, but the 
slope is not very steep: in 2016, only income above DKK 808.800 
(€108.500) is counted as part of the calculation (10 per cent of the 
exceeding amount is added to the income, 20 per cent of fortunes 
exceeding the double of that amount). The benefit is calculated 
according to a complex formula that allows many middle-class 
pensioners to receive a modest amount.

•	 Support for heating bills, introduced in 1981, is technically an 
“individual supplement” where the slope for means-testing is very 
steep, i.e. only pensioners with very low incomes are entitled.

•	 Supplementary pension benefits, introduced in 2003, provide a 
maximum of DKK 16.900 (€2.270). Again, the means-testing 
slope is steep; one-quarter of pensioners are entitled, and far fewer 
receive the maximum. 

•	 Pensioners may also obtain means-tested individual supplements 
for extraordinary (in particular, health-related) expenses.

Finally, the state system includes a small, fully funded scheme: 
ATP. Contributions are decided in collective negotiations. Although 
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some unions prefer a lower contribution rate, generally contributions 
and payments are uniform, depending only on full-time employment 
(28 hours or more) and contribution time. 

Altogether, the state pension system is becoming ever more tar-
geted as labour market pensions mature. It should be added that pen-
sions (unlike housing benefits or individual supplements) are subject 
to ordinary income tax (the standard rate is 37 per cent and there is 
a 52 per cent rate for those on very high incomes, with a tax-free 
minimum of DKK 45.000 – €6.050, 2017).

Table 3  Components of the Danish pension system

First pillar Second pillar Third pillar

State pensions and 
special arrangements for 
pensioners

Occupational 
pensions

Personal 
pensions

Third tier 
(top-ups)

Rent pension 
(lifetime)
Age pension 
(at once)
Rate pension 
(10 years)

Second tier 
(income 
maintenance)

Labour market 
pensions 
(Civil 
servants’ 
pensions) 
(Company 
pensions) 

First tier
(basic security)

ATP:State LM Pension 
(funded)
People’s 
pension

Basic amount 
Pension 
supplement*

Supplementary pensions 
benefits*
Preferential housing 
benefits*
Individual supplements 
(heating, health, 
personal)*

Bold: Universal flat-rate benefit (tested against income from wages, but only above a high level).
Italic: Means-tested benefits (*).

The remaining pensions are financed by contributions and fully funded.
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Defined contribution labour market 
pensions

A dominant trend in current pension reforms worldwide is a shift 
from defined benefit towards defined contribution. This is also 
the case in Denmark. Labour market pensions are a pure case of 
defined contribution: pensions depend on contributions, returns on 
invested capital, and age of retirement. Retirement age becomes a 
free choice – for those who have a choice. People can choose either 
an early retirement with a low annual pension or a late retirement 
with a high annual pension. People are entitled to access their pri-
vate pensions five years before the formal retirement age, but they 
have an economic incentive to continue working, sometimes beyond 
the formal pension age, in order to obtain an appropriate pension 
income.

Finally, fully funded pensions imply automatic adjustments to 
reflect changes in life expectancy. If pension fund members live 
longer, annual pensions are automatically reduced and people must 
work longer to obtain the same pension as earlier generations. All 
these characteristics also apply to personal private pensions.

There are three main types:

• rent pensions that provide a life-long pension;
• rate pensions that are paid over an agreed period of a minimum

of 10 years;
• age pensions that can be paid out at any time from five years

before retirement age.

Contributions to rent pensions and rate pensions are tax-deductible, 
and pension payments are taxed. To limit tax arbitrage, where people 
deduct contributions with a higher percentage than their tax rate as 
pensioners, there is a ceiling to annual contributions to rate pensions. 
A ceiling also applies to age pensions. Here, savings are not deduct-
ible and withdrawals are not taxed. The incentive is that annual 
returns on the capital are only taxed at 15.3 per cent. 
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Macroeconomic impact

As mentioned, the initial motive for the government to encourage 
labour market pensions was to reduce the current account deficit. In 
this respect, labour market pensions – alongside other initiatives – 
have been a success. Since 1990, there has been a permanent surplus 
and a large foreign debt has turned into a positive net international 
investment position of 45–50 per cent of GDP by 2016. Accordingly, 
net revenues from investments abroad ensure a much higher growth 
in Gross National Income than in Gross National Product.

