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DESIGN ALTERNATIVES FOR SOCIAL
PENSION PROGRAMS

ROBERT PALACIOS1

Let me thank Guillermo Arthur from FIAP and also the
Association of Bulgarian Pension Funds for inviting me to
participate in this important Conference.

I will be speaking today on “Social Pensions”, which I will define
as non contributory cash transfers for the elderly. I will discuss
different types of designs of social pensions and how they relate to
the pensions paid out by contributory and funded pension
schemes.

My talk will be divided into roughly four parts. First I will argue
that social pensions are an important issue, because of a relevant
coverage gap of contributory pension systems. Then I will
discuss the role that social pensions play today. In the third part
of my presentation I will analyze some aspects of the design of
social pensions. Finally I will make some remarks on the future
role of social pensions, trying to think of these non contributory
pensions in an integrated fashion, taking into account the
contributory schemes and how they are going to evolve in the
future.
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The coverage gap

This presentation is motivated by the fact that there is a “pension
coverage gap” in the world. Almost all countries mandate pension
coverage for formal sector workers; however after many decades
of operation of contributory pensions systems, we find that in
many countries pension coverage has not increased. In one of
yesterday’s presentations, Augusto Iglesias argued that the
mandate to participate in contributory pension systems was very
difficult to enforce over informal workers and so, that coverage of
these systems depended not so much on their characteristics but on
the composition of labor force. I should add that for other certain
groups of workers, particularly very low income workers in poor
countries, mandatory savings for retirement may not make sense.

Although there is very little evidence that coverage is affected by
the nature of the pension scheme (i.e. whether it’s funded or not),
there is however a strong correlation of coverage with income per
capita. Figure 1 summarizes the most recent data we have collected
at the World Bank on this issue. On the left hand you’ll see a scatter
plot which shows that there is a positive correlation between the
ratio of contributors to labour force and per capita income. Although
there are outliers in that arrangement, no low income countries and
no middle income countries have universal coverage.

Figure 1
THE LONG RUN “COVERAGE GAP”

The global coverage/income pattern suggests that it will take a long time for
coverage rates to rise in developing countries

Source: Prepared by the author.
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On the right hand side of the figure is a fitted regression line
which shows the relationship between income per capita and
coverage (which also takes into account a “dummy variable” for
transitional socialist economies, since Eastern Europe and former
Soviet Union economies tend to have coverage rates roughly 16
percentage points higher than other countries with the same
income level. However, in these transitional socialist economies
those coverage rates have fallen from - I may say- artificially high
levels to where they would be predicted to be now by their income
levels).

Using this result we can guess pretty well what is going to be the
coverage level in a country, only by knowing what’s its income per
capita. So, in most countries it is going to take a very long time
(depending on their growth rates) to achieve universal coverage of
contributory pension schemes.

Other thing that we know is that coverage is also related to income
distribution: the lower part of the income distribution has less
coverage than the upper part of the income distribution. In Figure
2 the situation of three countries is presented. Although their
overall coverage rates are different, in all three cases the lower
income quintiles have lower coverage rates than the richer
quintiles.

In summary, coverage is lower in low income countries and,
within a country, it’s lower among the lower income people. These
are facts we should think about.

Policy options for dealing with the coverage gap

To solve the coverage gap problem one approach, which has been
tried for the last forty years or so, is to find ways to expand the
coverage of the existing contributory pension schemes. Possible
solutions include changes in the design of the systems to reduce
costs and improve benefits, and also changes in labor market rules
to incentive participation in the formal sector. However, although
these things can be done (and should be done), experience shows
that they are going to have a marginal impact on the overall
coverage rate.
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A different approach is to set up parallel contributory schemes
designed specifically for informal sector workers. This is a path
that we have seen in Latin America and some other regions of the
world. For example, Mexico has a programme that subsidise
voluntary pension contributions of informal sector workers with a
matching contribution.

There is a third approach to deal with the coverage gap, that I will
discuss today, which is to introduce or expand non contributory -or
social- pension programs.

The Role of Social Pensions

In a recent paper which I co-authored, a wide variety of social
pension programs are described. One relevant dimension of these

Figure 2
THE LONG RUN COVERAGE GAP

We also know that coverage rises with income within countries

Source: Prepared by the author.
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programs is their size. There are very large social pension
programmes, like those in South Africa or New Zealand which a
pay a substantial benefit to almost all of the elderly population,
and there are also very small means tested programmes, like the
one of the United States that only pays a small benefit to 1% of the
elderly population.

