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Key Messages
[¶] References are to paragraphs.

• Although South Asian countries are still relatively young
demographically, their problems of aging populations
are likely to be compounded by two factors based on
current demographic and economic projections. First,
they are likely to acquire ‘old’ demographic profiles
at much lower levels of per capita income than the
developed industrial countries. Second, they will have
to deal with large numbers of aged persons in abso-
lute terms. For example, In India, while the total popu-
lation is expected to rise by 49 per cent between 1991
and 2026, the number of the elderly is expected to in-
crease by 107 per cent, and by the year 2026, the aged
will number 179 million, making up about 13.3 per cent
of the expected population of 1,331 million. [¶ 5]

• The high proportion of elderly and the rapid pace of
aging will thus require new and adequate forms of
support for the aged and will put pressure on existing
pension systems. Social security systems must be de-
signed to provide socially adequate and equitable re-
tirement protection, while simultaneously minimizing
adverse effects on economic efficiency, incentives, and
international competitiveness. [¶ 4, 7]

• The lack of an adequate social security system affects not
just the elderly but reduces the quality of life for the
young as well. Governments have an inescapable respon-
sibility for social security. With traditional or village fam-
ily support becoming less important for providing old age
support, there is a need to emphasize further the impor-
tance of better pension schemes with more coverage . [¶ 9]

• All South Asian countries primarily rely on unfunded,
defined benefit (DB), pay-as-you-go (PAYG) systems as
well as defined contribution (DC), fully funded provi-
dent fund schemes. In most cases, DB-type schemes are
becoming fiscally unsustainable while provident funds
suffer from low rates of return, poor customer ser-
vice, and high withdrawal rates. [¶ 12]

• The global trend in  pension policy is toward more fund-
ing, more private management, more DC, and more individual
responsibility or choice. DC-type schemes allow greater la-
bor market mobility, a key factor in encouraging economic
growth. The poor government record on investment and ser-
vice provision has led to more private management. Simulta-
neously, increasing financial literacy, the failure of sponsors
to keep defined benefit (DB) promises, and low and declin-
ing returns from old schemes have led to a trend toward more
individual responsibility or choice. [¶ 33]
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• In South Asia, some of the problems that pension re-
form will need to address are the presence of workers
in the informal sector who are not covered by formal
pension systems, providing adequate social security
to women who typically have broken work histories,
rampant tax evasion, and the absence of strong capi-
tal markets. [¶ 4, 154]

• While there is no simple, complete and easy solution
to the issue of sequencing of pension reforms, which
may vary from country to country depending on the
starting point, many agree on the following elements:
the need for a long-term perspective when designing
pension policies; downsizing the PAYG system;
strengthening financial markets and requiring financial
reporting, diversification of funds, and competition; in-
vesting in record-keeping information technology; de-
s ign ing  and  implement ing  funded  accounts ;
restructuring the labor market and tax system; and re-
forming the insurance market. [¶ 43, 47, 104]

• Careful design of the pension system’s institutional
structure, i.e. ‘pension governance’, and effective gov-
ernment seem to be the key to successful pension reform.
[¶ 48, 105]

• The role of a pension fiduciary has become increasingly
important in pension governance. The fiduciary must es-
tablish and collect contributions, manage money cost-ef-
fectively, report to stakeholders,  pay benefits
expeditiously, and follow the so-called prudent man rule.
[¶ 51, 52, 53, 56, 106]

• The transition from PAYG un-funded systems to funded
systems involves high transition costs, at least in the
short run, leading to the question of how to pay for these
costs. The cost can be controlled by choosing a proper
speed of transition through appropriate coverage and bal-
ance between the funded and PAYG components, by
scaling down existing PAYG liabilities through paramet-
ric reforms, and by sharing the extra returns to funded
pensions between members and governments. [¶ 17, 63,
64, 67]

• Sound pension fund management requires developing in-
vestment objectives and strategies, and developing an
implementation strategy. Fund managers must keep in
mind the risk/return trade-off and the risk profile of the
subscribers, and must try to limit expenses. [¶ 77, 78, 79,
80, 105]

• Recent developments in the equity market, especially in
India, suggest that the choice of investments should be
left to the investment fund managers, and asset classes,
such as equities, should not be completely excluded from
the range of possible choices. [¶ 72, 73, 74]

• Further reforms of pension and provident funds should
allow them to become capital creating investment ve-
hicles, capable of realizing decent post-retirement living
standards. Fund managers should follow active bond port-
folio management and take a balanced approach between
active and passive fund management. Investment guide-
lines need to be changed, as a first step, to permit greater
flexibility in portfolio management. [¶ 116, 121, 126]

• In South Asia, an issue of increasing importance for pen-
sion funds and government is that of increasing cover-
age by expanding the formal sector, especially in the
face of the declining role of traditional village non-for-
mal arrangements. Here, it is important to distinguish
between active contributors and members, and to not al-
low too many pre-retirement withdrawals. [¶ 154]

• As life expectancies increase in South Asia along with
economic development, annuities will become increas-
ingly important, though so far they have been mainly an
accumulation vehicle, providing a tax-protected way of
saving for retirement. Annuities are a critical element of
privatization plans, and hence the development of an-
nuity markets requires urgent and careful attention. [¶
108, 112]

• In the context of increasing coverage accompanying de-
velopment, administrative costs, governance, and
taxation are central to the design of pension systems.
Administrative costs and charges matter, and require at-
tention early at the design stage of pension policy for-
mulation. In order to keep them low, economies of scale
should be exploited. Competition should be promoted,
both nationally and globally, by eliminating both finan-
cial service industry protection and capital controls.
Regulations and compliance should be kept simple.
Charge disclosure should be regulated, but not charges,
and disclosure must be kept simple and directly compa-
rable. [¶ 129, 131, 133]

• The way in which pensions are treated under the income
tax structure has impacts on savings, investment, and la-
bor supply decisions. Pension tax reform should be done
at the design stage itself. When designing pension taxa-
tion, it is important to consider how other lifetime assets
are taxed, how pension taxation integrates with the over-
all tax system, the simplicity of tax administration and
compliance costs, and how politically robust the tax is.
[¶ 134, 135, 137, 140]

• The best tax is the benefit tax (EET), based on the
income tax, because it takes advantage of the progres-
sive income tax structure in promoting equity, promotes
risk sharing by governments, is administratively con-
venient, and delivers revenue when governments need
it. [¶ 46]
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• In South Asia, civil service reform is essential for fiscal
consolidation and flexibility. The longer reform is delayed,
the more difficult the choices will be. Careful attention
must be paid to the transition phase and to the design and
implementation details, as well as to managing the po-
litical economy. The only sustainable manner of provid-
ing the promised pension benefits to civil servants (and
to private sector employees) is through robust and high
quality economic growth. Civil service pension reform
must be designed to contribute to this outcome. [¶ 141,
145, 146, 149]

• In South Asia, the bulk of the labor force is in the infor-
mal sector. As most people in this sector do not fall within
the purview of the formal social security system, it is im-
portant to look at what social security arrangements they
have, if any; how effective they are, and how they inter-
act with the formal sector. Some amount of innovative
thinking will be required to bring all the informal labor
under an adequate social security net. [¶ 150, 153]

Introduction

1. A conference on Reforming Pension Systems in South
Asia was jointly organized and sponsored by the Asian De-
velopment Bank (ADB) Institute, Colombo Plan Secretariat,
ICICI-Prudential Life Insurance Company Limited, India,
and India Life Pension Services. It consisted of two parts:
Part 1 was a Policy Conference and was conducted from 23
to 25 November 2000 at the Oberoi hotel in New Delhi.
This was aimed at bringing together high-level policymakers,
regulators, and private sector representatives from the South
Asian countries to discuss alternative approaches to pen-
sion reforms in their respective countries. Part 2 was de-
signed as a training workshop for the training of middle- to
senior-level government officials in the theory and practice
of pension reforms. It was aimed at building and strength-
ening capacity in diagnosing weaknesses, in evaluating al-
ternative policy options and in designing and implementing
a feasible program of pension reforms in South Asian coun-
tries. Part 2 was held from 27 November to 2 December
2000 also in Oberoi hotel in New Delhi. Participants from
both parts came from India, Pakistan, Sri Lanka, Nepal,
Bangladesh, Bhutan and Maldives.

2. Resource persons for both parts included experts from
international organisations such as the ADB and the World
Bank, major regional and international research centers, high
level officials from ministries of finance and labor from the
participating countries, and Provident and Pension Fund Com-
missioners. This paper provides a summary of Part 2 of the
Training Workshop. Part 1 of the Policy Conference was pub-
lished as the preceding summary No. 43 in this series.

3. The main topics covered in the Training Workshop in-
clude the following:

• Basic Economics of Social Security

• Alternative Approaches and Global Trends in Pension
System Reforms; Global Lessons for Design and
Implementation of Pension Reforms

• Governance and Regulatory Issues in Pension Fund
Management

• Options and International Experiences of Financing
the Transition from Un-Funded to Pre-Funded Ar-
rangements

• Pension Fund Investment Fundamentals

• Investment Policies and Performance of Provident and
Pension Funds in South Asia

• The Role of Annuities in Retirement Systems

• Pension Reform and Capital Market Development in
India

• Administrative Costs of Public and Private Pension
Systems: Design and International Experiences

• Tax Issues in Pension Reform

• Issues and International Trends in Reforming Civil
Service Pensions

• Introduction to the PROST Model of the World Bank

• Issues in Extending Coverage in the Formal and In-
formal Sectors

• Pension Reform Strategies for the Countries Partici-
pating in the Workshop

4. The Training Workshop was opened by Dr. Christine
Wallich, Director, Infrastructure, Energy and Financial
Sectors Department (West) and Head of the Private Sec-
tor Group, ADB. In her opening remarks, Wallich pointed
out that pension systems reform has presented a big chal-
lenge to governments, the private sector and the donor
agencies. In the developing world, age structure, generous
entitlements, and poor contribution compliance are some of
the problems that need to be looked at. Pay-as-you-go
(PAYG) pension system models, adopted by most South
Asian countries initially, have inherent weaknesses, which
make them unsustainable. In response, many countries out-
side the South Asian region, and perhaps in time countries
in the South Asian region also, are now increasingly adopt-
ing a diversification of pensions and old age security, the
so-called multi-pillar approach that addresses some of these
weaknesses. The three main benefits of the broader approach
are that: (i) the benefits and contributions are more closely
aligned, (ii) there is an acceleration of the development of
financial markets, improving resource allocation in the
economy, and (iii) there is a promotion of savings, which
can spur economic growth, and the portability of pensions,
which can promote labor mobility. She pointed out that pen-
sion reforms need to be customized to each country due to
the diversity of economic and social settings in the South
Asian region, which makes it difficult to adopt a uniform
approach across countries. Tax issues, capital market devel-
opment, relative shares and roles of private and public sec-
tors, and extending pension systems to the informal sector
are some of the issues that need to be looked at. Wallich
urged the participants to focus on the very important issue
of providing social protection for the uncovered aged in the
informal sector, a group which is large in most South Asian
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countries. The formal system is either too costly for them or
is simply not amenable to including them. Informal mecha-
nisms and insurance modalities will probably be needed.

5. By the year 2030, the number of people over 60 years of
age will triple to 1.4 billion from about half a billion in 1990
(from slightly above 9 per cent to around 15 percent of the
world’s population). Most of this growth will take place in
developing countries, over half of it in Asia and more than a
quarter in the People’s Republic of China alone. In India, while
the total population is expected to rise by 49 per cent between
1991 and 2016, the number of aged is expected to increase by
107 per cent, and by the year 2026 the aged will number 179
million, making up about 13.3 per cent of the total population
of 1,331 million.

The Economics of Social Security

6. Professor Mukul Asher, National University of
Singapore, began his presentation on an Overview of the
Economics of Social Security by noting the expected rapid
growth in the aged population in the world and more specifi-
cally in the developing countries and in Asia. Many develop-
ing countries will have an ‘old’ demographic profile at much
lower levels of per capita income than the industrialized coun-
tries. The problem will not just be the level of elderly popula-
tion but also the rapid pace of aging.

7. The objective of social security must be the provision,
on a sustainable basis, of a socially adequate and equitable
retirement protection system, while simultaneously minimiz-
ing adverse effects on economic efficiency, incentives, and
international competitiveness. A social security system will
inevitably involve trade-offs between various social objec-
tives and must address the following issues:

• Redistribution of resources between the elderly and
non-elderly and between the elderly themselves

• Its effect on aggregate savings in the economy, and

• The provision of protection against various risks

8. The financial cost of supporting the retired is a product
of three ratios, namely, total consumption/total national prod-
uct, number of retirees/total population, and average con-
sumption of retirees/average consumption of total
population. Each of these three ratios can be, to some ex-
tent, affected by public policies. However, any policy choice
relating to pensions will inevitably involve tradeoffs and
decisions involving both inter-generational and intra-gen-
erational issues. For example, reducing the average con-
sumption of retirees will reduce the financial cost of
supporting them, but this may come at the expense of other
objectives such as providing an adequate level of retirement
income. Further, even when the share of national income to
be consumed by retirees has been settled, there still remains
the question of allocating that share among the various re-
tirees to ensure that no section amongst them is left without
socially adequate protection, which in turn may have impli-
cations for social cohesion.

9. The lack of an adequate social security system affects
not just the elderly but reduces the quality of life for the
young as well. For example, the existence of poor elderly
without basic healthcare and income support can reduce the
quality of life for the young as well. Further, in many devel-
oping countries, mandatory contractual savings for retirement
constitutes an important component of aggregate savings in
the economy; this further affects the growth rate of the
economy. Governments have an inescapable responsibility for
social security, regardless of how it is financed, though ulti-
mately of course individuals must pay either directly or
through taxes.

10. Alternative social security systems can be ranked in
terms of how they perform with respect to protecting indi-
viduals against the following risks:

•  Replacement rate risk, where replacement rate refers
to the monthly income available to a retiree as a pro-
portion of his or her last drawn salary to finance re-
tirement

•  Investment risk, i.e. the possibility that the amounts
saved for retirement will be inadequate because the
funds are invested inappropriately and perform poorly

•  Inflation risk,i.e. the risk that price increases will erode
the purchasing power of the monthly pension or ben-
efits

•  Longevity risk, which refers to the risk that the re-
tiree will live longer than expected and will exhaust
the amount saved for retirement

•  Political risk, that is the risk that political decisions
may adversely impact on the accumulation and pro-
vision of retirement benefits, and

•  Coverage risk, the risk of an individual falling out-
side the coverage of the retirement income arrange-
ments

11. Social insurance programs, as implemented in the US
and other industrialized countries, replace income losses
that are the consequences of events at least partly outside
personal control. Participation in these programs in these
countries is compulsory and eligibility levels depend, in part,
on past contributions made by the worker. Benefit payments
begin with some identifiable occurrence such as unemploy-
ment, illness or retirement, and the programs are not means
tested, i.e. financial distress need not be established to re-
ceive benefits. Making social insurance programs compul-
sory is one way to get around the problem of adverse
selection, under which private markets for certain kinds of
insurance will fail to emerge, or will not provide a socially
efficient level of insurance. Compulsory social insurance can
also be desirable, as it economizes on decision-making and
administrative costs and ensures that large amounts accu-
mulated in retirement funds are invested in a prudential
manner. Compulsory social insurance can also potentially
lead to better income distribution.