It is also worth noting that huge levels of capital have been accu-
mulated. Adding together pensions in private insurance companies, 
banks and labour market pension funds (some of which are organ-
ised as private pension insurance companies), the total amount by 
the end of 2015 was DKK 4.083bn or 201 per cent of GDP.2

Tax subsidies and deferred taxes

As over-consumption ceased to be a problem, large tax subsidies 
for pension savings were scaled back. Except for age pensions, 
contributions are tax-deductible, but in return pension payments are 
subject to ordinary income taxation. Furthermore, returns on invest-
ments are taxed by 15.3 per cent. This still involves a small subsidy, 
but in addition, people typically lose means-tested benefits when 
their pension income increases.

Due to the tax system, Denmark’s total pension pot contains a 
very substantial amount of deferred taxes which should, in principle, 
be counted as an asset of the state.3 At any rate, future tax revenues 
from pensions help finance higher old-age expenditures.

Retirement reforms, funded pensions  
and sustainability

Alongside the changes above, the state has also sought to reduce the 
costs of an ageing population by raising the pension age. In the 2006 
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welfare reforms, it was decided to index the retirement age with life 
expectancy at 60, fixing the average life expectancy after pension 
age at the 14.5 years it stood at in 1995. In 2011, it was decided 
to start implementing the reform five years earlier than originally 
planned. Moreover, the voluntary early retirement scheme was 
reduced from five to three years and made so economically unat-
tractive that it has effectively been phased out. The pension age will 
be gradually raised from 65 to 67 years in 2019–2022, to 68 years in 
2030, to 69 in 2035 and to 70 in 2040, provided that life expectancy 
rises by five years. However, between 1995 and 2014, life expec-
tancy at 60 had already increased by 3.9 years.

These reforms are extremely radical. The earliest retirement age 
increases from 60 years for those born in 1953 to 70 years for those 
born in 1970. But the challenge of paying for an ageing society has 
basically been resolved by the following package of measures:

• Higher pension age. The old age dependency ratio (65+ years/
15–64 years old) was 28.5 in 2015. By 2050 it is estimated to be
39.4 (EU average is 49.4). However, if we take account of the
higher pension age in 2050 and calculate old age dependency as
70 years+/15–69 years old, the ratio in 2050 is 31.2, i.e. close to
its 2015 level.4

• A 15.3 per cent taxation rate of current revenues applied to all
pension savings.

• Income taxes on pension payments.
• A lower means-tested pension from the state.

According to calculations on mainstream economic models, this is 
roughly sufficient to finance increasing age-related expenditures for 
pensions, healthcare, and social care, based on the current level of 
services provided. The sustainability problem is thus largely solved. 

Equality and poverty protection

From a social perspective, the Danish system works well. The 
minimum is unusually high – for a single pensioner, it is equivalent 
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to a person receiving maximum unemployment benefits.5 Provided 
that people rent their apartment, poverty, based on a 50 or 60 per cent 
criterion, is not possible. Moreover, inequality among pensioners is 
not expected to increase. However, one exception remains. Pension-
ers who have been living in Denmark for less than 40 years only 
receive a proportion of the people’s pension. Still, they enjoy uni-
versal access to the other schemes and may be compensated a little 
via individual supplements. 

The traps in the system

In its unique combination of state and occupational pensions, the 
Danish pension system is excellent in providing adequate and sustain-
able pensions. The system is robust in relation to ageing. Cutbacks or 
higher taxes are unnecessary. Pensions are adequate for most citizens 
and the minimum protection provided is unusually high.

Yet, some problems remain. First, there is gender discrimination, 
especially for middle-class women (low-income women benefit from 
high minimums). Unless agreed upon in collective negotiations, women 
do not earn pension points while on maternity leave. Moreover, in a 
gender-divided labour market, pension funds are also gender-divided. 
In pension funds with a large majority of women, average life expec-
tancy is higher, and annual pensions correspondingly lower. Gender 
wage gaps are not only carried on into pensions; the gap is aggravated. 
To complete the picture, employment-related pensions are not divided 
between spouses in cases of divorce, unless this is explicitly agreed. 

Second, there is a tax trap. As pension income is subject to income 
taxation, and as the state pension system (pensions and other ben-
efits), is means-tested, marginal tax rates inevitably become high. 
As a rough estimate, marginal tax on pension savings is typically 
around 55 per cent. For those with incomes exceeding the limit for 
means-tested entitlements, the figure is lower. For low-wage groups 
which are entitled to several means-tested benefits as pensioners, 
marginal tax rates are higher and, occasionally, much higher. 
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Third, there is a complexity trap. The system is so complicated that 
few people understand it. This might be considered a blessing: the sys-
tem works well, but legitimacy presumes that people misjudge their 
incentives. However, even politicians rarely understand the system – 
and some of the problems are side-effects of the introduction of poli-
cies where decision-makers did not really know what they were doing.