Are large social pension programmes an option for developing
countries?. Proponents of social pension schemes say that this is
the only way to deal with the coverage gap in the short term,
because it is the only instrument that can be used to pay the
current elderly -or people that are soon to be elderly- some kind of
pension. There is some true in this assertion. To expand or to set
up a contributory pension scheme takes a long time. Moreover,
these systems also need a long time to mature; for example, in a
defined contributory pension scheme, years of contributions are
needed in order to accumulate savings which could finance
reasonable pensions.

However, one problem is that introducing or expanding social
pension schemes can have important fiscal costs and so there are
fiscal trade offs involved. If pensions are going to be paid straight
from the public budget, this will come at the expense of other
programmes. Also, there’s the issue of distortions (on personal
savings and labor market participation decisions) that may arise
from giving people this kind of cash transfer. Unfortunately, there
hasn’t been enough research to show what kind of behavioural
effects these types of social pension schemes have. So, the
literature provides very limited guidance for what policy makers
need to deal with.

The size of social pension programs

To measure the size of social pension schemes we created an index
which results from multiplying the ratio of the social pension
benefit to the income per capita, times the ratio of social pension
beneficiaries to the number of elderly in the country. So, if all the
elderly in the country receive a social pension equal to 100% of
income per capita, this index would give you 1 or 100% (see
Figure 3).
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Figure 3
SOCIAL PENSIONS - THEIR ROLE TODAY

Results shows that a handful of countries have social pension
programs of a large size. South Africa, Mauritius, Bolivia,
Namibia and Brazil are the most remarkable cases. But there are
also many other countries that, to close the coverage gap, are now
considering using social pensions as a main feature of their
respective pension systems. India is one example. In Chile the
social pension has been increased quite dramatically. Kenya is
planning to introduce a social pension program.

Design of a social pension program

Once the decision to introduce a social pension program (or to
expand and existing one) has been taken, the parameters of the
respective program need to be looked at carefully. I will make
some comments about three of the most critical of these
parameters: eligibility ages, benefit levels, and income tests.

Source: Prepared by the author.
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Eligibility Age

From the perspective of economic productivity and health, ages
have very different implications in different countries. Age 60 in
Senegal is very different from age 60 in Bulgaria, which is very
different from age 60 in the United States. In fact, there is ample
evidence of a positive relationship between life expectancy at age
60 and income per capita (see Figure 4).

So, if social pension are going to be paid conditional to a
permanent decline in productivity during life cycle, then the age at
which payments should start should be different in different
countries depending on the respective health status and the
productivity status of old people. This means that there is a case
for poor countries to have lower social pension eligibility ages,
which reflects the fact that being aged 60 there is a much more
difficult economic situation than it is, being 60 in a developed
country.

Other factor that must be taken into account when deciding about
eligibility ages for social pensions, is the age of eligibility in the
contributory pension scheme. Although both ages should be
coordinated, it happens that in many countries retirement ages in
the contributory pension systems are still set at their levels of
many years ago, even though life expectancy has been increasing
fast. In fact, what we observe is a clustering of retirement ages in
contributory schemes that is explained very little by the life
expectancy in those countries (see Figure 5)2. Since the objective
of social pensions is to help people that have declining
productivity and would become poor without this benefit,
eligibility age should depend on this condition happening, which
may be at an age different from the legal pension age of the
contributory pension system.

2 An increasing number of countries are introducing this kind of link by the way of
adopting defined contribution pension schemes. If you allow for actually fair annuities
to be determined, then the retirement age is effectively indexed to life expectancy.
Also, some countries with pay as you go contributory pension schemes, are linking
retirement age to life expectancy.
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Lastly, eligibility ages of both kinds of pension programs can be
flexible as long as benefits are adjusted in an actuarially fair
proportion. This means that the amount of the benefit should be

Figure 4
PARAMETERS - ELIGIBILITY AGE

Source: Prepared by the author.

Figure 5
PARAMETERS - ELIGILITY AGE

Source: Prepared by the author.
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adjusted depending of the age at which it starts to be received. If,
in example, eligibility age for the social pension is set at 65, a
person could start to receive benefit at 60 as long it’s reduced in
actuarially fair reduced; or a person could decide to start receiving
the benefit at 67, but this will be increased in an actuarially fair
proportion. The same condition should also apply for contributory
pension schemes (in fact, a funded defined contribution pension
scheme has this characteristic).