12. Before examining the economic effects of social secu-
rity systems, Asher briefly discussed defined contribution
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(DC) provident funds systems, and defined benefit (DB)
pay-as-you-go (PAYG) systems based on social insurance
principles. All the South Asian countries utilize the provi-
dent fund and the PAYG systems as a part of their social
security arrangements. The National Provident Funds (NPF)
system is a defined contribution (DC) one, and it is often
mandatory. Under this system, the authorities prescribe the
rate of contribution, which must be made to the provident
fund during the working years of the member. At the time of
retirement, the member receives the contributions, net of
any pre-retirement withdrawals, plus interest earned on ac-
cumulated balance. The risk of investing the accumulated
balance is thus on the individual member. In contrast, under
a defined benefit (DB) system, it is the benefit formula that
is prescribed, and the pension fund plan sponsor undertakes
any investment risk.

13. Asher listed the advantages and disadvantages of the
NPF system. The advantages are many. It firmly establishes
individual and financial responsibility for financing old age,
reduces recourse to the tax transfer process, and allows greater
flexibility in pursuing an internationally competitive tax re-
gime. It helps to inculcate the savings habit in the population,
and affects the savings composition in favor of long-term sav-
ings, which helps develop capital markets. It has the potential
to make significant savings in administrative and operating
costs if operated centrally, and gives countries the flexibility
to build social security systems according to their economies’
ability to sustain them. It has the potential to prevent frag-
mentation and stratification of the social security system, and
can be more transparent than the PAYG system.

14. The NPF system has many limitations as well. It does
not provide social security benefits immediately after its
implementation. The social adequacy of the NPF system is
dependent on prudent and conservative macroeconomic poli-
cies, and on prolonged periods of high employment in the
formal sector. These may not always be forthcoming as the
economic crisis in South-East Asia experienced since July
1997 demonstrates. It requires a very high degree of fidu-
ciary and political accountability and transparency. In their
absence, a high degree of political risk exists. The govern-
ment must act as a regulator and guarantor of the integrity of
the system. The NPF provides very limited protection against
inflation and longevity, and requires an explicit mechanism
to enable retirees to share in economic growth. It requires
tolerance for a high degree of inequalities of income and
wealth; and relatively low demand for economic security.
Accessibility, in terms of coverage, is also usually inadequate.
Thus, the NPF has both major advantages and disadvantages.
Much hinges on the extent to which the political economy of
the country permits the authorities to concentrate on basic
housekeeping duties such as collecting contributions, main-
taining proper accounts, paying benefits correctly and on time,
and enforcing rules and regulations. It should be noted that in
any NPF system, the real return on investment, real salary
growth, inflation, and demographic characteristics are the key
factors determining the replacement rate.

15. A private insurance or provident fund like the Em-
ployees Provident Fund operates on a funded basis. That
is, when a person pays premiums to a private insurance com-
pany to purchase an annuity, the premiums are invested, build-
ing up a fund that will be adequate to finance the annuity or
pension. The quality of investments is thus as crucial as the
funds accumulated. The NPF can be categorized as fully
funded provided, as Asher emphasized, it does not invest all
of its funds in government securities. A provident fund that is
100 per cent invested in government securities is analytically
similar to the PAYG, as the fund does not create economic
assets. Moreover, government bonds will be paid for by taxes
levied on future generations. Asher stressed that under the
provident fund, in a decumulation phase, the purchase of an-
nuity from the accumulated balances does not increase total
resources available to finance retirement.

16. Under a pure PAYG scheme, social security taxes
paid are distributed as benefits to retirees. As a result,
there is no accumulation of funds. If social security taxes
are insufficient, funds are drawn from general taxes. This
means that those who are working now (mainly the young)
are financing those who are aged. This is a social pact be-
tween generations, resulting in an intergenerational redis-
tribution of income. PAYG pension systems can impact on
intra-generational distribution as well as intergenerational
redistribution of resources. In general, the generation that
retires in the early years of a PAYG system receives much
higher returns than do later generations.

17. It is, however, possible to combine a fully-funded so-
cial security system with social insurance. However, any
shift from the present PAYG systems in the OECD coun-
tries to fully-funded DC systems would involve substantial
transition costs. General accounting may be used to as-
sess the sustainability of the present systems. It involves
using present-value calculations and imposing the inter-tem-
poral zero sum constraint that future generations will have
to pay with interest for government purchases or pensions
for which past and current generations have not paid. These
calculations are, however, data intensive and extremely sen-
sitive to assumptions concerning discount rates, incidence
of taxes, etc.

18. Asher then examined the economic effects of social se-
curity. Social security influences lifetime work effort, and
hence labor supply in the economy, in two different ways:
first, by influencing retirement decisions, and second, by
changing the rewards for additional work for younger work-
ers, but with effects that are hard to predict. If the expected
present value of social security benefits exactly equal payroll
taxes paid, then it is likely that there will be little or no effect
on labor supply. However, social security taxes some, and
subsidizes others. For those who are subsidized, the more
they contribute, the greater is the size of their subsidy. So
their work effort can be expected to increase while there will
be an opposite effect for those who are taxed. The net effect
is ambiguous. Moreover, payroll tax is levied on earnings only
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up to the covered maximum. For workers whose earnings are
above this amount, the payroll tax has no effect at the margin.
However, it does reduce their income. This could lead to less
consumption and more work.

19. The extent to which the introduction of a social secu-
rity system alters the amount of lifetime savings is likely to
depend on three effects. First, workers realize that in ex-
change for their social security contributions, they will re-
ceive a guaranteed retirement income. If they view social
security taxes as means of ‘saving’ for these future benefits,
they will save less on their own. However, under the PAYG
system, the contribution is not actually saved but paid out
immediately to current beneficiaries. As a result, there will
be less saving and capital accumulation. This is called the
wealth substitution effect. However, if in the absence of
social security a person would have saved less than the so-
cial security taxes, then the reduction in saving will be less
than the social security taxes. Second, social security may
induce people to retire early, meaning fewer years of work
compared to non-working years. To finance the latter, sav-
ing will increase. This is the retirement effect. Third, an
important motive is to leave an inheritance for children -
the bequest motive. Since social security shifts income from
young to old, parents may want to make up for it by saving
more. That is, people increase their saving to undo the im-
pact of social security on their children’s incomes. This is
the bequest effect. These three effects work in opposite di-
rections. The net effect is once again ambiguous.

20. Suppose that a country that currently does not have a
PAYG system simply introduces a mandatory savings pro-
gram. What would be the impact on total savings? This would
depend, first, on the contribution rate. For total savings to
increase, the contribution rate would need to be above what
individuals would have saved voluntarily plus borrowing for
consumption purposes against the accumulated or anticipated
mandatory savings. Similarly, pre-retirement withdrawals for
consumption purposes (such as salary loans) would have to
be kept to a minimum. Second, the impact would depend on
the coverage. This concerns the proportion of labor force that
actively contributes to the Provident Fund, and the amount of
wages covered as a share of national income. Both would
need to be high for total savings to increase. This suggests
that administrative and compliance efficiency could affect total
savings. Third, the impact would depend on demographic
trends and on the proportion of working age population to
total population. Fourth, the impact would depend on invest-
ment policies and performance. Funds must be invested in
assets and projects that provide economic returns to society,
and asset allocation decisions are crucial. Country-risk diver-
sification should be undertaken and political risks minimized.
Suppose a country already has a PAYG system and is now
transiting from the PAYG to a fully funded system. In such a
case, funding the implicit pension liabilities would also need
to be taken into account. Theoretical reasoning and empirical
evidence suggests that the direct impact of mandatory sav-
ings on total savings is not major. Mandatory savings, how-

ever, do shift the composition of saving in favor of long-term
saving.

21. There is evidence to suggest that the availability of long-
term financing is associated with higher productivity, pro-
vided it is based on economic criteria and is not heavily
subsidized. Thus, the overall macroeconomic environment
and the efficiency with which mandatory savings are trans-
lated into investment are of crucial importance. The above
analysis also suggests that while assisting in the develop-
ment of the financial and capital markets is not the primary
purpose of a social security system, without the develop-
ment of these markets, it would be difficult to ensure an
adequate replacement rate for the retirees under a fully-
funded mandatory savings arrangement.

22. Coming to the impact of social security on equity, Asher
pointed out that individual equity refers to the degree to which
an individual’s benefits are related to taxes or contributions
paid. Social adequacy refers to the objective of ensuring ad-
equate benefits, regardless of taxes paid. These, however, are
competing goals that cannot be fully realized simultaneously.
Social insurance systems are usually a compromise between
the two.

23. Social security systems can impact on fiscal consoli-
dation and on future fiscal flexibility in several ways.
First, if a small proportion of the labor force, such as civil
servants, are provided with retirement benefits largely on a
non-contributory basis, then the resulting fiscal burden of
their pension may make it difficult to reduce fiscal deficits.
Moreover, since with increased life expectancy and rising
health care costs, the pension costs of civil servants may be
expected to rise at a rate faster than the GDP, with the result
that the flexibility in government expenditure necessary to
make the economy internationally competitive can be se-
verely compromised. Under the provident fund systems, the
fiscal burden can rise if the accumulated balances are not
used to improve the efficiency with which savings are trans-
lated into economically justifiable investments. If the gov-
ernment uses these balances to increase unproductive
consumption expenditures or for economically unviable
projects directly or through government guarantees to the
provident fund on favored projects (which may give rise to
contingent liabilities), the fiscal burden may again rise. The
fully-funded nature of the provident fund is thus not an au-
tomatic safeguard against fiscal neutrality. In South Asia, in
particular, the fiscal implications of pension reforms are
likely to be particularly important as both the above mecha-
nisms are present, and these countries require both fiscal
consolidation and fiscal flexibility.

24. In conclusion, Asher emphasized that the economic ef-
fects of social security systems are complex. Nevertheless,
these effects are crucial when designing and implementing
social security reforms. The tendency to infer economic ef-
fects from the label given to a particular social security mecha-
nism (DB vs DC; funded vs unfunded; and provident fund vs
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PAYG) should be resisted. Moreover, the economic effects of
social security should be examined in the particular context
of a given country. Asher emphasized four key messages con-
cerning retirement provision that are particularly relevant in
the present context:

• There is no complete, easy solution

• Effective government is critical whichever approach
to pension is chosen

• Policy design depends on the starting point; and

• The key variable is output or growth

25. A lively question-and-answer session followed Asher’s
presentation.  One question concerned whether multilateral
agencies (MLAs), such as the World Bank, UNDP, etc., could
act as facilitators to encourage the flow of foreign savings
into developing countries, where rates of returns were higher
but currency fluctuations existed. According to Asher, macro
issues, economic policies, and political will in the develop-
ing country, as well as private sector flows, were more im-
portant in this context than MLAs, which are no longer prime
sources of finance. Another question dealt with the desirabil-
ity of having an element of subsidy in funded schemes, and
the setting up of an international pensions fund and letting
countries which can absorb the maximum savings pay the
maximum subsidy.

26. Subsidy provision should exist for the lifetime poor,
according to Asher, and removing it would be problematic as
social security is an intensely political issue. In reply to an-
other question dealing with the desirability of raising retire-
ment ages along with increases in life expectancy, Mitchell
remarked that the question of what constitutes old age is fun-
damental, and cited the case of one country which had a defi-
nition of retirement age indexed to life expectancy. In
developing countries, technical training of the elderly is im-
portant in allowing them to continue to work. Solving the
unemployment problem and setting retirement ages will have
to be separated, as any attempt to decrease unemployment by
lowering the retirement age will only lead to greater pensions.
In reply to another question, Asher pointed out that pension
reform should begin not by taking away benefits that have
been promised but by limiting the accumulation of promised
benefits that arise. It is important to realize that pension poli-
cies can play only a very limited role, and cannot improve all
the ills of society. Another question dealt with the issue of
how to change people’s perceptions toward pension reforms.
He pointed out that political and economic management is
essential for social security reform in any country, and that
outsiders can only say, “if this does not happen, then this will
happen,” etc. Drawing lessons is a most difficult task. At most,
analysts can only tell what the analytics of the system are,
what is the international experience, and what are the inter-
national best practices, and what has worked, etc. But each
country will have to want to make reforms, and the ADB or
World Bank cannot help in this. Mitchell remarked that the
opportunity for reform is now, that the longer one waited, the
harder it would get, and hence it was important to start on
pension reforms now, even if the start was small and slow.

Pension Systems Reform: Options and
International Experiences

27. Mr. Robert Palacios, Senior Pension Economist,
World Bank, provided a bird’s eye view of Global Pension
Provision and Emerging Trends in Pension Issues around
the world. Different types of pension programs can be classi-
fied according to their following characteristics

• Mandatory vs. voluntary

• Public vs. private provision

• Funded vs. unfunded or pay-as-you-go

• Defined benefit vs. defined contribution

• Occupational or employer-based contributions vs. in-
dividual or personal plans, and

• Whether they belong to the ‘pillars’ identified by the
World Bank

28. The first pillar includes pension schemes that are man-
datory, publicly managed, tax financed, DB, redistributive
schemes. Pension schemes belonging to the second pillar help
the savings function and smoothen consumption over the life
cycle, i.e. redistribute income within one’s own life cycle.
Such schemes are usually mandatory, privately managed, fully
funded, mostly DC, employer based or individual plans or
hybrids, savings schemes. There are two rationales for mak-
ing such schemes mandatory: myopia, which leads people to
not save enough, and moral hazard. The third pillar includes
schemes that are voluntary, privately managed, tax favored,
increasingly DC, employer based or individual plans or hy-
brids, savings schemes. These include the European individual
pension plans.

29. In a study of 115 countries, the dominant forms of man-
datory pension schemes were either publicly managed, DB
pay-as-you-go schemes (49 per cent) (as in the European
Union, Soviet Union, and some places in Latin America and
Africa) or publicly managed, partially funded, DB schemes
(32 per cent). The latter are typically immature schemes, which
start out with surpluses (due to few pensioners and many con-
tributors) but become dissipated in the middle years, and ulti-
mately the demographics and maturation lead to a high ratio
of pensioners, which makes them resemble the former pay-
as-you-go schemes. The dominant form of pension provision
within the publicly managed system is the DB scheme, which
runs on a partially funded or unfunded basis. Publicly man-
aged, DC schemes, such as the Provident Fund, comprised 7
per cent of the schemes. However, if these defined contribu-
tions are invested in government securities that are then used
for deficit financing, then they become formally equivalent
to pay-as-you-go schemes. Publicly managed pay-as-you-go
DB schemes are supplemented by privately managed, funded
DC schemes. Three per cent of the schemes were privately
managed, funded, DC schemes, while nine per cent were pub-
lic pay-as-you-go, DB schemes and privately funded, DC
schemes. There were no cases of fully funded, publicly man-
aged, DB schemes. The reasons for this need to be addressed,
especially in India.
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30. The coverage of schemes, in terms of the ratio of the
number of contributors to the working age population, is
positively correlated to per capita income. A comparison
of public DB schemes in various countries shows that for the
average worker, the replacement rate is high in Italy and
France, lower in Germany, Japan, and USA, and even lower
in UK, New Zealand, Canada, Australia, and the Netherlands.
While the public DB schemes in the last group are primarily
redistributive in nature, those in Italy and France are more
income smoothing in nature.

31. A comparison of costs shows that the higher replace-
ment rate countries, namely Italy, France, and Germany, have
high public pension spending, of more than 10 per cent of
GDP (higher than the OECD average), while the mid-range
countries (Japan, UK, and USA) and flat-rate countries (Neth-
erlands, New Zealand, Canada, and Australia) have lower costs
than the OECD average.

32. The implicit pension debt, which is defined as the present
value of the future stream of expenditures on pensions as a
percentage of current GDP, is highest in Italy, Sweden, and
France, at between 320 and 400 per cent, and lower in Ire-
land, UK, etc., at around 100-150 per cent. Private pension
scheme assets as a percentage of GDP range from a low of 20
per cent in Luxembourg and Denmark to a high of about 120
per cent in Switzerland. In many countries, publicly man-
aged DB schemes have crowded out private pension
schemes, as in Italy which has almost no private pension
assets but very large unfunded liabilities in the public
scheme. Public pension spending as a percentage of GDP is
positively correlated with the percentage of population over
sixty years of age.