Fourth, there is a health trap for the lower classes. The higher 
pension age is an obvious solution when life expectancy increases 
and health tends to improve even more. The problem is that there is 
high and increasing social inequality in health and life expectancy. 
Previously, early retirement schemes ensured a tolerable number of 
years of retirement, including for the working classes. The one size-
fits-all-approach adopted since 2011 means that the working classes 
face a short retirement and, before that, problems of maintaining 
employment (or access to benefits) when their health deteriorates. 

Finally, there is a poverty trap. Pensioners used to fulfil all criteria 
of “deservingness” – need, identity, reciprocity and responsibility.6 
However, the visibility of pensioners with huge pension savings 
could erode these “deservingness” perceptions with regard to the 
need dimension. Indeed, economic experts have for a decade rec-
ommended the abolition of special programmes such as the housing 
benefit scheme for pensioners, arguing that pensioners are no longer 
“weak”. This would, however, increase poverty, since there is no 
conceivable way to compensate the lower half of the pensioners for 
this – and, if there were, it would aggravate the tax trap even further.

In short, while economic challenges to the pension system have 
largely been resolved, this has come at the cost of aggravating some 
social problems, with political threats replacing economic ones.

Notes
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The pension systems discussed in this book are characterised by
trade-offs: between adequacy of incomes; coverage of the popula-
tion; and cost to the public and private sectors. The motivation of 
those in the vanguard of moving to defined contribution-orientated 
systems – Chile, Mexico, Singapore and the US – was a desire 
to reduce or avoid the long-term costs to the state and employers 
of pension guarantees. Hong Kong, New Zealand, Denmark and 
Ireland subsequently came to similar conclusions. Defined benefit is 
a declining, marginal, or non-existent form of pension provision in 
these eight nations.

Each system combines state, employer and private savings – 
broadly speaking, the three pillars which the World Bank famously 
described as the foundation of a decent pension system. But the 
strength of the pillars varies by country. Chile’s defined contribu-
tion system involves no employer contribution; a major weakness. 
Hong Kong has no state pension pillar as such, although there is a 
means-tested supplement available to the elderly. At the other end of 
the spectrum, the high-quality Danish and New Zealand systems are 
built on a generous, universal state pension. Ireland’s state pension 
is relatively generous too, but its workplace provision weaker. The 
Singapore system is perhaps the exception to the three-pillar rule. It 

Conclusion
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has no first pillar at all and relies primarily on its state mandatory 
provident fund.

Differences in system design reflect the way in which a nation’s 
politics, economics and culture shape pensions provision. This mat-
ters for policymakers. The shift towards defined contribution is a 
global trend but the best parts of one system cannot simply be repli-
cated by another. Best practice can be learned from, imitated even, 
but policymakers should be wary of adopting wholesale successful 
approaches from elsewhere in the world without considering how 
the old pension system will interact with the new. Pension systems 
have their own ecology. Each is more than the sum of its parts.

Thus the ‘Scandinavian’ political economy of Denmark, defined 
by high levels of social cohesion, trust and income tax, provides 
fertile ground for a successful pension system built on high contri-
bution rates, a large role for government provision, and a long-term 
perspective (see, for example, the recent decision to increase age 
eligibility), agreed between the representatives of workers, employ-
ers and the state. (The pension systems of Sweden, examined in 
volume one, and Norway are also successful, for similar reasons.)1 
In New Zealand, the political economy is more ‘Anglo-Saxon’, fea-
turing lower taxes and less government, but its society is character-
ised by similarly high levels of national cohesion. It is possible that 
smaller countries are more easily able to build up trust between and 
among citizens and that this is reflected in healthy pension institu-
tions. On the other hand, Hong Kong, the smallest nation of all under 
examination, has weaker pensions provision.

Coverage is an issue in the defined contribution pillars of Mexico, 
Chile and the US. This matters even more than it might otherwise 
because their state pension entitlements are less generous. In Latin 
America the large informal economy is a huge challenge to defined 
contribution coverage. In the US, and other developed economies, 
the growth of self-employment makes comprehensive coverage 
more difficult. However, in the US the biggest barrier to coverage by 
far is the unwillingness of employers to offer pensions in the volun-
tary second pillar. For the tens of millions of Americans who work 
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in firms with fewer than 100 employees, a pension plan is a rarity. 
Singapore is also interesting, with coverage reduced by the absence 
of pension rights among the high number of immigrant workers. 