Benefit Levels

The benefit level of the social pension program should be set
looking at this program in conjunction with what are the benefit
levels expected from the contributory pension scheme.

Recently Edward Whitehouse (OECD) has produced a set of
comparable replacement schedules for the different components of
the pension systems in several countries, which helps us to think
more clearly about what are the objectives of the pension systems.

Figure 6
PARAMETERS - BENEFIT LEVELS

Benefit level should be designed with both contributory and social pension
components integrated into objectives

Source: Prepared by the author.
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In Figure 6 you can see total replacement rate (pensions/wages)
according to the income level of the worker in two different
countries, Australia and Denmark. For example, an average wage
worker in Australia –this is a person who during his entire career
has had the average wage– has a total replacement rate somewhere
around 48%, while a worker with a wage 50% of the average has a
total replacement wage of 80% (the same worker in Denmark
would have a replacement rate of almost 100%). From the graph
we can also see what portion of the total pension comes from the
contributory scheme and what portion comes from the social
pension scheme.

Using this kind of measures, which shows the impact of every
component of a pension system, policy makers can better decide
on the objective of the social pension.

Income Tests

Although social pensions are not intended to help the rich, it turns
out that a number of countries actually pay this pension to every
resident at age 60 or 65. Examples include New Zealand,
Mauritius, Botswana and Brunei.

Brunei (which is a very small country) is an interesting case since
the Sultan of Brunei, being one of the richest men in the world,
has the right to receive an universal flat benefit from the social
pension scheme.

One argument in favour of “universal pensions” is that it is
administratively simpler to pay a flat benefit to everybody
reaching certain age, than to go out and figure out people’s
incomes (and pay the benefit only to the poorer ones). Of course,
the other side of the coin is that more people will receive the
benefit (and this costs money) and the redistributive impact of the
program will be weaker.

In New Zealand, where they pay universal pensions to everyone
aged 60 and above, this can be dealt with through the income tax
system because they have a broad income tax and so they claw
back some of that money through progressive income tax. But
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most low and middle income countries have very weak income tax
systems and do not capture most of the population in their
schemes.

An alternative is introducing an offset to the amount of the
pension depending on the income level of the individual. However,
for similar reasons, it may be very difficult to assess people’s
incomes, which makes this solution very difficult to implement.

Another alternative which is being tried in a number of places is a
pension test, which is easier to administer. Under this scheme the
amount of the social pension is reduced in some proportion of the
contributory pension (or other pensions) received by the
individual. Since contributory pensions are much more easy to
identify, this kind of scheme looks easier to implement. However,
they also face two problems. The first is that by ignoring the non
pension income, social pensions will not be delivered only to the
groups of the population that are the main objective of the
program. The second is that it could reduce the incentives to pay
contributions to the contributory scheme.

We know that people’s retirement behaviour is affected to a certain
extent by how much the extra dollar that they work for is taxed at
retirement. So, targeting is a desirable characteristic of a social
pension program since it helps to keep tax rates at a lower level.
Valdes-Prieto shows that optimum income tax policy is consistent
with having a declining marginal tax on income for more
productive workers, and targeting allows it to happen. On the
contrary, if everyone receives universal flat benefits, more taxes
will be necessary to pay for them.

A recent example of a “pension test” for targeting social pensions,
is the recent proposal for a new “solidarity pension” in Chile.
Figure 7 summarizes how the proposed scheme would work. Area
2 area shows the contributory scheme replacement rate; area 1
shows the “solidarity pension”. At the lowest end of the income,
“solidarity pension” makes most of total pension; as the level of
the contributory pension rises, the amount of the “solidarity
pension” is reduced; and at some level of the contributory pension,
the “solidarity pension” becomes zero. So, there will be people
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which only receives a “solidarity pension”; other which will
receive a reduced “solidarity pension” plus a contributory pension;
and some that will receive only contributory pensions (both
mandatory and voluntary).

It can be seen that the proposed system results in lower marginal
tax rate at higher contributory pension levels. According to theory
this is an efficient design.

Figure 7
CHILEAN SP REFORM

Source: Prepared by the author.