33. Four emerging trends in the global pension scenario
should be noted. These are trends towards more funding,
more private management, more DC, and more individual
responsibility or choice. The trend towards more funding is
due to increasing awareness of fiscal problems and genera-
tional inequities. This has evoked three types of responses:
an expansion of funded third pillars (as in Italy and the Czech
Republic); greater partial funding (as in Canada and Ireland);
and the emergence of new second pillars, an example being
the multi-pillar reforms, even in Germany which has always
been the bulwark of publicly managed DB schemes. The last
response is the most important and exciting trend observed
so far.

34. The trend towards more private management has been
caused by the poor government record on investment and
service provision, i.e. low rates of return and services from
government pension funds. This has evoked two types of
responses: reform by contracting out management as well
as the use of insulating mechanisms for investment such as
index funds; and the privatization of management through
the introduction of the second pillar, or the expansion of the
third pillar.

35. The trend towards more DC schemes is due to a num-
ber of factors, most notably the regulatory burden on employ-
ers with DB schemes, greater labor market mobility with DC
schemes, especially in the service sectors, worker desire for
choice, and considerations of equity of intra-generational
transfers, especially in public schemes. The ‘stampede’ to-
wards DC plans began in the US but can be seen everywhere,
even in Japan.

36. The trend towards more individual responsibility/
choice has been caused by several factors. These include those
listed above that have promoted DC plans, as well as increas-
ing financial literacy, failure of sponsors to keep DB prom-
ises, and low and declining returns from old schemes.
Examples of this include the opt-out from Singapore’s CPF,
multiple portfolio proposals in Chile, and greater choice in
US 401(k) plans.

37. One response to the above trends has been the introduc-
tion of multi-pillars. In 1982, only Chile, with just a few
million contributors, had a multi-pillar scheme. After 1990,
as significant structural changes took place, the number of
countries with multi-pillars has increased drastically (the lat-
est being Hong Kong, China), so that there are now about 90
million contributors to multi-pillar schemes. There is also an
increasing trend toward DC, fully-funded, privately managed
schemes, as can be seen most notably in Australia, Chile, and
Hong Kong, China.

38. Palacios ended his presentation by outlining some chal-
lenges for the future. In terms of funding and private man-
agement, the challenges would lie in getting the initial financial
sector conditions in place, securing appropriate regulation and
competitive markets, having international diversification (as
a way of dealing with risks), contracting out the management
of public reserves, and deciding on the pace of and financing
of the transition to privately managed, fully funded, DC
schemes. In terms of DC and individual choice, the challenges
would lie in enhancing worker education (i.e., financial lit-
eracy) and the speed of portfolio liberalization, conversion of
DC balances into longevity insurance. This would lead to is-
sues dealing with annuities and inflation-indexing, finding a
balance between administrative costs and greater choice, and
redefining the role of the State into a supervisory and guaran-
teeing agency.

39. Palacios’ presentation was followed by an active ques-
tion-and-answer session. In reply to a question about how
to shift money from PAYG systems into the capital market,
he remarked that, in the absence of surplus funds, govern-
ments might be allowed to mae such investments. But since
the experience of government has not been very positive in
this regard, it would probably be better to contract the in-
vestment out to the private sector. Another question dealt
with covering risk contingencies in DB systems. Here, it is
important to ensure that the guarantees in the new schemes
do not bring in new liabilities, and that the money goes into
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the best projects. In reply to a question on the flow of funds
into developing countries, Palacios pointed out that the size
and quality of capital markets in the developing countries
was important, and that while there are rich, old countries
seeking returns for their savings and young, new countries
seeking funds, in theory funds should flow from the old
countries to the new ones. However, this has not been seen
due to constraint on the size and volatility of capital mar-
kets in emerging markets rather than the unwillingness of
the old countries. To another question on reconciling DB,
DC, and the protection of real earnings in old age, Palacios
pointed out that the DB approach is good as a first layer of
protection against poverty, but that above that there is some
benefit in DC, and above that in converting DB into annu-
ity. There is some advantage in having DC during the accu-
mulation stage, and DB at the end, since it can be converted
to annuity which is inflation indexed. It is important to de-
crease the liability of the PAYG schemes. Palacios said that
he was an advocate of giving employees the option of keep-
ing money in the public system or wherever else they
wanted. If the mutual funds sector is allowed in the second
pillar, then only the best funds will come in. The mutual
funds sector may need reforms of its own.

40. In reply to a question about the role of government as a
regulatory/facilitator agent, Palacios emphasized that in
schemes with a mandatory private pension component, there
is a need to have extra supervision compared to those with a
voluntary private pension component, and that there is a need
for government to play a proactive rather than reactive role.
Though over-regulation is undesirable, the Latin American
and East European experience shows that strong regulation is
important in the initial phase. Hong Kong, China has recently
established a regulatory agency for pensions, and has thought
through the issues very carefully.

41. Another question dealt with how to take care of infla-
tion risks in DC schemes, given that basic pensions are
already fixed. DB schemes can include inflation indexing,
as in the US. This can be done by converting the balance at
the end of the DC into an inflation-indexed annuity. For this,
inflation-indexed bonds to hedge inflation risk will be
needed. Inflation indexing is desirable but it costs more and
needs to be estimated and paid for, and therefore inflation-
indexed annuity, which is a complex product, costs more
than the un-indexed annuity.  The real value of inflation-
indexed bonds to the economy is zero, and hardly any coun-
tries provide such bonds. Another participant drew attention
to the recommendations of the Malhotra Committee in In-
dia that dealt with the issue of opening up the insurance sec-
tor. It found that index-linked annuities would be desirable
but difficult, and suggested fixed annuities coupled with
endowment type payments to partly but not entirely miti-
gate the effects of inflation.

42. Professor Olivia Mitchell of the Wharton Business
School, University of Pennsylvania, USA, spoke on Build-
ing an Environment for Pension Reform. Aging popula-

tions throughout the world are putting pension systems un-
der severe stress, leading to problems of insolvency with
resources failing to match up to promises made, prompting
pension reforms. These reforms take either the form of tink-
ering at the margin with the parameters of existing systems,
or more fundamental restructuring. While the problems faced
by various pension systems differ, and hence the required
reforms are not identical, their common ultimate goal is to
provide more affordable, efficient, and equitable old-age
benefits. Mitchell’s presentation aimed at applying risk man-
agement tools to retirement systems and at illustrating the
need for a strong institutional and regulatory structure in
pension systems.

43. Pensions plans are unique financial institutions, which
aim to deliver affordable, reliable benefits into the future. Their
key feature is that they are long-term contracts between con-
tributors and retirees. An important issue associated with
pensions is to gauge the appropriate time horizon. The goal
of the pension manager is to maximize the participants’ re-
tirement financial security, subject to various constraints, in-
cluding the ability and willingness of individuals to save, the
availability of possible assets to convert savings into retire-
ment assets and income flows, macroeconomic fluctuations,
and global fluctuations.

44. Pension participants face four distinct types of risks,
namely, individual risk, retirement system risk, country-
wide risk, and global risk. Designing a retirement system
requires risk reduction, i.e. reducing the chance of undesir-
able outcomes, as well as risk pooling, i.e. spreading finan-
cial risks across a common population. Both, however, incur
costs.

45. Reducing individual risk requires building human capi-
tal and financial literacy, funding pension plans, and invest-
ing well by diversifying. Individual risk pooling involves
strengthening insurance markets and integrating poverty sup-
port. Retirement system risk reduction requires accurate dis-
closure, clearly defining performance standards for pension
managers, and promoting competition among them. To pool
retirement risk, pension systems can consider some form of
insurance, either through government guarantees or rate of
return guarantees. Countrywide risk reduction requires build-
ing a strong financial system, encouraging free exchange rates
and international diversification, and creating a strong legal
system to ensure credible contracts. Countrywide risk pool-
ing requires diversifying assets (and liabilities) internation-
ally and buying inflation-indexed bonds (as, for example, in
UK, Israel, and Australia). These measures for managing the
individual, retirement system, and countrywide risks are, how-
ever, not free of economic impacts. Global risks include non-
diversifiable shocks, such as war and political disruption,
natural disasters and epidemics, and capital market shocks,
and it is difficult to protect against them. Retirement systems
cannot insure against all types of risks, and should not pre-
tend otherwise by promising more than they can deliver un-
der those circumstances.
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46. Mitchell then discussed various steps for strengthening
institutions supportive of pension reforms. The first step is
for old-age systems to make credible promises by limiting
them to those that can be kept, and curtailing those that can-
not be kept, and by streamlining the old-age system tasks,
such as financing, record keeping, money management, and
benefit payment.  This could be done through parametric pen-
sion changes such as increasing contributions (tax revenues)
or reducing benefit payouts. However, both tax increases and
benefit cuts may be difficult to implement. The second step
would be to reform the tax system. Most old-age systems
rely on taxes for revenue. However, tax evasion is a problem,
and many countries do a poor job of taxing pensions. The
most effective taxation is the EET or the exemption of contri-
butions and investments while taxing withdrawals. The third
step is to reform the financial infrastructure by establish-
ing a legal structure governing user relations in the financial
system. This would involve a reform of legal and accounting
procedures, making trading and clearing facilities more trans-
parent, and making expense reporting a standard procedure.
This is important to enable stock markets to value risky as-
sets, to ensure the presence of strong banks to properly evalu-
ate and monitor long-run projects, to have credible annuities,
and to have proper corporate governance, which requires the
upholding of investor and participant rights in pension sys-
tems. The fourth step is to reform the labor market. In par-
ticular, very high tax rates and unaffordable benefits threaten
the labor market, leading to “informal” employment and early
retirement. Civil service pension reforms are particularly
needed, especially in the areas of compensation, performance,
and benefits, though it may be politically contentious. The
fifth step is to integrate the monetary policy with the fi-
nancial institutional policy in order to enhance investor con-
fidence and deal with the problem of inflation undermining
long-term contracts. To attract foreign investment, it is im-
portant to adopt a flexible monetary policy. Access to global
capital markets helps pension investors and builds confidence.

47. There is no simple answer on the issue of sequencing of
pension reforms, as it varies from country to country. How-
ever, many agree on the following elements:

• Downsize the PAYG pension system

• Strengthen financial markets and require financial
reporting, diversification, and competition

• Invest in record-keeping information technology

• Design and implement funded accounts; restructure
the labor market and tax system

• Reform the insurance market
Mitchell emphasized that though there is no simple answer, it
is better to make even a gradual start than no start at all in
reforming pension systems, and that funded systems are a
reality today and are growing and being developed at differ-
ent rates across countries.

48. It is also worth noting that funding improves pension
security only if assets are well managed. This requires a care-
ful design of the pension system’s institutional structure, i.e.

‘pension governance’. Problems with governance include in-
adequate reporting, ignorance regarding risks and returns and
fraud, administrative expenses, shareholder activism moti-
vated by non-economic criteria, as well as the belief in some
developing countries that the investment of pension assets
must be guided by political and social rather than profit crite-
ria. The overall results include lower (sometimes negative)
investment returns and higher risks, potentially lower ben-
efits, and greater uncertainty for participants and taxpayers.
A strong pension management policy is required to avoid such
outcomes.

49. In conclusion, pensions are long-term contracts that
promise old-age security. A long-term perspective is needed
when designing pension policies. This is a difficult concept,
and it is hard to design institutions that are robust for such a
length of time. Recent U.S. legislation requires a 75-year per-
spective when making pension policy. Furthermore, pensions
require stable economic, financial, fiscal, and monetary con-
ditions. It is important to recognize that these conditions also
contribute to economic growth.

50. In another presentation, Mitchell elaborated on issues
connected to pension governance, which presents a global
challenge to retirement system design. Many early DB-
PAYG pension plans face huge debts and even insolvency.
The group DB and DC funded plans, the second generation
pension plans, are not transparent and have performed poorly.
Some funded public DB plans have even earned negative
rates of return in spite of the fact that capital markets gave
better results. The first wave group of DC pension plans may
be termed ‘mystery’ plans, as the Provident fund sponsors
set up their structure, there was little transparency, the plans
were not well understood, had poor/modest investment per-
formance, and there was no investment choice. The new
wave DC plans, i.e. the 401(k)s and individual accounts
generally, and the third generation plans, got around some
of these problems by having multiple investment options,
typically employer matching of employee contributions, and
greater portability with a typical vesting period of five yeras,
amongst other things. This has made these plans more ap-
pealing. In the US, DC pension plans are more popular, have
more assets, and have been growing faster than the DB plans.
The role of a pension fiduciary has become increasingly
important in pension governance.

51. In both DB and DC plans, a pension fiduciary must
manage pensions in the participants’ best interests. It must
establish and collect contributions, manage money cost-ef-
fectively, report to stakeholders, and pay benefits expedi-
tiously. The large number of stakeholders makes reporting a
complex activity.

52. Different countries have different standards of good
fiduciary behavior. In the US, good behavior requires that
the fiduciary should act only in the beneficiary’s interest,
provide benefits at reasonable cost, diversify investments
to minimize risks in order to avoid large losses, and exer-
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cise “care, skill, prudence and diligence...that a prudent
man...would use”, the so-called prudent man rule. Of course,
the question of whether the fiduciary has in fact exercised
care, skill, prudence and diligence is difficult to establish.
The specific requirements for good fiduciary behavior pro-
hibit transactions between plan and a ‘party-in-interest’ (e.g.
employer, employee, plan officer), place limits on employer
stocks in DB plans (10 per cent legal limit in the US) but
not in DC plans (so far), require the fiduciary to consider
only risk and return and not social/non-financial criteria,
require that reasonable fees be paid for legal, accounting
and other services, and mandate jail terms for misbehavior.
According to Mitchell, it is better to keep employee stocks
and pensions separate to have a greater diversification of
risks.

53. In order to set and collect contributions in a DB plan, the
fiduciary must determine the funding target and contributions
required to meet it. In a DC plan, the fiduciary must set con-
tributions, educate participants and see that funds are prop-
erly invested.

54. To manage the funds cost-effectively, the fiduciary must
diversify, with a global portfolio if necessary, and consider
risks and returns in selecting assets It must invest in a timely
way, should have an asset mix which is sensitive to pension
liabilities in a DB plan and participants’ tastes in a DC plan,
and focus on low-cost and good service. There is evidence to
show that in some countries, as in Japan, investing in foreign
securities and in a global portfolio gives a higher rate of re-
turn and lower risk than investing in the domestic market.
Further, even small reductions in cost are critical in pension
management.

55. When reporting to stakeholders, benchmarks must
be set for and met by the fiduciaries. They should include the
frequency and form of reporting and to whom, i.e. to the em-
ployer, employees, government, or taxpayers. The fiduciary
must also inform stakeholders about the expected risks and
returns, actual performance, expenses, and retirement targets
of the pension plan.

56. To pay benefits expeditiously, fiduciaries should set and
meet performance criteria, track and correct fraud and abuse,
and possibly move to direct deposit, Internet, and voicemail
communications. Above all, they must always maintain a ser-
vice focus.

57. DC pension plan systems provide some special chal-
lenges for governance. There is usually a cost/service trade-
off, requiring that difficult decisions be made. For example,
while allowing loans to be given out from the pension plan
(as in the Provident Fund) may be appealing and provide an
inducement for people to join, it may lead to slow, and even
negative, growth in the pension account. There is a further
challenge in increasing the financial literacy of participants
in DC plans, so that they are able to make informed financial
assessments.