Costs and charges are an issue almost across the board, with the 
singular exception of Denmark, where returns have been high and 
costs typically moderate across its sector-wide defined contribution 
schemes. In the US, ‘leakage’ from workplace defined contribution, 
whether to more expensive retail arrangements, or simply withdrawn 
and spent, is a huge problem, reducing US retirement incomes by up 
to 25 per cent. Furthermore, those small US workplaces with plans 
pay high fees. On the other hand, large US employers drive hard bar-
gains with providers, even if the 3.8 basis points total expenses ratio 
of Thrift Savings Plan (TSP) reflects both its exceptional size (at 
$500bn AUM the largest defined contribution scheme in the world) 
and its passive-only stocks and bonds investment strategy (lacking 
exposure to any alternative asset classes, private markets, emerging 
markets or non-US small cap equities). 

The Irish defined contribution market lacks effective competi-
tion. Providers are few in number and costs appear on the high 
side. The second pillar in Chile and Mexico is characterised by high 
administration costs, with competition tending towards the monopo-
listic because of consumers’ failure to shop around based on price 
and substantive quality. In Chile, notably, administrative costs are 
excluded from providers’ fiduciary duty. In Mexico, the tendency of 
retail investors to expensively ‘churn’ their pensions, in response to 
short periods of under-performance or over-performance, is a major 
problem; a behavioural bias exacerbated by the huge marketing bud-
gets devoted by providers to encouraging transfers. 

Over-churning is also a feature of provident funds in Singapore 
and Hong Kong, although the former only allows retail ‘self-select’ 
options for those with larger pension pots. In Hong Kong, where 
every individual provident fund member is able to choose his or 
her own investments, fees have been high relative to investment 
returns and investment quality. Funds do not offer access to alterna-
tive asset classes beyond equities and fixed income, nor is there an 
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attempt to reduce risk for those approaching retirement or exposure 
to ESG-focused strategies. Hong Kong is therefore proposing to 
introduce a new default strategy for defined contribution members 
featuring ‘life cycling’. Fees will be capped at 0.75 per cent. On 
the mainland, the Asset Management Association of China is cur-
rently looking at introducing something similar: default target-date 
funds and target-risk funds in its voluntary second pillar. Singapore 
is also consulting on the future of the provident fund’s small retail 
element.

Adequacy also looms large in defined contribution debates.2 In 
Chile, the absence of an employer contribution is increasingly seen 
as a critical flaw keeping contributions too low. In Mexico projec-
tions of the replacement of salary rate offered by the defined con-
tribution pillar are meagre: 25 per cent for average earners is not 
enough given an attenuated first pillar. In Hong Kong, the absence 
of state pensions places a huge burden on a fragmented defined con-
tribution system. The US does have first pillar pensions paid for via 
social security contributions and from the social security trust fund. 
But the latter is projected to be exhausted by 2034. This scenario 
brings into starker focus the need for higher across-the-board work-
place defined contribution replacement rates. Singapore has much 
higher contributions, but housing and healthcare costs are liable 
for payment from within an individual’s Central Provident Fund 
account. Mexico also has a separate housing fund, which is a call on 
contributions which might otherwise go into pensions. As already 
noted, generous first pillar pensions in New Zealand, Ireland and 
Denmark boost overall adequacy. 

Every system, except Denmark’s, faces sustainability challenges. 
Demographics are problematic (less so for Mexico and Chile) and 
the policy tools available to manage old age dependency ratios are 
well known: higher fertility rates, increasing immigration, expanded 
labour market participation among older workers, higher productiv-
ity and the raising of entitlement ages. Hong Kong and Singapore 
are projected to become among the fastest-ageing societies in the 
world.
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A wider problem is investment returns. Return expectations 
have fallen in the post-financial crisis world of quantitative eas-
ing, and, perhaps, secular stagnation. Some see a perfect storm 
brewing. Mohammad El-Erian warns of desperate pension fund 
managers going up the risk curve in the search for yield. A recent 
survey of institutional investors found 75 per cent agreeing that 
investors “might be taking on too much risk in pursuit of yield”, 
with 67 per cent citing a low-yield environment as the biggest risk 
management issue.3 El-Erian’s fear of pension scheme members 
“increasingly being exposed to the threat of losses that cannot be 
recoupled quickly” seems plausible.4 