Dynamic Social Pension Policy

I will turn now to the issue of how a social pension program
should be integrated into pension policy.
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Most high income OECD countries have already decided what are
the roles of contributory versus social pensions in their respective
pension systems. However, their decisions have not been the same
in all cases. In example, New Zealand 100 years ago made the
decision to go with a large non contributory social pension
program, which pays a benefit at age 60, financed out of general
revenues. Recently they re-affirmed this decision with 97% of the
population rejecting the idea of introducing a mandatory
contributory pension scheme. Germany, Italy, and the United
States have almost universal coverage, and the policy decisions as
to the roles and relatives sizes of contributory and non
contributory pension programs are also done.

But this is not the case in low and middle income countries which
still have pension systems with low coverage and must decide on
the role of contributory and social pension programs. Some
countries have already started to make these decisions. The
introduction of social pensions in Bolivia, just a decade ago, was a
major change in the overall pension policy of the country. Chile’s
recent decision to expand the social pension program is also a
move in this direction. However, and as we said, for the majority
of these countries this is an issue which has not been solved.

I want to argue that optimal decisions about the role and size of
contributory and non-contributory pension programs depend on
initial conditions, and that social pension policy should adapt over
time as the contributory pension scheme develops. To illustrate
this idea I will start by dividing the world into four groups of
countries (see Figure 8):

(i) Low income countries (LIC’s). They have below U$ 4.500
income per capita, with about 17% coverage, and are young
countries (as measured by the ratio of young people to old people).

(ii) Middle income countries (MIC’s). They are slightly older
countries and have higher coverage rates (on average, about 50%).

(iii) High income countries (HIC’s). They have high coverage rates
(90%), an income per capita greater than U$ 15.000, and a penson
policy which is in steady state.
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(iv) Transition Socialist Economies (TSE’s). I place them in a
different category for reasons that I will explain in a moment.
There’s a very wide range of TSE’s in terms of income levels,
coverage, and of the initial conditions. What they have in common
is that their coverage rates, which were very high in the past, are
now falling. So, in most cases they have gone from universal
coverage to partial coverage.

Figure 8
INITIAL CONDITIONS AND DYNAMIC SP POLICY

We focus on three stylized cases to see general policy implications
of different SP policies

Country types PPP$YCAP Coverage ratio Ratio 20-59/60+
population

LIC

MIC

HIC

TSE

>4500

4500 - 15,000

15,000+

2000 - 20,000

7.6

6.3

3.4

3.7

17%

51%

90%

66%

Source: Prepared by the author.

Now we will simulate different social pension policy choices.
Only the case of low income countries will be developed. For
these countries we have four alternatives (or cases).

The first case implies a decision to shift completely into a social
pension program (see Figure 9). We will assume that this program will
pay a universal benefit equal to 40% of the income per capita (this
would be a program similar to what is currently done in New Zealand).

In the second case a contributory pension system exists together with
the social pension program. A pension test will also exists, such that for
every dollar of contributory pension that a person receives, one dollar is
taken away from his/her social pension. The target replacement rate of
40% of income per capita still holds (see Figure 10).
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Figure 9
RESULTS FOR LIC

In the first year, there is only the universal pension... in case 1,
this remains the long term policy

Source: Prepared by the author.

Figure 10
RESULTS FOR LIC

In case 2, we apply a 100% pension test and introduce the DC
scheme so that at maturation it looks like this

Source: Prepared by the author.

In the third case a contributory pension system also exists together
with the social pension program, but the pension test takes away
only 50% of the social pension for every dollar coming from the
contributory program (see Figure 11).
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In case four (Figure 12), again a contributory and a social pension
program exists, but the social pension program focuses on absolute
poverty rather than relative poverty, so social pension is indexed
to prices rather than wages (or income).

Figure 11
RESULTS FOR LIC

In long run cost of the SP is significantly lower due to DC scheme

Source: Prepared by the author.

Figure 12
RESULTS FOR LIC

In case 4, the objective is absolute poverty, so the CPI indexed
SP declines relative to incomes

Source: Prepared by the author.
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In cases two, three and four, by introducing a contributory
pension scheme the burden on the social pension on the budget is
reduced. Moreover, the contributory pension scheme expands
gradually in terms of coverage over the next 60 years along with
income per capita growth (this is based on the observed
relationship between income per capita and coverage that was
presented earlier).