58. Ultimately, pensions must maximize the retirement se-
curity of participants given several constraints. These in-
clude people’s ability and willingness to save, assets available
for converting savings into secure retirement income, macro-
economic conditions (inflation, exchange rates, economic
cycle), and global conditions (fluctuations in the world capi-
tal market). Mitchell emphasized the importance of being for-
ward looking and taking into account governance concerns
when designing pension funds. Governance problems include
ignorance and fraud, asset valuation, and shareholder activ-
ism. One additional concern for governance deals with the
requirement of some pension plans, in some countries, to make
economically targeted/social investments, requiring that pen-
sion assets be invested according to political/social criteria at
the expense of risk/return (e.g., Korean pensions loaned two-
thirds of their assets to the Ministry of Finance for social pur-
poses).  These concerns, if not dealt with, can lead to lower/
negative returns, higher risks, potentially lower benefits, and
greater uncertainty for participants and taxpayers.

59. One strategy to deal with this is to control investment
portfolios, but this does not necessarily enhance pension as-
set security. Instead, it would be better to clarify for the pen-
sion funds the following:

•  The institutional roles, i.e. the prudential organiza-
tion and authority, the role of the fiduciary and penal-
ties

•  Operational controls, i.e. benchmarks for expenses
and risk/returns, and requirements for liability insur-
ance

•  Investment authority, i.e. contracting out investment
management and havinh competitive bids

•  Reporting/disclosure norms on asset/liability valu-
ation, expenses, returns and risk

60. Mitchell provided an illustration of governance issues
in US public pensions, discussing how governance influenced
the performance of these plans, and emphasizing the key role
of pension governance. In the end, investing in a strong pen-
sion system produces two results: the primary result of pro-
viding more reliable old-age support for an aging population,
and the secondary result of having a broader/deeper capital
market, a better-run real sector (as reporting/disclosure is
stronger), a more robust insurance market, and possibly higher
national savings.

61. Opening the ensuing question-and-answer session,
Palacios remarked that governance is key to managing pub-
lic pension reserves,  and the composition of the Board, a
clear investment policy, and monitoring the performance of
asset managers is important. On a question about the will-
ingness to incur risks, Mitchell remarked that, by and large,
risk preferences have changed, and generally there is more
willingness to incur risk among younger people, though it is
reasonable to be more conservative as one gets older be-
cause of the fewer degrees of freedom available. On a ques-
tion dealing with labor mobility and DC plans, Mitchell
pointed out that DC schemes facilitate mobility but do not
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cause it. DB pensions can become a serious liability for ac-
quisitions, downsizing, outsourcing, etc., so companies pre-
fer DC schemes. Young educated people want labor
flexibility and mobility, and feel constrained in the old DB
schemes. It is important to recognize that pension funds make
long-term investments, so one should not talk of exchange
rate risks. Moreover, pension funds should diversify their
investments internationally and exploit international econo-
mies of scale.

62. Edward Whitehouse, Director of Axia Economics in
London, began his presentation on Financing the Transi-
tion from Unfunded to Pre-funded Arrangements: Options
and International Experiences, by noting that most PAYG
plans were set up in the post World War II period, when there
was a general feeling that the younger generation should be
made to support their elders, who had been through a miser-
able time during the war, and that the government should ini-
tially concentrate on improving the lot of the poor. These
PAYG plans were perceived by the government as allowing
the full benefits to be paid out immediately and also enabling
inter-generational and intra-generational redistribution. How-
ever, since then there has been a gradual transition from un-
funded to funded pension systems. In the PAYG unfunded
system, current workers’ contributions pay for current ex-
penses. In funded systems, current workers pay for their own
pensions. The transition from an unfunded to a funded sys-
tem imposes a ‘double burden,’ in that current workers need
to pay for both old people’s pensions and their own. In the
short run the costs of the transition are high, though they fall
drastically when the transition is over. However, the transi-
tion typically takes a long time, i.e. until the last person on
PAYG is no longer receiving a pension. This raises the ques-
tion of how to pay for these costs of transition.

63. PAYG pension plans, like government bonds, are gov-
ernment promises to pay certain amounts in the future
and thus represent an implicit public debt. But unlike
bonds, in which the debt is explicit, pensions do not appear
on the public balance sheet. Governments also renege on these
promises more often than they do on bonds. The transition to
funded pensions is said to take place when the process of roll-
ing over the debt to each new generation comes to an end,
and the implicit pension debt becomes explicit. There are three
obvious ways of financing the transition: through taxes (on
workers or more broadly), through borrowing (conventional
debt), and through swapping pension liabilities with other
assets (privatization). The size of the transition cost depends
on the characteristics of the system at the starting point. In
particular, is the size of the pension promise, is the maturity
of the system, and the population structure are important ques-
tions for estimating the size of the transition cost, with the
cost being lower in a country with a younger population, for
example. Policies to limit transaction costs need to deal with
the speed of the transition, the size of funded pensions rela-
tive to new PAYG schemes, and the use of some of the extra
return on funded pensions relative to PAYG to finance the
transition.

64. There are two policy options in determining the transi-
tion speed. They involve determining the workers to be cov-
ered and phasing in contributions to the new scheme.
Compulsory coverage can range from the extreme of all li-
abilities being shifted, including existing pensioners (as in
Mexico and Bolivia), implying a huge, one-off payment, to
the other extreme of covering only new labor-market en-
trants (as in Chile and Hungary) so that the cost emerges
over several years. In some countries, like Argentina and UK,
the option of joining the funded pension is voluntary. In both
Latin America and UK, coverage declines with age, so that
the funded pensions include few older workers, and nearly
all the younger workers. This implies that lower costs can be
obtained if only young workers, instead of all workers,
are included in the transition. In setting phased increases in
contributions, it is important to realize that transition costs
can be spread by diverting only a small contribution at first
and then increasing it. In Australia, for example, it was ini-
tially mandatory for workers to contribute 6 per cent of their
salaries into pension accounts, but this will increase to 9 per
cent by 2002. In Latvia, the initial 2 per cent contribution will
increase slowly to 8 per cent by 2010, implying a slow transi-
tion with a very long phase-in period. However, the phasing
in of contributions has a number of problems. The initial con-
tribution may be too small relative to administrative costs, as
in Latvia, and only a very small net amount may reach the
pension account. There is also a risk of delays, as for example
in Hungary, where the new government implemented a retro-
spective and arbitrary reduction in pension values. Whitehouse
emphasized that it was better to have a phase-in through cov-
erage rather than contributions.

65. The returns to funded pensions can go to the contributor,
government, or both. Growth in the aggregate wage bill can
keep the contribution rate constant over time and pro-
vide a sustainable ‘return’ on a PAYG scheme. Empirical
evidence shows that while older workers prefer the PAYG-
DB plans, younger workers prefer the funded DC plans; this
has implications for policy. The government also shares in
the extra returns of the transition. In the UK, the government
makes lower contribution to younger workers’ personal pen-
sions, while in Hungary, the government values accrued PAYG
pensions at a lower rate for younger workers.

66. Whitehouse then outlined the transition experiences of
UK and Chile. UK has a long history of funded provisions
through DB occupational plans. These covered 50 per cent of
workers beginning in the late 1960s. The state earnings re-
lated pension scheme (Serps) was introduced only in 1978,
and was not subject to transition until a decade later, in 1988.
Only 25 per cent of the workers switched from Serps to the
new personal pensions. There was a loss of contribution rev-
enue of around 0.5 per cent initially, and there was no explicit
financing strategy. The budget was in surplus at the time of
introduction, but had fallen into a major deficit in the early
1990s. The employers’ social security contribution rate in-
creased from 9 to 10 per cent with the recession in the 1990s.
Current and future spending on pensions were cut back in the
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reforms of the 1980s and 1990s, and there was a shift from
earnings to pricing indexation. In Chile, the implicit pension
debt at the time of reform was over 200 per cent of GDP,
bigger than that in UK. Reforms to the PAYG scheme, in-
cluding an increase in the pensionable age and a decrease in
the accrual rate, cut this down to 70 per cent of GDP. Chile
also maintained a tighter fiscal policy in anticipation of re-
form. The remaining PAYG pensions are being paid out as
‘recognition bonds’ when people retire. This has brought costs
forward a little as compared with continuing public pension,
shifted longevity risks from government to members/insur-
ers, and developed the annuity market more rapidly.

67. In conclusion, the costs of a shift from PAYG to funded
provisions can appear huge, particularly when the scheme
is relatively mature, the shift to an older population is al-
ready well underway, and the scheme is relatively gener-
ous. However, countries in relatively unfavorable positions
(such as in Eastern Europe, Latin America, and the OECD
countries) have achieved the transition, and most develop-
ing countries are in a much better position. Thus, the transi-
tion is not impossible, though there is only a narrow window
of opportunity before the problems faced by the developed
countries in their transition will appear. The cost of transi-
tion can be controlled by choosing a speed of transition
through appropriate coverage and balance between funded
and PAYG components, by scaling down existing PAYG li-
abilities through parametric reforms, and by sharing the ex-
tra returns to funded pensions between members and
governments.

Pensions Funds Investment

68. Mr. Sanjay Goradia, Fund Manager of Prudential
ICICI, India, gave a talk on Pension Fund Management
Fundamentals. He focused on recent developments and
trends in Indian capital markets, risk and returns, pension plan-
ning, and pension fund management.

69. In the Indian debt market, the bulk of outstanding debt
belongs to the government with central and state govern-
ment bonds accounting for 71 per cent of the Indian bond
market. The government has been a perennial borrower, with
increasing borrowings every year. Most of the secondary
market (88 per cent) is restricted to government securities.
The yield on long-term bonds has fallen drastically in the last
3 years, making the market very vulnerable. The spreads of
Corporate and PSU paper over government securities have
fallen sharply in the last three years, and this has been a source
of worry for investors. Recent reforms have led to policy
initiatives and measures that have deepened the debt mar-
ket, as well as a deregulation of interest rates that has led
to government borrowing at market determined yields.
There has been a relaxation in guidelines on investment pat-
terns for pension funds. The reforms have also involved the
introduction of primary dealers, a lengthening of the maturity
profile for at least government papers from 5-7 years to 20

years, and a structural shift in interest rates (from about 17 to
11.75 per cent for Corporate paper).

70. The equity market in India has changed during the
years since 1994. The number of players has increased from
the Unit Trust of India, the largest mutual fund in India, to
now include foreign institutional investors (FIIs) and other
mutual funds, with the number of foreign institutional inves-
tors increasing from 139 in 1994 to 551 in 2000. India now
has a National Stock Exchange. The type of trading has
changed from open outcry to a screen based trading system.
The equity markets have registered an increase in daily vol-
umes from Rs2,650 million to Rs95,000 million in 2000, and
an increase in market capitalization from Rs434,783 to
Rs670,692 during the same period. This increase in volumes
may be due to greater integration within global markets. Un-
til a few years ago, the Indian economy and stock market
were not linked with world markets. In recent years, the greater
integration has been due to economic reforms in India, fall-
ing tariff barriers, removals of restrictions on the flow of capi-
tal, greater movements of people across borders, and the influx
of satellite television, which has enabled the faster flow of
news. The greater integration can be seen in, for example, the
greater correlation since 1994 between Hindalco’s daily share
prices and London Metal Exchange prices. As markets have
become information-savvy, global markets have experienced
an increase in daily volatility, which has made the task of
managing money increasingly difficult. However, a study of
returns over the last 30 years shows that long term invest-
ments in equities have yielded positive returns. Since Pen-
sion Funds have a long-term perspective, this implies that
investing in equity is probably desirable for Pension Funds,
as the chance of getting a higher return from equity is higher
in the long term.

71. In conclusion, over the last six years, the Indian capital
market has witnessed a substantial increase in volumes,
in both debt and equity, as well as the introduction of
paperless trading.  The composition and concentration of
the market has changed (some scrips found in 1992 are no
longer listed), there has been an increase in the limits on for-
eign holdings in companies, and the market has rewarded long-
term investors. The changing face of the economy can be seen
by the fact that, in October 2000, the market capitalization of
Infosys, a recently established company, was twice that of all
the Tata and Birla companies, put together.

72. Goradia listed the various risks associated with Pen-
sion Fund management. In the South Asian region, bonds
typically have a maximum maturity of 5-7 years, and govern-
ment securities a maturity of, at the maximum, 20 years. How-
ever, Pension Fund assets typically have duratoins of more
than 25-30 years, leading to risks associated with reinvest-
ment, especially in the absence of zero-coupon bonds. Pen-
sion Fund benefits are typically based on salary, and the lack
of inflation-indexed bonds and a market for floating rate bonds
has given rise to an inflation risk. There are also risks associ-
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ated with changes in interest rates and prices of the bonds.
Reacting to the interest rates alone, and forgetting the time
horizon of these rates, can lead to distortions and potential
problems. There are economic risks associated with changes
in the growth rate of the country, inflows/outflows into the
country, and the fiscal deficit, which has a bearing on interest
rates. There are political risks associated with changes of gov-
ernment policies and the degree of stability of the govern-
ment, with a stable government providing more confidence
to the stock market, market players and FIIs. Pension Fund
managers also have to consider business risks, which depend
on the firm’s variability of income, as well as potential merg-
ers and acquisitions that may take place with the firm. Two
other important risks are the real wage growth risk and the
credit risk. As most pension benefits are a function of the last
salary drawn, a rise in real wages can lead to huge liabilities
for the Pension Fund. Here, equities can exceed productivity
gains. The credit risk refers to the extent to which one can
take a risk on a particular issuer. It is a serious issue in the
South Asian region, where most investments are in fixed in-
come securities. PSUs, Corporates, and banks can easily de-
fault in the long run, making the credit risk a serious issue in
pension fund investments, which are typically long-term in
nature.  There are other risks associated with changes in the
socio-economic situation, notably in life expectancy, and li-
quidity that arises when there is a need to sell securities. Be-
yond these risks, there are also those associated with
unforeseen ‘acts of God’.

73. In assessing the returns on portfolio, one must consider
asset allocation, security selection and other revenues. Fur-
thermore, it is important to separate asset allocation from tac-
tical asset allocation. In India, of all asset classes in the last
twenty years, equities have provided the highest returns, even
higher than the inflation rate. By contrast, gold has been the
worst performer, providing a return even lower than the in-
flation rate. Equities are associated with high returns and a
high level of risk, long-term bonds give a moderate return
with very little risk associated, and gold gives the worst re-
turn with the highest risk associated with it.

74. The objective of sound pension planning is to obtain
continuous, uninterrupted accumulations through better
management of the pension funds. The fund managers must
keep in mind the risk/return trade-offs, the risk profiles of
the subscribers, and must try to limit expenses. Even a 1 per
cent difference in the earnings rate over an employee’s ca-
reer can make a very significant difference in benefits, due
to the power of compounding, and must be kept in mind by
the fund manager. In India, most investment has been either
in very safe or very high return assets. The existing guide-
lines for pension schemes require that the bulk (about 60-65
per cent) of the pension business of insurance companies
and the employees pension scheme be put into PSU bonds
or government securities. At present, only the Life Insur-
ance Corporation can invest in equities; pension funds or
provident funds are not allowed to do so. However, equities
are an investment tool in most developed markets, and most
developing countries that have conducted substantial pen-

sion fund reforms have allowed a significant portion of funds
to be invested in equity. Most of the Latin American coun-
tries have allowed pension funds to invest in equity up to
20-37 per cent. The 401(k) plan in the US allows up to 70-
75 per cent investment in equity. Countries in South East
Asia, such as Taipei,China, Hong Kong, China, Malaysia,
and Singapore, have already allowed pension fund invest-
ment in equity, or will do so soon. These developments sug-
gest that the choice of investments should be left to the
investment fund managers and asset classes, such as eq-
uity, should not be excluded from the range of possible
choices. Further, when considering sound pension planning,
existing legislative restrictions as well as the financial
sustainability of the pension plan must be kept in mind.