Yet there are reasons to take a more positive view. Volatility 
is not risk, or should not be so, for long-term investors like pen-
sion schemes. Volatility matters both for older workers for whom 
regular contributions and time are limited and for retirees drawing 
an income from investments who face the sequence-of-returns risk 
of crystallising losses. Otherwise, notes a long-term observer of the 
institutional pensions scene, “the dominant risk [for savers] is the 
absence of sustainable long-term return compounding – that is, pos-
sessing cash flows (such as dividend payments) that are not sustain-
able beyond the short term.”5 

QE has almost certainly distorted the price of money by pushing 
down interest rates, thereby invalidating traditional measures of 
value. Put another way, equities are over-priced. But the larger point 
remains. Unilaterally reducing risk-taking and lowering expected 
returns to the risk-free rate is surely not necessary for long-term, 
sophisticated pension fund investors.6 Such schemes which possess 
secure cash flows from contributions, are focused on the long-term 
compounding of assets, have the ability to analyse information 
acutely, and which avoid over-trading have a genuine advantage 
over others in the market.

From this perspective, the active-passive debate is a distraction. 
Pension schemes balance the two approaches depending on risk bud-
get, investing environment, and long-term objectives. To generate 
market-beating returns when they need to do so, pension schemes 
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take active exposures in emerging, small cap, fixed income, prop-
erty and private markets. Equally, a passive investment approach 
will be adopted in markets (often large-cap developed) and at times 
(de-risking) when appropriate. 

Accepting this framework, the challenge for second pillar pen-
sion funds is to scale up. Size is a necessary condition for success, 
to the extent that it makes the accruing of expertise more feasible. 
Expertise, in turn, offers schemes the possibility of bringing down 
the costs of intermediation whether by driving harder bargains with 
external managers, or taking investment functions in-house. In pri-
vate markets, which are currently receiving a giant wave of pension 
fund money, this is particularly notable. Harnessing the illiquidity 
premium is increasingly an objective of pension schemes, but pri-
vate markets are complex and increasingly costly to access. Funds 
large enough and expert enough to invest directly, and/or to ensure 
that their external mandates are appropriately priced with scale dis-
counts, can expect better returns over the long term. To quote Ashby 
Monk: “They aren’t managing their assets just to minimise fees; 
they are minimising fees to maximise returns.”7

The ‘Canadian model’ currently leads the field in these respects. Orig-
inating with Ontario teachers’ pension plan, and subsequently adopted 
by the Canada Pension Plan Investment Board, the Canadian approach 
emphasises the importance of governance as the sine qua non of suc-
cessfully scaling up in assets and expertise. A clear sense of purpose, the 
absence of political interference, and remuneration structures flexible 
enough to attract talent in-house are the prerequisites of Canadian-style 
good governance. In terms of investment approach, large allocations to 
private markets characterise the Canadian mega schemes.

To a greater or lesser extent this model of governance and 
investment style has gone global. It informs the approach of ATP 
(the government-backed national pillar two scheme in Denmark), 
New Zealand’s Superannuation Fund (an SWF-style buffer fund, 
the objective of which is to defray the long-term costs of an age-
ing population), as well as second pillar schemes in Australia, 
the Netherlands, and Sweden’s national buffer funds.8 Pressure is 
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growing on the biggest fund in the world – Norway’s Government 
Pension Fund Global – to follow suit. Run from inside the Finance 
Ministry, with parliament asserting its right to set strategy, the fund 
lacks autonomy from day-to-day politics. It also, perhaps, needs to 
upgrade its investment expertise. While its close neighbour ATP, 
for example, invests on a risk factor basis across hedging (utilising 
derivatives) and growth portfolios (with a heavy exposure to private 
markets), Norway’s Government Pension Fund Global invests in a 
much more traditional portfolio of equities and bonds. It is, however, 
a world leader in ESG-focused investing.

To end where we started: our review of eight defined contribution-
focused systems illuminates the diversity of provision which exists 
across the world. Strengths and weaknesses vary, but second pillar 
systems which demonstrate scale provision are more likely to have 
long-term successful investment strategies, lower costs and charges, 
better transparency, and high-quality independent governance. As 
the industry’s house journal Investment and Pensions Europe noted 
recently of the UK: “The true issue is one of scale. Large and well-
resourced institutional investors are the ones best placed to serve 
their beneficiaries’ interests by eradicating the market inefficiencies 
highlighted by the FCA [regulator’s market study].”9

Notes
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Research/DC/Retirement-Income-Adequacy.aspx.
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