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COMMENTS ON THE PAY-OUT PHASE
OF FUNDED PENSION SYSTEMS

JIRI RUSNOK1

Increase of longevity in the region of CEE

Countries in Central Eastern Europe (thereinafter CEE) have
experienced in the second half of the last century certain increase
of longevity. Projections for the future are equally optimistic, and
significant further increases in life expectancy are foreseen (see
Figure N° 1).

Figure Nº 1
LIFE EXPECTANCY AT BIRTH
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Source: Prepared by the author.
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A majority of people in CEE are already enjoying pension benefits
over a long period of time and the situation will not change in the
future (see Figure N° 2). Moreover, since both the statutory
retirement age and the real retirement age rather stagnated over the
last decades, greater life expectancy means that the number of
years spent in retirement will increase in the future.

Figure Nº 2
LIFE EXPECTANCY AT RETIREMENT (SET AT 62 YEARS)

Source: Prepared by the author.

So people will live longer, the quality of their life will be
higher, and the number of years in retirement will also grow.
But this means that their expectations about the future will also
grow. The problem is that the gap between real financial
reserves of the future retirees and their expectations seems to
be increasing.

Financial implications of ageing

The grow in life expectancies has several specific financial
implications. These especially manifest in pensions and in health
care/long term care. In pensions specifically, we observe the
following trends and challenges.



Jiri Rusnok / Comments on the pay-out phase of funded pension systems

207

First, given current and future demographics, PAYG state pensions
are no longer affordable. In many countries of the region the
current level of social contribution rates is already very high. It
represents usually between 25 – 30 % of gross payroll. The ratio
between contributors and beneficiaries is roughly 2:1. So the
average replacement rate for old-age pension could be about 50%
– 60%. After the next 40 – 45 years the ratio of contributors to
pensioners will get down sharply at a level of roughly 1:1. So the
replacement rate with the same contribution rate will have to be
decreased by half, to approximately 25%– 30% of the average
salary. With no reforms the real relative value of the pension
benefit from the PYG systems will then need to be cut back
significantly.

Second, defined benefit pension arrangements are under pressure.
Due to the increased longevity and the constant effort to use as
much as possible the human resources effectively, DB schemes are
more and more under the pressure from pension schemes sponsors
(see Table N° 1 and Figure N° 3).

Third, during last two decades in many countries we have
observed a clear trend to move from public to private provision of
goods and services. This has been the case mainly in emerging
markets in CEE and in LA, but also in many most developed
countries (i.e. Sweden).

In the area of pension policy the manifestation of this trend is an
increased cooperation between public and private sector. For
instance, in Poland, Hungary or Slovakia the new pension
legislation assumes that pensions in the pay out phase will be fully
provided by private life insurance institutions.

Fourth, in health care area the implications of ageing would be
even more visible and painful, eventually because free access
and equal treatment in this specific area are deeply rooted in the
mind of the citizens (at least across the CEE region). In this area
we should expect to see: (i) Increased costs of care, especially
for senior citizens; (ii) Development of special product and
service packages for senior citizens; (iii) Increased role for
private sector.
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Source: OECD, Global Pension Statistics, various and OECD staff estimates.

Table Nº 1
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Figure Nº 3
IMPORTANCE OF PENSION FUNDS IN THE ECONOMY, 2005

IN PERCENT OF GDP

Source: OECD, Global Pension Statistics.

Innovation needed in build-up phase

Social security has not been out of the worldwide trend from DB
to DC pension plans. So, during the last years many emerging
economies (mostly in CEE and Latin America) have introduce
mandatory funded pension programs based on personal savings
accounts. In the CEE region this has happened in almost all
countries, with exception of the Czech Republic and Slovenia. The
last attempt we are observing now is in Romania.

Some countries have also introduced notional DC (NDC) accounts
to reform their previous state run dominant first pillar schemes
(i.e., Poland. Latvia).

The search for an efficient solution for the dilemma between
pension programs which offer higher security (but are costlier) and
pension programs which are cheaper (but which offer less security
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at retirement) is leading now to the assessment of different
alternatives, such as “hybrid” pension programs ( DB to certain
level, DC on top) and collective DC pension programs (which
share risks and returns among all participants).

In funded pension systems, a different but very important trend is
the shift from prevailing bond investments to investments in a
worldwide portfolio with many asset classes.

The growing use of life-cycle investments strategies by pension
portfolio managers is also a remarkable development. The
objective of this concept is to reach a balance between
participants who want freedom to invest and pension provider
who has duty to provide care. Life cycle investment concepts
balance the risk over the entire build-up phase, through more
equities in initial phase, more fixed-interest instruments in later
phase, and reduced risk and more protection as the pension date
approaches (see Figure N° 4).

Figure Nº 4
LIFE CYCLE FUND BALANCES RISK OVER ENTIRE BUILD-UP PHASE

Source: Prepared by the author.
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Pay-out options in funded schemes

Many reformist countries have not yet paid enough attention to the
pay-out phase of their funded pension programs. Moreover, even
in traditional occupational schemes in developed countries, often
providers do not give the necessary attention to the retirement
phase.