75. After a pool of money has been generated and a mecha-
nism to efficiently collect the moneys is in place, the next
step in pension fund management is to decide on who will
own the fund, who will bear the risks, and who will man-
age the funds. Efficient management aims to maximize re-
turns by maximizing actual investment returns and other
revenues, and to minimize costs by minimizing management
and investment expenses, including management fees, trad-
ing and administration costs. After outlining the structure of
a basic pension fund, Goradia outlined the basics of pension
fund investment. These include the establishment of invest-
ment objectives, the determination of investment strategies,
implementation and monitoring, and risk control.

76. It is important at the very outset to make a statement of
the investment policy of the fund. This will typically be a
combination of various objectives, such as maximizing ex-
pected returns, minimizing expected return volatility, mini-
mizing variance with respect to peers or some benchmark,
maintaining a funding ratio, and achieving some real rate of
return.

77. In determining strategy, it is important to recognize that
asset allocation is the chief determinant of portfolio per-
formance. Studies have shown that 90 per cent of the re-
turns are determined by asset allocation, and only 10 per
cent by the fund manager’s skill. The strategy should in-
volve determining the level of strategic asset and tactical
asset allocation, as well as whether to have an actively man-
aged portfolio or passive fund management. An actively
managed portfolio requires the use of forecasting techniques,
riding the yield curve, as well as a horizon analysis. Passive
fund management requires the manager to buy and hold se-
curity until maturity, and possibly to invest in index funds
to get higher returns. While passive management is a better
strategy for developed countries, active management strate-
gies are probably better for the developing countries, includ-
ing those in South Asia, as markets are more inefficient,
providing scope for beating the market. Goradia recom-
mended a balanced approach for pension fund managers,
with some money placed in an active fund and some in a
passive fund. Setting the strategy also involves determining
the level of diversification of investment. Goradia pointed
out that though diversification has a beneficial effect in that
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it removes unsystematic risks and the risk-return trade-off,
excessive diversification is not necessarily productive. Hold-
ing about 14-16 stocks gives an ideal amount of diversifica-
tion, as a greater number will add to cost without any real
decrease in risk. Diversification is especially important, and
required, for the equity market. Determining strategy also
involves deciding on the level of international diversifica-
tion. International diversification can provide additional
profit potential while reducing the total risk of the portfolio
and improving the risk return trade-off. However, purely na-
tional or regional events can have an important impact, and
while it makes sense to capture interest rate arbitrage, capi-
tal controls, higher costs (in terms of transaction, custody,
taxes, and fees), currency risks which affects total return
and the cost of hedging, unfamiliarity with foreign cultures
and markets, and the fact that international correlation tends
to increase in periods of high volatility, can make interna-
tional diversification problematic. Goradia suggested the use
of derivatives both for portfolio construction and risk con-
trol. The strategy adopted by the fund should also depend
on the liquidity of the fund in the market. Given an efficient
frontier, derived from different asset mixes by a risk-return
analysis, the position on this frontier, or the portfolio selec-
tion, should depend on the investment objectives vis-a-vis
risk, liquidity requirements, etc., and should be following
discussions with various parties, asset managers, and sub-
scriber groups. The selected portfolio then becomes the in-
vestment strategy for the fund.

78. Once the strategy is determined, implementation has
to be considered.  This involves the selection of a manager,
which can be done in-house or through external managers.
The fund manager should be evaluated with respect to his
organization/business, the people employed, performance,
and commitment to the fund management business. An as-
sessment of the organizational strength in terms of depth of
resources, profitability, and likelihood of organizational re-
structuring should be made. A similar assessment of the in-
vestment team should be done in terms of the experience of
key personnel, team depth, staff turnover, succession plan-
ning, and remuneration structure. The investment process
should be clear and understandable, repeatable, and com-
patible with staffing leves. It should also have risk manage-
ment systems and sources of value addition. A comparison
of the performance of the fund with a benchmark or a peer
group as well as that of value addition in comparison to vola-
tility should be made. Effective administration of the fund
requires central administration, finding a custodian, ensur-
ing that assets are properly administered and records main-
tained, independent reporting, investor access to quality
information and reporting, and regular valuation and ac-
counting. Regular benchmarking and performance measure-
ment must be made with regard to debt, equity, the real rate
of return, relative performance in comparison to peers, and
variance of the total portfolio. The total fund return should
be measured regularly and can be broken down into three
basic components: asset mix policy return impact, risk free
rate of return, and implementation impact. A multi-year per-

spective can be taken on how much return the capital mar-
kets are providing, how much premium capital markets are
providing for choosing the asset mix, and how effectively
the chosen policy is being implemented.

79. Risk control is of critical importance in pension fund
management. For debt, risk control depends on the duration
of the debt, available reinvestment opportunities, company
and industry limits, and liquidity of the debt. For equity,
risk control depends on the tactical asset allocation under-
taken, liquidity, and type of bet invested in, i.e. by stock,
sector, or size.

80. In conclusion, better pension fund management can
make a big difference in the terminal value of the investment,
and the presence of equity for long-term investment can gen-
erate substantial returns. The choice of a fund manager is
important for fulfilling the long-term objectives of the fund.
Pension fund management also requires systems to monitor
performance. Further, risk control is critical for effective
fund management.

81. Mr. Baman Mehta, Chief Executive Officer,
Darashaw & Co., provided a Report Card of Provident
Fund Investments in India. He began his presentation by
providing a picture of the present scenario of pension and
provident funds in India. He identified two kinds of funds:
exempted funds and un-exempted funds. The un-exempted
funds have no independence and contribute to the Central
Provident Fund Commission, while the exempted funds have
independent functioning, their investment avenues and ap-
portionment are regulated, and there is dual regulation by the
Ministry of Labour and the Ministry of Finance. Though the
un-exempted funds are larger than the exempted funds in terms
of number as well as number of subscribers, the contribu-
tions to the exempted funds are greater than that of the un-
exempted funds. Of the 3,123 exempted funds, approximately
1,200 are viable and have investable surpluses. Of these 1,200,
Darashaw & Co., deals with over 600, and their contributions
exceed Rs27,500 million.

82. A historical overview of the investment pattern in India
over the last fifteen years shows that in 1986, there was an
extremely regressive investment pattern, with 85 per cent of
the funds in unsecuritized, unassetized government assets,
namely the special deposit scheme (SDS) which was started
in 1975. From 1993 onward, the share of the public sector
has steadily increased. At pres3ent about 25 per cent of the
funds are in government securities, 15 per cent in state secu-
rities, 40 per cent in PSU/FI bonds, and 20 per cent at the
discretion of the trustees, of which 10 per cent may be in-
vested in the private sector. According to Mehta, a ‘monster’
in the form of government borrowings guaranteed either at
the state level or non-guaranteed at the central level is in the
making, and what was at first an opportunity and an advan-
tage has become a huge burden. Because India has not imple-
mented adequate reforms of public finance, it is now in a
situation where a large part of its corpus will fall into diffi-
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culties, if not now then sometime down the road. The regula-
tors recognize this problem and want to address it, but there
are a number of other issues that need to be addressed simul-
taneously, making it problematic. Mehta suggested that some
incremental change should take place, which would allow
pension and provident funds to become capital-creating in-
vestment vehicles, enabling decent post-retirement living stan-
dards. One positive and encouraging step was taken in 1998
when the government opened up private sector papers to pen-
sion provident funds. Unfortunately, the mindset against pri-
vate investment is so deeply entrenched that even though
private sector papers are highly rated, and meet the require-
ments of safety, liquidity, and return, investors continue to
opt for public sector investments. Mehta emphasized that it
was important to break this pattern as soon as possible in or-
der to manage risk more effectively.

83. Mehta then presented a provident fund analysis that was
carried out on an actual portfolio of one of India’s leading
corporates, with a corpus of about Rs990 million (about $200
million) covering 35,000 employees. The yields in the ex-
empted sector were found to be systematically higher than
those in the un-exempted sector. The total portfolio weighted
yield with SDS was 12.87 per cent, while without SDS it was
14.29 per cent. Mehta felt that 12.87 per cent was a high price
for the Government of India (GOI) to pay, and suggested
securitizing the SDS scheme.

84. Exposure analysis categorizes investments on the basis
of their exposure as distinct from their qualification for a par-
ticular category. The rule of thumb is that GOI and SLR in-
vestments are 100 per cent safe, while some exposure
understanding on state and sector basis is required for PSU
bonds.

85. For provident fund SLR paper investments, it was found
that investments in the state development loans (SDLs) is-
sued by the state of Andhra Pradesh and the Iraqi compen-
sation bonds, issued by the GOI to exporters in 1993,
provided very high returns of 23.93 per cent and 27.35 per
cent, respectively. The company was able to take an instru-
ment which was not a statutory investment and make it into
one, and thus was able to yield the gap between what the
private sector was paying and what trusts were normally al-
lowed to invest in. This suggests that it is possible to spot
opportunity even within a very restrictive framework, and
that one can look outside the yield curve and play around
with maturity, finding ways to improve return without in-
creasing risk.

86. For provident fund PSU-NG (non-guaranteed) invest-
ments, the banking system was found to be a very attractive
investment option. Investments with the Industrial Develop-
ment Bank of India (IDBI) gave a return of 34.18 per cent.
Infrastructure projects provided another avenue for invest-
ments. Some were made in rural electrification companies.
Almost Rs128.8 million was invested in irrigation schemes
floated by the Krishna Bhaja Jal Nigam Limited in the state

of Karnataka, giving a high return of 14.09 per cent. These
schemes provided excellent investment opportunities with
little risk. Similarly, for provident fund PSU guaranteed pa-
per investments, the maximum numbers of investments, with
the highest returns, were paper issued by the Andhra Pradesh
State Electricity Bonds and the Maharashtra State Road De-
velopment Corporation (MSRDC). A large amount of paper
is coming out of infrastructure projects, and this trend will
continue. These projects need to be supported, though there
is a real possibility of a cash flow mismatch at the time of
redemption, which will require fresh borrowing for repay-
ment. Hopefully, in the long run there will be benefits as the
economy benefits. In this way, pension funds are fulfilling a
social objective by investing in infrastructure projects.
Whether this is the best possible manner in which to make
investments is not clear, but it is the reality today. Mehta reit-
erated that it is imperative to make changes in investment
patterns and not put all eggs in one basket. At present 98 per-
cent of all pension funds are in government and quasi-gov-
ernment paper, in spite of the fact that the government is in a
difficult financial position. Mehta said that he believed that
in India, state government guarantees will no longer be of
any value after about 18-20 months, given the manner of public
expenditure management, especially at the state level. Thus,
people should consider bringing down the high level of as-
sets they have built into the public sector. Cash flow and es-
crow mechanisms will then become important. There is a need
for long-term assets to match the long-term liabilities of the
provident pension funds. Darashaw & Co. has used cash flows
to create instruments in which safety is high, as for example
the MSRDC paper, the first 15-year paper in the country that
was issued by a state government without government guar-
antee. Mehta emphasized that papers such as these provide a
way forward, and that pension funds should issue assets on
the back and strength of cash flows, and not on the basis of
guarantees for which they may have to go into court and fight
for the next 10 to15 years, which is exactly what is happen-
ing in India at present.

87. A sector-wise exposure analysis of PF investments
shows that while the major chunk of investments are in
the finance sector, the infrastructure sector also has con-
siderable investments, and irrigation sector investments
have increased markedly in the last four years. A state-
wise exposure analysis of PF investments shows that the
states of Andhra Pradesh and Maharashtra have the highest
level of such investments. Mehta suggested that this expo-
sure analysis be done on a biannual basis, as this would al-
low more informed decisions to be made.

88. The construction of a portfolio objective is dependent
on the future cash requirements and the target return, as
well as an assessment of the risks associated with bonds.
Pension funds today face only two types of risks: credit risks
and interest rate risks. Portfolio management strategies can
be of two types: passive or active. A model (passive) portfo-
lio management requires a reshuffle within states, within sec-
tors, and within maturity (for active asset liability management
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and diversification). The object of active portfolio manage-
ment is to make above-normal profits by swapping bonds on
the basis of either interest rate forecasts or opinions regard-
ing individual bond prices. At present, neither strategy is al-
lowed within the guidelines, and the regulators themselves
feel that this situation should be changed. Especially in terms
of risk management, fund managers do not have a simple tool,
such as swapping and selling securities, even if they know
that a paper is going into default mode. Mehta said that he
believes this to be highly risky, and that in fact volatility in
equity is less than that in bonds.

89. Mehta said that running asset liability mismatches, as
was the case now, was unavoidable in the extreme, but that
managers could do much better within the existing scenario.
They were pushing the Government of India (GOI) to pro-
vide a 30-year yield curve. If this were to happen, then pri-
vate sector infrastructure projects could come out with 20-25
year papers, and if the average liability in provident pension
funds was 17-18 years, we could have long-term funds and
the necessary assets. Mehta claimed that this was not a
chicken-and-egg story but a capacity building scenario, re-
quiring the sensible matching of assets and liabilities for par-
ticular periods.

90. In terms of portfolio reconstruction, Mehta emphasized
that the employee retirement profile is a serious concern,
to which the portfolio structure must be realigned, meaning
that a maturity structure should be followed. He recom-
mended targeting a maturity profile, i.e. the strategy of
matching payouts to employees with inflows. Targeting
maturity would require some view on the interest rates. The
type of maturity to be built will depend on the liability. With
active management, the assets built up will depend on a view
of how interest rates will change over the next few years. It
therefore also mandates an immunization strategy to be
adopted for interest rate risk management. Mehta said that
he believed that the secular movement of interest rates in
India will be downwards, especially with full convertibility.
In this scenario, it would be best not to follow a laddered
system or barbell system of maturity profiling. Mehta em-
phasized that ideally, his company would like to take the
liability structure, use the duration to be able to manage risk,
and build a portfolio that would allow capital appreciation.
Interest rates will decrease, but the company would be able
to move along smoothly and build a strong, healthy portfo-
lio. It would continue with this kind of portfolio, run inter-
est rate risks, maturity risks, and also the risk of eventually
not being able to survive as an exempted provident fund
without dipping into its corporate funds. If the corporate put
its hands up, the funds would be automatically taken over
by the Employees Provident Fund Organization (EPFO),
which guarantees a 12 percent rate of return. Mehta said
that he believed this to be a matter of serious concern, and
for the next one year, the entire focus of his company would
be on getting the asset liability mismatch sorted out for its
clients.

91. In India, the GOI (Government of India) is the largest
borrower, and therefore it should follow that it should be the
most progressive and innovative borrower, and should be giv-
ing benchmark rates of return for different types of instru-
ments. While a zero coupon would be the ideal instrument
for immunization, Mehta felt, unfortunately, that the GOI did
not have any zero-coupon. As a result, banks, which have a
huge percentage of their portfolios in government securities
cannot follow the practices mentioned above because they do
not have an adequate variety of instruments coming out of
the government sector, whereas they do have some coming
out, in fits and starts, from the private sector issuers. In India,
provident funds are essentially engaged in rollover, which
involves a very high risk over a long period of time. Long
bonds are extremely unsuccessful in giving the desired real-
ized annual average rate of return, yet they have been used
very successfully in Indian markets.

92. When payouts are not in balance with the cash inflows,
it is the company that bears the cost; therefore it is prudent to
follow active bond portfolio management (ABPM). Here,
the search for profits revolves around two fundamental as-
pects of investment, namely timing (i.e. interest rate forecast-
ing), which has value in a developing market, and bond
selection. The latter may have abnormal profit potential, es-
pecially in the experience of bond swaps. The three pillars of
ABPM are individual bond selection, interest rate forecast-
ing (if any), and target specific duration. For selection, one
can look for stocks that are trading outside the yield curve.
As markets become more perfect, such opportunities become
rarer, but one can still find some opportunities in the market.
Redemptions allow the option of constantly churning the port-
folio, taking a short maturity on those instruments that give a
lower yield, and converting them into higher yield assets dur-
ing the year itself.