In the first year of the introduction of the social pension program,
that is the only pension. So, all income for retirees is coming from
a universal pension equal to 40% of per capita income. Of course,
the flat universal benefit represents a much higher proportion of
income for a low income person compared to a high income
person, so the replacement rate for the individual is much higher at
lower income levels.

If, afterwards, we introduce a defined contribution scheme and we
start to offset the social pension with the defined pension scheme
benefit, the picture will start to look more like the Chilean new
proposal. A gradual reduction in the social pension will be
observed until this benefit is completely offset (case two). In this
case the marginal replacement rate is increasing with income,
which is a desirable result.

The pension offset allows us to reduce the costs of the social
pension and while the target is still met, it is with a different
composition of the total pension income. Some of it comes from
the social pension and some of it comes from the DC scheme 40
years from now, when it matures.

If you only have the social pension as your only instrument, you
are spending over time, something over 9% of GDP over the long
run. In this case, you only have social pension covering
everything, while in the latter case you have the offset from the
contributory pension, so obviously, you will save a lot of money
fiscally, if you force people to save for themselves. That is what
the Figure 11 shows.

In the fourth case, the policy focused only on “absolute poverty”.
This means that the concern is to make sure that pensioners will
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get enough income to buy a certain minimum basket of goods. For
example, Kosovo has a universal flat pension which is indexed to
the CPI for a basket of goods.

In this case the social pension declines relative to average income,
which means that the amount of the total replacement rate that’s
coming from the social pension will be very small after 40 years.
So, when the contributory scheme matures, and the social pension
scheme has been indexed with prices, you end up with a fairly
small role for the social pension program.

This is what we refer to when we speak about a “dynamic policy”.
As the contributory pension scheme matures and expands its
coverage, it takes on a greater role in the overall pension system
lifting the burden from the public budget. As it can be seen the
fourth case is the cheapest option from the public budget
perspective (see Figure 13).

What would be the results of this kind of simulation for the case of
middle income countries (MICs)?. Of course the graphs will look
different since MICs have higher initial coverage rates, and they
are older demographically. These two effects are offset one
another from a cost perspective.

A MIC like Chile, for example, will have an older demographic
structure than the low income countries. That increases the cost of
the social pension but, on the other hand, they coverage of the
contributory scheme will be higher. If a pension test and the
respective offset is used, more money will be saved. MICs will
reach the results reported for low income countries in 30 instead of
60 years.

The same is true for the TSE’s, except that in this case there is a
special pattern. For example, Hungarians are now seriously
considering introducing some kind of social pension. The reason is
that there has been a decline in coverage of the contributory
pension program, which was close to 100% in the past, to maybe
60% in the near future. However, in 30 years from now coverage
could be back up to 100%. That’s a very typical process
phenomenon that we see in the TSE’s.
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Figure 13
RESULTS FOR LIC

Case 4 has lowest long run fiscal cost

Case 2 Case 4

So, I think that in these countries social pension policy should be
designed to bridge what was the high coverage contributory
scheme in the past with what eventually will be a high coverage
contributory scheme in the future. But you have to design it with
that in mind. There is this set of cohorts that will not have the
contributory pension and coverage that was there in the past.

Conclusions

There is increasing pressure in many countries to introduce or
expand their social pensions programs. This is mainly due to the
persistently low coverage of contributory schemes, funded or not.
 I would estimate that two thirds of the global work force are not
covered by contributory pension schemes.

Social pensions are an answer to this problem. But the design of
social pensions programs must be carefully done.

In particular, the critical parameters of the program must be decided
taking into consideration their impact on incentives and the public
budget. Also, the interactions of the social pension program with the
contributory schemes should be carefully assessed.

Source: Prepared by the author.
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Targeting of social pensions seems necessary in most cases. We
think that, for many countries, pension tests are probably the most
practical way of targeting social pensions and for controlling
costs, simply because in many cases the income tax net is not wide
enough and not efficient enough.

We also think that a dynamic pension policy is most appropriate.
Pension policy should look towards the future and bring into the
decision making process an image of how things will look 30 or
more years from now.

Finally, policy makers should not forget that initial conditions do
matter. There will be different “optimal” combinations of social
pensions and contributory pensions, depending on how old
demographically the country is and how wide the contributory
scheme coverage is at the moment of deciding the structure of the
pension system.