For example, Poland which introduced a reform based in a first
pillar NDC program and a fully funded second pillar, until today
does not issue all regulations for the pay-out phase, although
according to the current law first benefits from the second pillar
should start to be paid already in 2009 (10 years since the start of
the reform). Hungary, Slovakia and other reformist countries are in
a similar situation.

There are different ways to get pensions in a funded defined
contribution pension scheme. Many countries still have the lump
sum option. This means that pensioners can take their balances in
one payment. However, in this case there is no certainty that the
beneficiary will actually use the money to finance a pension. In
fact, evidence shows that lump sum payments are often used for
other purposes than generating retirement income.

Programmed withdrawals also provide regular benefits over the
estimated lifespan of the worker, and so could also be an option
for pension programs.

Some countries allow early withdrawal of retirement savings. This
provision is not consistent with the objectives of a mandatory or
quasi-mandatory pension scheme. However, it could be a good
way for individuals to deal with increasing statutory retirement
age in the context of supplementary (Third Pillar) pension
programs.

Annuities which provide regular income over entire retirement
period are also an option. In fact, because of their characteristics,
they could be the alternative which is most consistent with the
goals of retirement savings´ schemes. This is particularly true for
mandatory or quasi-mandatory arrangements. In particular,
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(i) Annuities are good instruments to provide life-long income
stream.

(ii) From the perspective of the objectives of the pension system,
regular annuity payments are preferred over lump sum
payments.

However, there are some challenges to the development of
annuities markets:

(i) Initial capital base is often low.
(ii) Often lack of reliable mortality data.
(iii) Capital markets initially underdeveloped: lack of sufficient

long-term investment instruments.

And of course, there are some relevant questions regarding the
regulation of annuities. For example, who should pay-out the
annuities? (a centralized institution, pension funds or life insurers?).
With their expertise in covering risks and offering guarantees,
proving annuities is a natural role for life insurers, but eventually
the regulatory framework of this industry will need to be improved
to allow for an efficient annuities market to develop. What kind of
life expectancy tables should be used: unisex of gender specific
tables? What kind of supervisory model should be adopted?

Challenges to regulation of pay-out phase

The growing volume of assets collected; the increased life
expectancies at retirement age; and the volatility of capital
markets, are all issues which raise some questions about the pay-
out phase in funded pension systems.

Will life-long guaranteed pension benefits be sustainable? People
live longer and want to actively enjoy a good pension. Since in
many countries pay out is insufficient to provide adequate
retirement income, more active management of accumulated
pension capital is needed to generate sustainable and adequate
retirement income.

Pension programs (and, in particular, pension rules) should also
become more flexible, because of the rapidly changing
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characteristics of labor markets. More and more people works
relatively long periods during their productive years on the basis
of part-time contract (see Figure N° 5), and changes employment
(and employer) more often. At the same time many older
employees would like to continue to work at least on part-time
basis also after they achieved their official retirement age.
Portability of pension rights, shorter vesting periods, and flexible
pension rules are needed to face this new reality. In short,
solutions to the pension problem must give at least some freedom
to workers to adjust the pension program to their reality and
preferences.

In any case, a life-long pension will definitely remain the main
instrument to assure the appropriate stream of income for
retirement. However, because of extended lifespan and more
volatile labor markets, guarantees over the level of retirement
income are becoming more and more expensive. Because of this,
the pressure to shift from DB to DC schemes will continue and we
should probably expect that re-negotiation of benefits will occur
more frequently than it has been the case so far.

Figure Nº 5
FROM FULL-TIME WORK VIA PART-TIME WORK/PENSION

TO FULL PENSION

As they reach maturity, a rapid growth of the size of the funded
pensions market should also be expected by reformist countries.
This development will present an important challenge to the
regulators, supervisors and providers of pensions. In particular,
from the perspective of the pension industry, it will be crucial to

Source: Prepared by the author.
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satisfy the needs of pensioners, volume is critical both in asset
management business and in the pension services industry, so
tough competition for clients should be expected.

Financial industry and pensions

Advisors and financial services providers are accustomed to
accumulating wealth rather than distributing it. And financial
services companies want to hold assets as long as possible;
customers want to consume their assets over time.

In face of a rapid growth in the demand for funded pensions, the
financial industry must fully understand the problems of providing
income for life and offer appropriate recommendations to its
clients. The focus of the work should be in the development of
products that facilitate careful de-accumulation of savings during
retirement, along with insurance vehicles that address health-care
issues. At the same time, the industry should place an emphasis on
compliance, transparency, an dissemination of simple and
straightforward information about the pension products. The
industry and the supervisors should also make a joint effort to
improve the “financial and pension education” of workers, since
this is the way to increase the probability they will make the right
retirement decisions.

Life insurance, long-term care, estate planning, equities, fixed
income and annuities must be woven into a roadmap that can be
adjusted if client circumstances change.

Final remarks

There are five important concluding remarks:

1) Life cycle investment concepts balance risk and return over
the entire contract period.

2) The pay-out phase of pensions needs more attention.
3) Annuities are the preferred vehicle to generate regular lifelong

retirement income.
4) More active investment management of accumulated

retirement capital is needed.
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Figure Nº 6

5) Cooperation of all stakeholders and deployment of their
specific strengths is essential to offer people sustainable, life-
long retirement income (see Figure N° 6).

Source: Prepared by the author.