93. Portfolio reconstruction of pension and provident funds
can be done either through swaps or new accruals/redemp-
tions. The opportunity for swaps is provided by differences
in bond coupons, default risks, interest rates, maturity (du-
ration), marketability, tax treatment, call provisions, sink-
ing fund, etc. The objective of the swap is to provide returns,
i.e. earn a yield differential by generating an incremental
capital gain or income from switching bonds, and provide
quality by switching to safe havens. For swaps, one should
look for large yield differentials and short workout periods
(time in which the realignment takes place), or in other words
those bonds trading outside the yield curve which could, in
the shortest possible time, trade within the yield curve. Of
the two types of bond swaps (substitution swaps and inter-
category spread swaps), only a substitution swap (between
government securities, bonds, and corporate paper) is pos-
sible under the current guidelines if the required portfolio
mix is to be maintained.

94. In conclusion, Mehta reiterated that swaps can be used
effectively if new accruals or redemptions are unavailable for
whatever reason, the fund must adopt ABPM along with di-
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versification, the cash (in/out) flows should be synchronized
by the use of asset liability matching, and immunization must
be followed to zero-in on the interest rate risk. Mehta empha-
sized that diversification for the sake of diversification is
important in itself because of the limited choice which some-
times made it impossible to get the desired papers. Mehta
advocated, first, the introduction of new investment and
hedging opportunities, such as short term instruments (trea-
sury bills and commercial paper), long dated GOI paper, float-
ing rate instruments, equity investments in infrastructure and
real estate, and shortening the gap between government secu-
rities and AAA rated public sector undertakings (PSU) paper.
Second, he advocated a menu-based investment guided by
the SLR principle. At the moment, India has a regressive,
pre-determined investment guideline for pension funds, and
this single guideline is supposed to fit the needs of tens of
thousands of trusts and several million Indians. Mehta sug-
gested that the government and regulator should provide a
broad framework for people to choose the kind of portfolio
they want to build, and then step out of the way. He empha-
sized that just as every single Indian has the right to vote,
each should also have the right to decide, within a broad pa-
rameter, how his portfolio should be built. If liabilities are
extremely long-term, and we have historical evidence year
on year that there is a capital destroying, rather than creating,
static investment format, then others should be allowed to
choose the type of assets they want. Inflation is the number
one enemy of all fund managers, but their hands are tied be-
cause they have no instruments to fight inflation. Hence, it is
important to allow people the right to choose the assets and
objectives they want, within broad parameters that ensure a
certain level of liquidity, safety, and return. A large part of the
provident pension funds in India go into real estate. This is
because they are withdrawn by people who think they can do
a better job of investing than the experts, and invest into real
estate. Foreign fund managers are then invited to invest in
Indian equities, and their pensioners gain while the Indian
pensioners lose out. Consequently, Mehta emphasized, invest-
ment guidelines need to be changed, at least as a first step in
pension reform. This can be done without cost to the govern-
ment exchequer, and is beneficial for markets, regulator,
regulatees, and subscribers. Even if investments are restricted
to the public sector, the guidelines should be changed at least
for the exempted sector, which has the knowledge, maturity,
and expertise to get the best possible rate of return.

95. Professor Mukul Asher made a presentation on Gov-
ernance, Investment Policies and Performance of National
Provident Funds in Malaysia and Singapore: Implications
for South Asia. He began by outlining the governance struc-
ture in both the EPF (Employees Provident Fund) in Malay-
sia, and the CPF (Central Provident Fund) in Singapore.

96. Malaysia’s EPF was established in 1951, and Singapore’s
CPF in 1955, at a time when many of the countries in South
Asia were also setting up their national provident funds. While
both the funds have statutory authority status, being part of
the government, Malaysia’s EPF is under the Ministry of Fi-

nance, while Singapore’s CPF is under the Ministry of Man-
power. Malaysia’s EPF has operational (mainly administra-
tive) autonomy, in terms of hiring practices, salary structures,
and the deployment of resources, within broad parameters.
Its Board has representation from the government, employ-
ers, employees, and professionals. Since investment is a highly
specialized subject, the investment panel is separate from the
Board, and has six members, including the executive chair-
man of the EPF, representatives from the Finance Ministry
and private sector experts. The last is, according to Asher,
cause for worry, as these experts are sitting in the Board,
managing huge amounts of money and framing policies within
the guidelines of the EPF Act.  Investments by the EPF have
been wholly domestic so far, due to the present guidelines,
but it is now thinking of allowing some international invest-
ments too. The EPF has been hampered by its lack of politi-
cal autonomy and research capability. It is insulated from
political risks through government guarantees of individual
investments, but there are no guarantees of return on overall
balances. Asher pointed out that it was important to think in
terms of a system-wide analysis, as the dividend rate has in-
creasingly become a political management issue. The EPF
has a moderately open information regime, but there is still
scope for improvement, especially regarding information
flows to minority shareholders.

97. Singapore’s CPF also has operational (mainly admin-
istrative) autonomy, and its Board, comprising 12 members,
has representation from the government, employers, em-
ployees, and professionals. In reality, the investment func-
tion is performed outside the CPF Board’s jurisdiction, by
the Government of Singapore Investment Corporation
(GSIC). There is no statutory obligation on holding com-
panies to reveal their investment portfolios and performance
regarding CPF balances. The CPF also suffers from a lack
of policy autonomy and research expertise. There is only
selective openness relating to information, and the exten-
sive data collected is used in a strategic manner and not as
a public good. In South Asia, the data tends to be treated as
a public good, and the focus is more on generating the data.
Hence, Asher stressed the importance of the widespread use
of computers in South Asia. There is a very low guarantee
of 2.5 percent nominal return on the CPF’s accumulated
balances, and there is no other provision for insulation
against political risks. Asher pointed out that Singapore was
a bad example, and a model of what not to do in investment
management governance, while being a good example of
administrative efficiency.

98. Coming to the importance of investment policies and per-
formance, Asher pointed out that both Malaysia’s EPF and
Singapore’s CPF are fully funded DC schemes, which rely
on the magic of compound interest. To realize this magic,
effective asset diversification and internationally benchmarked
pension fund governance are needed.

99. In terms of contribution rates, Asher pointed out that the
more complex and varied the objectives, the higher is the
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contribution rate required. In mid-2000, the CPF had a con-
tribution rate of 32 percent, while the EPF’s rate was 23 per-
cent. From 1 January 2001, the CPF contribution rate is slated
to change to 36 percent, with a 16 percent contribution by the
employer. Asher pointed out that the cost of hiring and firing is
important for labor flexibility. The coverage in terms of num-
ber of contributors to labor force was 53.1 percent in 1999 for
the EPF, and rising along with the expansion of the formal sec-
tor, and about 62 percent for the CPF and falling, though this
was not a great concern as 25 percent of the labor force con-
sists of foreign workers. Asher stressed that to increase cover-
age, it was as important to expand the formal sector as it was to
bring in heterogenous groups for administrative efficiency and
to degrade the existing scheme by limiting it to marginal work-
ers. Asher emphasized the importance of separating out active
contributors from members when considering coverage.

100. Excessive pre-retirement withdrawals distract from
the retirement objective. During 1990-99, 35.6 percent of
the EPF’s contributions were withdrawn, while the figure for
the CPF during 1987-99 was a high of 71.9 percent. The tax
advantages given to pre-retirement withdrawals make it a re-
gressive tax, while decreasing the amount available for re-
tirement. Both funds have huge member balances, which make
up a significant proportion of total savings and stock market
capitalization. This means that both can move markets and
do huge mischief. Hence, it is important to have governance,
transparency, accountability, minority interest, corporate gov-
ernance etc. in line with the broader goal of providing in-
come security in a sustainable way and to further economic
goals. There is a need to minimize tax expenditures and their
adverse impact on equity. All pension products and providers
should face as similar a tax treatment as possible.

101. Looking at investment policies and performance in
the accumulation phase, the allocation of Malaysia’s EPF
shows that while in 1991, 75 per cent of the funds were in
government securities, since then there has been some di-
versification in the portfolio, with an increase in equities
and money market funds, though government securities are
still predominant. Along with the diversification, Asher felt
that it was time for Malaysia to think of setting up a new
Act (the last EPF Act was in 1991), which would allow a
greater alignment of practices with the realities of the mod-
ern economy and the expertise available. The investment
performance of the EPF over the last 40 years has been sat-
isfactory in terms of average returns, and the challenge is to
sustain at least the current level of returns in the new eco-
nomic environment. The performance of Singapore’s CPF
has not been very good, with earnings growing faster than
returns. The Board invests members’ balances. Under the
CPF Investment Scheme (CPFIS), individual members may
withdraw a portion of their balances from the ordinary ac-
count for investment into housing and other non-retirement
purposes, subject to certain conditions. The tax advantages
to pre-retirement withdrawals have meant that a small group
of high wage earners, who form the core membership of the
CPF, have benefited in a regressive manner. Of total invest-

ment under the CPFIS, only 4.7 percent was through Unit
Trusts, while most funds were in insurance policies (50.4
percent). Thus, individuals have invested on their own rather
than through Unit Trusts. The transactions costs of Unit Trust
investments are high, with a 5 to 7 percent spread between
the offer and bid prices being common, highlighting the
importance of asset management and transactions costs. In-
vestment performance under the CPFIS appears to be un-
satisfactory. The new rules which will apply from January
2001 seek to increase the potential amount available for in-
vestment by forbidding withdrawals of profits, and allows
individuals to invest all of the balance from the special ac-
count into low risk investments and all of the available bal-
ance into the ordinary account, excluding amounts
withdrawn for housing, subject to a ceiling of 35 percent.

102. Whether the EPF and the CPF will be adequate for
retirement remains a moot question. The EPF has low bal-
ances per member; and in Singapore as well, monthly earn-
ings have increased faster than average balances per member.
The CPF provides no inflation protection and only very lim-
ited protection against longevity.

103. For the distribution of accumulated funds, Asher
stressed the importance of inflation and longevity protec-
tion and survivors’ benefits. The distribution can be in the
form of a lump sum, periodic withdrawals, and annuities. The
CPF allows some money to be withdrawn periodically, but
more thought is needed on this. At the very least, there should
be a requirement that these withdrawals be placed into some
instrument that gives monthly income, so that money does
not get squandered.

104. What are the implications of the above for South Asia?
It is important to understand that the same formal system
can lead to very different practices and outcomes. There-
fore, details of design and implementation and overall policy
environment matter. It is important to never judge a public
policy plan by its name. For example, Singapore’s CPF is
really a PAYG scheme rather than a Provident Fund, due to
the way in which investment policies are managed and in-
terest rates set. Consequently, each country must design
its own pension plans. National real output or GDP, and its
growth, are central to the macroeconomic viability of social
security arrangements. There is a need to address the politi-
cal economy issues of pension reform, and particularly to
change mindsets.

105. To ensure better governance, Provident Fund authori-
ties (for example, the EPFO in India) need to be provided
with both operational and policy autonomy, but with a high
degree of fiduciary responsibility, transparency, account-
ability, and benchmarking against best international prac-
tices. This element has been missing so far. The South Asian
countries should consider establishing a Pension Regulatory
Authority (PRA), the absence of which is a serious limitation
for South-East Asia’s Provident Funds. The PRA’s functions
could be coordinated with those of the insurance authorities
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and with capital market regulatory agencies. Asher suggested
establishing National Pension Research Centres in South Asian
countries, again the absence of which is a serious limitation
in South-East Asia, to make policies on the basis of solid data
analysis and best international practices, since good informa-
tion is required to make good public policy.

106. To achieve better investment policies and perfor-
mance, fiduciary responsibility must be emphasized,
while the political risk needs to be minimized. Profes-
sional expertise, both within and outside the Provident Fund
Organization, is essential, and the right expertise should be
used in the right area. It is crucial to perform the investment
function in a prudent, yet remunerative, manner and both
the accumulation and decumulation phases must be empha-
sized. Obtaining a positive real rate of return on accumu-
lated balances at a rate higher than wage growth is essential
for achieving an adequate replacement rate. High growth
and incomes are not sufficient for this purpose. Effective
asset diversification, transparency of the investment portfo-
lio, and its valuation are essential. There is a need for a strat-
egy to improve the quality and variety of existing assets,
and to add new high-quality assets to the potential invest-
ment portfolio of pension funds. This can be done through
divestment, synthetic products, securitization, etc. At an
appropriate time, international diversification, with safe-
guards, should be considered. In permitting individuals to
withdraw a part of their balances before retirement for in-
vestment purposes, the financial literacy of the members,
depth of financial and capital markets, and cost of invest-
ments should be kept in mind. US thrift plans may provide
an alternative to individuals investing on their own.

107. In conclusion, Asher reiterated the need to carefully
coordinate macroeconomic, capital and financial market,
and corporate reform with pension reform. An overly hasty
and ambitious pension reform can be as detrimental as one
that is too slow and cosmetic. Pension reform must be done
with the recognition that every amount saved from improv-
ing administrative efficiency and reducing transaction costs
improves the returns obtained by the members.

The Role of Annuities

108. Prof. Olivia Mitchell, Wharton Business School,
University of Pennsylvania, USA, examined the Role of
Annuities in Retirement Systems, which is an important
part of the pension reform process. The goal of longevity
insurance and retirement systems is to provide income until
death, joint and survivors’ coverage, and to maintain real
consumption. An annuity converts a sum of money into a
series of payments over a given time period, set according
to actuarial calculations, and guaranteed to continue for life
or for a certain time period. Annuities protect against out-
living one’s saving, can provide joint and (last) survivor
benefits (that is, can cover spouses after the death of the
primary earner), and can be structured to grow over time by

sharing in equity market gains and tracking inflation. They
can be offered by insurance companies, banks, corporations,
or governments, and vary from country to country. They vary
according to whether they are individual or group annuity
schemes, how the funds are invested, how the payments
begin (immediate or deferred), and the method of premium
payment (single or periodic).

109. With a fixed annuity, the insurer guarantees the con-
tract holder’s (nominal) benefit amount and the insurer bears
the capital market risk. With a variable annuity, the con-
tract holder chooses the investments and bears the capital
market risk. In the US, there has been a boom in the annu-
ity market since the 1980s. Insurer variable annuity accounts
have done better there compared to insured fixed annuity
sales. The single premium annuities involve a one-shot pur-
chase, and have lower administrative costs. The flexible
premium annuities require periodic deposits, have higher
administration costs and require a minimum deposit.
Payouts can be in the form of payouts on maturity (the date
benefits are scheduled to begin), surrender charges (fees
paid if the contract holder gives up the annuity early), or
death benefits prior to maturity. Payouts at maturity can
provide a fixed nominal payment for life or a certain pe-
riod, or can vary with the net asset value of the underlying
fund of ‘accumulation units.’ The first type of payment in-
curs a surrender charge, there is a loss of interest on early
withdrawal, and the market interest is greater than the cred-
ited interest. The second type incurs a surrender charge,
yearly maintenance fee, administrative service fee, and
mortality and expense risk charge. These costs can erode
the asset value. Hence, Mitchell emphasized the importance
of checking all these costs and charges when designing and
choosing annuities. Death benefits after maturity usually
involve a net asset guarantee on the fixed accounts, and
various available options (floor benefit, minimum interest,
etc.) in the variable accounts.

110. The experience of 50 countries shows an apparent re-
luctance to buy annuities, but Mitchell pointed out that this
will change as life expectancies increase, leading to an in-
crease in the demand for annuities. In the US, half of indi-
viduals buying annuities are above the age of 55. Thus far,
annuities have mainly been considered as an accumulation
device, providing a tax-protected way of saving for retire-
ment. Most single premium immediate annuity purchasers in
the US are from the age group of 66 to 70 years of age. US
evidence indicates that variable annuities are purchased more
frequently by younger people, while fixed annuities are pre-
ferred by the older generation.

111. The goal of a pension system is to pay out benefits
until death, so there is a need to grasp projected mortality,
as well as current mortality, in order to estimate payout pe-
riods. Mortality has changed dramatically over time, espe-
cially in developing countries. As development progresses,
there are ever greater numbers of survivors per thousand at
older ages. As a result, annuity providers face the problem of
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adverse selection in the face of people wanting annuities in
the private market being likely to live longer and having asym-
metric information. Insurers need to price annuities accord-
ingly, taking this adverse selection into account.

112. How relevant are annuities to social security
privatization? Annuity markets are critical for decumulation
if old-age systems are to preserve consumption by the eld-
erly. Individual account payouts can be annuitized. For this,
it is important to strengthen the insurance sector. The pension
promise is a long-term contract, and the annuity market must
function well to protect this promise. Otherwise, people will
spend the funds (and/or evade the system), and not invest for
the long-term. To ensure credibility, a strong insurance sys-
tem requires strong assets that are widely traded, long-term,
well-rated, solvency-protected, offer growth, and are infla-
tion-protected,  as well as clear liabilities where the risk pool
is well understood with little adverse selection and moral haz-
ard, based on good data, and where changes are smooth.

113. The necessary choices in designing annuities involve
mandatory versus voluntary annuitization, tax treatment,
solvency protection, inflation protection, role in disabil-
ity insurance, and inflation issues. Mitchell gave some ex-
amples of mandatory and voluntary annuitization schemes,
citing the cases of Chile, Mexico, and the US. On the com-
plex issue of solvency protection, while rating firms can help
investors compare insurer strength, there have been notable
failures, as in the US. Private and government solvency funds
bring forth other concerns about how they are financed,
whether they are mandatory, and whether they are un-funded
guarantees. Early retirees are often disabled, highlighting
the role of annuities in disability. It is important to have in-
flation-linked annuities, as equities may not track inflation
perfectly. Some governments issue indexed bonds. Though
the demand for indexed security is depressed, in Mitchell’s
view, it is likely to increase.

114. Mitchell concluded her presentation by reiterating that
though annuities have so far been mainly seen as an accumu-
lation vehicle, the demand for them will grow as population
ages. Annuities are a critical element of privatization plans,
and hence the annuity market requires attention.

Capital Market Development:
the Indian Case

115. Professor Jayanth Varma, Member, Securities and
Exchange Board of India, began his presentation on Pen-
sion Reform and Capital Market Development in India
by reviewing the evolution of the Indian capital market and
describing its current status. He went on to describe the cur-
rent status of institutionalization of the market and to review
and recommend recent proposals for pension fund reform.

116. As of 31 March 2000, the Indian stock market had a
market capitalization of over Rs10 trillion ($230 billion),

representing 58 per cent of GDP. There were nearly 10,000
listed companies, a figure second only to the US. The In-
dian capital market is highly diversified in terms of owner-
ship patterns and industry structure. In the past few years,
“new economy” stocks have shown rapid growth in their
market capitalization and turnover. India boasts of the old-
est stock exchange in Asia, and today has 23 recognized
exchanges spread across the country, with an average turn-
over during 1999-2000 of $2 billion per day. The largest
exchange in India, the National Stock Exchange, is an un-
listed for-profit company. The second largest, the Bombay
Stock Exchange, is also considering demutualization. Over-
all, governance has been improving, and there is a fledgling
derivatives market.

117. India’s stock exchanges use fully automated trading
systems. Over 98 per cent of the settlements take place in
dematerialized form, on the basis of a competing deposito-
ries model. Both the account period settlement system and
rolling settlement system co-exist in the stock exchanges. The
systemic risk in the account period settlement is dealt with by
using futures style margining. Exchanges also have clearing
houses to guarantee settlements. As a result, there have been
no settlement failures in the principal stock exchanges during
the last five years.

118. The total capital raised in the primary market in 1999-
2000 was less than 0.5 per cent of GDP in the early 1990s,
with an all time peak of 4.3 per cent of GDP in 1994-95. This
decline was due to the fact that, in the late 1990s, the Indian
corporate sector underwent a structural transformation, with
the “old economy” company stocks performing poorly in the
face of global competition, and software companies deliver-
ing outstanding financial results. One feature of the market in
the late 1990s has been a tightening of regulations by the Se-
curities and Exchange Board of India (SEBI), including a
partial shift towards a Qualified Institutional Buyers (QIB)
market.

119. Since the early 1990s, there has been a shift from merit-
based to disclosure-based regulation, and offer documents now
have enhanced disclosures. Listed companies are now required
to disclose unaudited financial results on a quarterly basis,
and efforts are being made to bring Indian accounting stan-
dards to par with those of the International Accounting Stan-
dards Committee. The Corporate Governance Code, under
which companies are required to have a minimum number of
independent directors and to an audit committee, is in the pro-
cess of being implemented by SEBI.

120. About 8 per cent of all households hold equity shares
or debentures. While mutual funds comprise 11 per cent of
the market capitalization, foreign portfolio investors amount
to 5 per cent.

121. In the late nineteenth and early twentieth centuries,
capital markets played a significant role in the early industri-
alization of India, especially in the establishment of steel plants



22 ADBI Executive Summary Series No. S44/01

and textile mills. From the 1950s, under the planned economy,
the state took control of the allocation of capital, and the capital
markets virtually stagnated. This situation lasted up to the
mid-1980s. During the 1984-92 period, markets responded
enthusiastically to the first whiff of reforms, and after the major
reform initiatives of 1991, showed a compound annual return
of 34 per cent. India was thus, according to Varma, a good
example of Paul Krugman’s thesis that stock markets tend to
reward reformers long before they have completed their job.
The “1992 Scam” siphoned $1 billion from the banking sys-
tem into the stock market. This was made possible by the
weak internal control systems of Indian and foreign banks
operating in India and by faulty settlement practices in the
government bond market. The scam was, however, wrongly
attributed to the reforms, which were slowed as a result.

122. Since 1992, the major structural change has been the
clear emergence of the “new economy,” and the poor show-
ing of the “old economy” in the face of global competition.
Systemic reforms in the stock market have made the markets
safer, more transparent, and more modern. The systemic re-
forms have dealt with disclosure norms, regulation of in-
termediaries, dematerialization, automation of trading,
risk containment measures, and corporate governance.

123. With regard to the current status of institutional inves-
tors, foreign institutional investors (FIIs) enjoy a high degree
of capital account convertibility. The aggregate holding of
FIIs in any company cannot normally exceed 30-40 percent.
There is also a sub-account route for non-institutional inves-
tors. As of 31 March 2000, FII investments totaled $11.23
billion (5 per cent of market capitalization). The mutual funds
sector has assets of $25 billion (11 per cent of market capi-
talization). The Unit Trust of India was set up in 1964 and has
67 per cent of the market share of the mutual fund industry.
Other public sector mutual funds came into being in the late
1980s, and private sector players made an entry in the early
1990s. The regulatory structure of mutual funds involves an
asset management company working under the control of an
independent board of trustees. Development financial insti-
tutions have a historical legacy of large equity holdings ac-
quired in the course of their lending activities, and have tended
to act as strategic investors. Suggestions have been made to
restructure their holdings and make them behave like portfo-
lio investors. SEBI has recently liberalized the regulations
for venture capital funds, and has also permitted foreign ven-
ture capital funds to operate in India.

124. The institutional demand for high quality analysis
and information has helped spur the growth of the
professionalization of the capital markets. Today, the
country boasts of a vibrant financial press, a very active
community of financial analysts, and a high degree of
professionalization in all capital market intermediaries.
Unfortunately, both domestic and foreign institutions have
failed to encourage, and in fact have often resisted reforms,
as in the cases of dematerialization, rolling settlements, and
derivatives. The impact of institutions on improving cor-

porate governance has been limited. In some cases, the need
to ensure institutional support in fund-raising exercises has
led to some improvement in governance. However, institu-
tional activism has been rare. Measures taken to encourage
institutionalization have included the introduction of a par-
tial QIB market as a means of mandatory gate-keeping, as
well as fiscal incentives to mutual funds and venture capi-
tal funds in some cases. India does not have tax deferred
accumulation plans such as the 401(k) in the US, and in-
vestment restrictions on other financial institutions need to
be relaxed. The insurance sector reforms taken up by the
newly developed Insurance and Regulatory Authority of
India (IRDA) include the granting of licenses to 3 new pri-
vate sector insurance companies, as well as measures to
encourage the professionalization and modernization of the
sector through the training and certification of insurance
agents and the development of an actuarial profession. Not
much progress has been made in investment restrictions,
and the IRDA could play a catalytic and facilitating role in
financial innovation.

125. The current status of pension funds in India shows that
private sector pensions are unusual, and government and
quasi-government pensions are typically unfunded and not
indexed to inflation. The commutation of pensions is com-
mon. The Employees Provident Fund (EPF) includes a lim-
ited pension plan, but investment restrictions are tight. The
Public Provident Fund (PPF) remains an unfunded obligation
of the government.

126. The Old Age Social and Income Security (OASIS)
Report recommended, for pension fund reforms, the set-
ting up of private sector pension funds and a new Pensions
Authority. It also proposed that pension funds should in-
vest in the stock market and be given favorable tax treat-
ment. Pension fund managers would initially have three
choices, namely ‘safe income’, ‘balanced income’, and
‘growth’. The OASIS Report also recommended liberal in-
vestment restrictions, no active management, a relative re-
turn guarantee by the fund manager for ‘safe income’
investments, and that government should provide Contri-
bution Protection Insurance.

127. Many successful Asian economies have used pension
funds as a vehicle for forced savings to fund infrastruc-
ture. This, according to Varma, is inconsistent with free
market principles. The investor must be at the center of pen-
sion fund reforms, and must be given a choice of risk-return
combinations and maturity profiles. The felt that the need
for long-term savings provides an opportunity for pension
reforms. However, while a history of financial repression
and inflation expectations makes investors unwilling to ac-
cept low fixed income returns, they are also unwilling to
accept the higher risk of equities, giving rise to the ‘assured
return syndrome’.

128. In conclusion, Varma reiterated that the OASIS Re-
port was on the right track in limiting its proposals for pen-
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sion funds to a DC basis and providing market deter-
mined rates of interest, allowing the use of pension funds
only on the basis of a competitive risk-return trade-off
decided by the fund manager, and advocating portable
pensions and private sector fund management. However,
its attempt to create a class of financial intermediaries to
manage pensions in isolation from other financial institu-
tions in the form of a pensions authority distinct from SEBI/
IRDA may hinder the full play of economies of scale and
restrict financial innovation.

Costs and Tax Issues in Pension Reforms

129. Professor John Piggot, University of New South
Wales, Australia, made a presentation on the Administra-
tive Costs of Public and Private Pension Systems. In the
context of increasing coverage, administrative costs, gover-
nance, and taxation are central to the design of pension sys-
tems. After establishing the importance of administration costs,
with the help of a numerical example from a DC-type plan,
Piggot outlined the various components of administrative
costs. The following costs are involved in the various func-
tions of the pension plan: collecting funds, managing
records, disclosure, investing the funds, determining eli-
gibility, and paying out benefits (involving keeping track
of members). Some of these are expensive or complicated.
For example, managing records is complex if the employee
keeps shifting jobs. The types of costs include account ad-
ministration costs, investment fees, and marketing costs. In a
pure DC private scheme, the cost of administration is trans-
parent and is expressed as a charge of some kind. In DB pen-
sion plans, administration costs do not matter to the employee,
but may be of concern to the plan sponsor. In public (DB)
plans, they are difficult to estimate, because many of the costs
are not recognized or revealed. Economies of scale are re-
ported in pension plan administration, both for public and
private plans, in terms of record keeping, investment man-
agement, and marketing costs.

130. Costs vary with the maturity of the account. Typi-
cally, set-up costs are high, running costs through accu-
mulation are lower, transitions to retirement are costly,
and retirement phases are low-cost. Therefore, if charges
are to reflect costs, then there should be a high entry fee to
reflect start-up or transfer costs, there should be investment
charges on assets or earnings reflecting the costs of fund
management, and other charges should be levied on a flat
fee, contribution, or asset base. In practice, multiple charges
are levied, which may or may not reflect the profile of costs.
Multiple charges are confusing to the consumer, so it is some-
times argued that a single charge is better. Charges should
reflect the use for which they are put.

131. The above concerns lead to the issue of how to regu-
late administrative charges. While some countries, such
as Australia, have no charge regulations, in other countries,
regulation depends on the type of charge (depending on

whether it is on contributions, earnings, assets, or payout)
and the amount of the charge. Piggot provided some coun-
try examples of various charge regulations. Most charge
regulations are based on assets. When comparing adminis-
tration charge regimes on the basis of possible charging bases
(entry, contributions, assets, benefits, lump sum, exit), it is
to be noted that while an asset base back-loads the charges,
a contribution base front-loads them. Under simplified as-
sumptions about contributions, rates of return and retirement
date, it is possible to derive a simple formula linking them.
The advantages of back-loading (assets base) the charges
are that they give pension funds an incentive to maximize
returns on investments, and that if plan members have bro-
ken work histories (as many women do) then the assets base
ensures a smoother flow of revenue. In a mandatory pen-
sion environment, high front-loads may deter some people
from entering the formal labor market, or lead them to
collude with employers to obtain exemptions, as was the
case in Australia. However, back-loading has some disad-
vantages as well, as it provides funds with a strong incen-
tive to bid established business away from rivals by means
of aggressive and potentially wasteful marketing. Retirement
behavior in the formal sector may be affected by this kind
of back-loading: if returns late in working life are damp-
ened by high administration charges, a worker may be
tempted to retire earlier, which has implications for the la-
bor supply and savings in the economy.

132. Piggot then provided some specific examples of
charges in the UK stakeholder pensions and in pension sys-
tems in Sweden, Bolivia, Australia, and Chile. While Aus-
tralian funds have no charge restrictions except a charge
waiver for small amount accounts, the Chilean fund pro-
vider, AFP, can only charge on contributions, and not on
assets. In the Chilean case, the employee pays the charge
and is more conscious of the price. Piggot emphasized that
governance, returns to scale, and appropriate incentive struc-
tures can affect the amount of administration charges levied
and the beneficiaries’ final accumulation benefits. Where
stakeholders have a strong voice in mutual governance,
the charges are less than where there is no corporate gov-
ernance and the profit-maximization motive prevails.
Piggot stressed that the fund manager must be allowed to
have a say in administrative charges.

133. In conclusion, Piggot reiterated that administrative
costs and charges matter, and require attention at the
design stage of pension policy formulation. In order to
keep these costs low, economies of scale should be exploited,
it must be ensured that incentives created by policy struc-
tures encourage low costs and charges, and that competition
should be promoted, both nationally and globally by elimi-
nating both financial service industry protection and capital
controls. Regulations and compliance should be kept simple,
and a standardized metric for charges should be used to cre-
ate a comparable and understandable system. Charge dis-
closures should be regulated, but not charges themselves.
Disclosure must be kept simple and directly comparable.
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134. Next, Piggot gave a presentation on the Tax Issues in
Pension Reforms. Economic development usually brings both
income taxes and a pension system, as more people fall into
the income tax net and have preserved savings. The income
tax structure becomes important, because it has an impact on
savings, investment, and labor supply decisions. The way in
which pensions are treated under this tax is important for the
same reasons (saving, investment, and labor supply). A badly-
designed pension tax regime is difficult to reverse, because of
the long time horizons involved. Therefore, it is important to
think of pension tax at the design stage.

135. One criterion for a ‘good’ tax is that it should lead to
efficiency.  This is a subtle but important concept. It deals
with the whole economy, and requires that taxes should lead
households and firms to make decisions that allow resources
to be put to their best overall use. What is most important is
what happens at the margin of decision-making. Another im-
portant, but ‘slippery’ criterion for a ‘good’ tax is that it should
promote equity. This involves issues of how to measure eco-
nomic welfare (in terms of consumption or income, with con-
sumption being favored), the time period involved (year,
lifetime), consuming unit (individual, household), as well as
inter-generational and intra-generational perspectives. Other
criteria for ‘good’ taxes are that they should be simple and
transparent, have low collection and compliance costs, and be
politically robust. To meet these criteria, a visible and account-
able tax base is needed, as well as a tax that cannot be altered
‘secretly’. Therefore, pensions should be integrated in some
way with the income tax.

136. The three possible bases for pension taxes are con-
tributions, earnings, and benefits. These can be taxed (T)
or exempted (E) in different combinations. For example, TEE
denotes a contributions tax regime, ETE an earnings tax re-
gime, EET a benefits tax regime, and TTE an income tax re-
gime. Most countries follow the EET regime.

137. Poor tax design adversely affects the choice of labor
supply (by affecting retirement decisions and how hard one
works), the amount of savings and future consumption, and
the investment choices made in terms of assets bought. Pen-
sions require retirement, but this is affected by how much
one has accumulated for retirement (including pension
rights) and how much more one will accumulate by work-
ing an extra year, which will be affected by taxes. Funding
retirement requires savings. The taxation of financial accu-
mulation should be set to encourage saving. If income taxa-
tion is to provide the core of tax revenue, pension taxation
should provide relief from the ‘double taxation’ of savings
inherent in income taxation. For a pension plan to deliver ben-
efits, the fund’s assets must be invested. With economic de-
velopment, one of the most important asset choices is between
housing and pensions. Therefore, housing and pensions should
be equivalently taxed. If housing is exempt from the double
taxation of saving (as it usually is), pension assets should be
too. This means that investment earnings should not be taxed.
Piggot stressed that it would be a bad idea to fund the transi-

tion from unfunded to fully funded plans through financing
tax earnings, contrary to what many recommend. Taxing in-
vestment earnings would have an infavorable impact on
women, who work early, and then have broken employment
patterns, and would also adversely affect asset allocation
through the differential taxation of asset returns.

138. Under simple assumptions, TEE and EET systems are
analytically equivalent. Therefore, which is better depends
on other considerations. The benefit taxation (EET) has the
advantage of allowing the progressive rate schedule to take
account of variability in investment performance and in the
form of withdrawal (annuity or lump sum). A progressive ben-
efit tax means more risk sharing by government compared to
a contribution tax. Risk sharing is often socially beneficial.
With DB schemes, imputed employee benefits are difficult to
calculate, and contribution taxation in the employer’s hands
is not practicable. The EET delivers additional revenue when
populations are aging, and public liabilities (for healthcare
etc.) are increasing. However, TEE tends to be popular with
governments, as tax revenue is immediately available, and
governments are under pressure to improve their fiscal per-
formance on a current year basis. It is important to design
pension taxes so that they are integrated within a broader tax
base and to ensure that they are relatively insulated from gov-
ernment intervention. Full income taxation can be imposed
on early withdrawals, except for hardship cases. As far as tax-
ing pension providers is concerned, profits to the company
for providing the service should be taxed, but (other than as a
withholding tax) returns to the assets of pension plans and
returns to assets underpinning life annuity obligations should
not be taxed.

139. Piggot stressed that while universal first pillar sup-
port requires limited monitoring, it is expensive in that it
requires high and distorting taxes elsewhere, and affects
the saving decisions of all individuals as even the well-off
need not save as much. A targeted or means-tested first pillar
is less expensive (therefore, taxes can be lower and less
distortionary), and has well targeted redistribution in that trans-
fers go to those in need, and not everyone is affected by the
transfer. Some monitoring is required. According to Piggot,
it is better to have a means-tested first pillar. Setting up the
means test would involve defining the accounting unit, set-
ting the non-means tested maximum, and deciding on the
withdrawal rate. Once the non-means tested maximum has
been set, the number of recipients on ‘part pension’ will de-
pend on the taper.

140. Piggot concluded by stating that tax design is critical
in developing a coherent pension plan. When designing pen-
sion taxation, it is important to consider how other lifetime
assets (such as housing) are taxed, how pension taxation is
integrated within the overall tax system, the simplicity of tax
administration and compliance costs, and how politically ro-
bust the tax is. The best tax is the benefit tax (EET), based on
the income tax, because it takes advantage of the progressive
income tax structure in promoting equity, promotes risk shar-
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ing by government, is administratively convenient, and de-
livers revenue when governments need it. First pillar trans-
fers should be means tested, as they lower revenue costs, and
therefore lower taxes overall, are more redistributive, and the
well-off are unaffected by the transfer. The taper should (prob-
ably) be steep as less people would be affected, and therefore
the overall distortionary impact will be lower. The steeper
the taper, the lower the cost.

Civil Service Pensions

141. Professor Mukul Asher began his presentation on Re-
forming Civil Service Pensions: Issues and International
Trends by presenting reasons why civil service reform is
needed. The civil service, in most countries, comprises a small
proportion of the labor force. They are government employ-
ees, have a DB pension system and have a generous health
care system for services rendered. Civil service pension re-
form is needed to mitigate the dualism in social security
systems (as others usually have Provident Fund type sys-
tems) which could have impacts on the social cohesion of
societies, and to assist in fiscal consolidation which is a
pre-condition for deeper macro and microeconomic re-
forms.  It is also needed to help preserve future fiscal flex-
ibility and to enhance labor market flexibility , both of which
are keys to competing in the global economy. Civil service
pension reform can potentially increase savings and shift its
composition towards contractual long-term savings, and po-
tentially assist in developing financial and capital markets.
However, none of the above goals can be achieved automati-
cally. The design and implementation of reforms appropriate
in a particular context are essential, and may require a re-
thinking of public sector employment contract terms and con-
ditions. The problems are managerial and technocratic.

142. Asher presented country studies on Malaysia,
Singapore, and Thailand, the last being the most recent to
reform civil service pensions. Malaysia has maintained a non-
contributory, non-portable, indexed, DB scheme, with survi-
vors’ benefits. However, rapid aging has brought an
increasingly heavy burden from the non-contributory health
care benefits of civil servants. Even with Malaysia’s healthy
fiscal position, the above system implies an increasing fiscal
burden that will be of serious concern. The establishment of
the Pensions Trust Fund (PTF) in 1991 was only a small step
and does not change the fundamental problem of the unfunded
nature and lack of portability to private sector jobs. There is a
need for greater transparency concerning the operations of
the PTF, as well as to ensure that the above arrangement is
not used to protect the current pension arrangements of civil
servants in a privileged manner.

143. Singapore originally had a non-contributory but non-
indexed DB pension scheme for civil servants. Two conver-
sions from DB pensions to the CPF, in 1973 and 1987,
substantially reduced the category of civil servants under the
pension scheme. The key incentives here were the availabil-

ity of housing finance under the CPF, generous (EEE) tax
treatment, and the portability of the CPF (this was attractive
because high growth made labor mobility feasible and attrac-
tive). The key disincentive to remaining in the old scheme
was the non-indexed and non-portable nature of the pensions.
The fiscal burden has been minimized, and fiscal consolida-
tion and flexibility achieved. The Pensions Fund was set up
in 1995, but did not alter the unfunded nature of the old DB
system. The operations of the fund are not transparent, but
the fund ensures pension benefits to members.

144. In Thailand, until recently, government officers (about
1.12 million individuals) were eligible for a non-contributory,
PAYG, DB, non-portable, indexed pension scheme, with sur-
vivors’ benefits and health care privileges. In addition they were
eligible for gratuity. Lower level government permanent em-
ployees (about 0.12 million persons) receive gratuity, but no
pensions, and since 1987 fall under the purview of the Provi-
dent Fund Act of 1987. The employees and government (as
employer) contribute 3 per cent of wages each. In 1996 the
official Gratuity And Pension Fund Act (GPF) was passed, com-
ing into force in 1997. It left gratuity benefits unchanged. It is
a mandatory DC scheme (mandatory for those joining govern-
ment service after 27 March 1997), with 3 per cent contribu-
tions by the employee and the government as the employer.
The civil service pension thus is now a combination of DB-DC
schemes, with transition compensation for those joining vol-
untarily. This is a small step toward managing the fiscal bur-
den of civil service pensions in Thailand. The initial funding of
about 70 billion baht (about $2 billion) came from past budget
surpluses. In mid-2000 the accumulated balances were about
$3 billion, and membership 1.1 million. The GPF is a single
pooled fund with no portability. No annuity is permitted, and
there is no room to improve its economic effects through de-
sign changes. Its Board has 22 members, 10 from the employer’s
side, 9 from the employees’ side, along with 3 experts selected
by the committee. It is nominally autonomous, under general
supervision by the Ministry of Finance. However, Thailand’s
political economy is a challenge in making the GPF substan-
tially autonomous. GPF balances must be invested domesti-
cally, so there is no country or systematic risk diversification.
Domestically, investment diversification can be undertaken,
including in equities (up to 10 per cent), but the main limita-
tions on investment diversification arise from limitations in the
domestic capital market.

145. Asher then discussed the principles that the reform
strategies must follow. He based his discussion on the as-
sumption of non-contributory civil service pension schemes.
If these are contributory, then the issue of financing pensions
to existing retirees during the transition to a mandatory sav-
ings DC system will arise, and the fiscal position of the gov-
ernment will be relevant in designing the pace and nature of
the transition. He emphasized that overly hasty reform can
often do as much damage as overly slow reforms, and that it
was wrong to not reform when the fiscal position is weak, as
most recommend. What is needed is not an absence of re-
form, but careful reform.
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146. Whether under gradual reform or fundamental struc-
tural reform, existing promises of pension benefits must
be honored in order to retain credibility, equity, and sup-
port for reforms. Political will is essential for civil service
pension reform. The main feature of the reform should be
the introduction of a significant degree of pre-funding from
employees and the government as an employer. Pre-funding
implies an accumulation of balances. These balances must
be invested with a high priority given to fiduciary responsi-
bility, transparency, and accountability.The efficiency with
which these savings are translated into investments should
also be improved. Transitional arrangements are essential.
The fiscal position has a major impact on the nature and
scope of reform. Reform should facilitate labor market flex-
ibility between the public and private sector. The ultimate
goal should be to substantially reduce, if not eliminate, the
existing dualism in pension benefits between the public and
private sector.

147. Underlying gradual reform strategies are the as-
sumptions that political factors will preclude rapid and
far-reaching reforms, and the expectation that strong eco-
nomic growth will mitigate the severity of the fiscal bur-
den over time. Reforms must be used as a learning process,
and as a confidence building process for more far-reaching
reforms in the future. The gradual reform strategy involves
the introduction of a mandatory pre-funding component
for future entrants to the civil service, with incentives to
those civil servants below a certain age, or those with
certain preferences toward risk. Asher emphasized that it
was important to allow them to make choices and make their
own mistakes, and that it was not possible to always make
the right choices for all age groups. Pre-funding will thus
alter current DB pension benefits into a mixture of DC-DB
benefits. Further, the health benefits of the new entrants
should be separated from the pension benefits, and made
partly contributory. The parametric changes involved in a
gradual reform strategy should involve tightening eligibil-
ity, examining pension benefit formulas and gratuity ben-
efits, unifying pension terms and conditions across various
ministries. However, they should permit different terms and
conditions at different levels of government and across states
and urban bodies, timing of retirement benefits, indexing
survivors’ benefits, improving administrative and compli-
ance efficiency, and enhancing portability.

148. Underlying the fundamental structural reform strat-
egy are the assumptions that a political consensus exists
on the need and the nature of civil service pension re-
forms, the fiscal situation is strong enough to implement
this strategy, and the administrative capacity, institu-
tions, and financial and capital markets are sufficiently
developed to implement the strategy. In addition to the
relevant parametric and other changes suggested in the
gradual reform strategy, a substantial portion of the existing
civil servants as well as all new entrants should be shifted to
a mandatory savings DC, fully funded scheme, with recog-
nition bonds or similar financial assets provided for the ac-

cumulated pension benefit rights. Health care benefits of all
current employees and future entrants should be separated
from the pension benefits and made contributory. The in-
vestment of the accumulated balances should be integrated
with those for private sector employees, and the governance
structure would give a high priority to fiduciary responsi-
bility, transparency, and accountability.

149. In conclusion, Asher reiterated the point that civil ser-
vice reform is essential for fiscal consolidation and flex-
ibility. The longer the reform is delayed, the more difficult
the choices will be. Careful attention to the transition phase
and to the design and implementation details is needed, and
managing the political economy is essential. The only sus-
tainable manner of providing the promised pension benefits
to civil servants (and to private sector employees) is through
robust and high-quality economic growth. Civil service pen-
sion reform must be designed to contribute to this outcome.

150. Dr. S. Irudaya Rajan, Associate Fellow, Center for
Development Studies, Trivandrum, India, gave a compre-
hensive data-based presentation of the needs for social secu-
rity in India, with a focus on the state of Kerala. According to
Rajan, Kerala is experiencing a high-paced demographic tran-
sition, in which the fertility is low and the population is aging
fast. The life expectancy at age 60 in Kerala is as high as
about 15 years. This has thrown a number of challenges at the
state government, since most of the elderly belong to the in-
formal sector of the economy.

151. He provided some important data on the state of Kerala.
There are already 728 old age homes with more than 40,000
residents. Breaking up the beneficiaries by caste suggested
that 31 per cent are from Scheduled Castes and another 40
per cent from Scheduled Tribes, with about half being women.
Other programs that address the problems of the poor are
through the rural development and food and civil supplies
departments who manage Annapurna, a feeding program ini-
tiated in 1995. The national government has allotted Rs1,000
million to this program, but a large number of states have yet
to implement the scheme.

152. However, Kerala administers 39 different social assis-
tance programs and 19 of them are based on state funding.
The Kerala Fisherman Welfare Association has a contribu-
tory program with no funding support from the government.
This association already boasts of 172,000 enrolled members.
Its promotional and preventive programs cover 27,000 pen-
sioners.  Kerala’s success story appears good but in other sates,
such programs do not necessarily exist. The extended old age
pension scheme in Tamil Nadu is another successful program.
In this state, the old can choose to have free noon meals along
with school children.

153. All elderly do not require assistance, since some work.
Some have adequate savings to fall back upon. There is there-
fore a need for selection and a case for targeting. Identify-
ing correct target groups is essential in order to improve



ADBI Executive Summary Series No. S44/01 27

efficiency and reduce leakage. Rajan made a plea that wid-
owhood status should be considered for assistance as well.
Accordingly, 20-25 per cent of the eligible elderly may be
getting some assistance in India. This, however, he said is
only a crude estimate but seems reasonable. The amount of
assistance, according to Rajan, should be enhanced from the
current Rs150 to some reasonable amount. On funding pen-
sion plans, he also suggested that a certain percentage of allo-
cations to family planning programs could be diverted to
providing old age pensions, at least in the case of Kerala.

Conclusions

154. In the closing ceremony, Dr. Frank Polman, Resi-
dent Representative, ADB Resident Mission, New Delhi,
noted that the need for a conference on pension reform arose
from a number of issues. First, only 10 per cent of the people
in South Asia are covered under social security. Second, the
unfunded liability of civil service pension schemes, particu-
larly in South Asia where large numbers are in the civil ser-
vice, could lead to economic instability. He observed that a
lack of understanding of various policy options and institu-
tional capacity has hampered the design and implementation
of pension reforms.  He remarked that the ADB is concerned
about the social aspects of pension reform, especially on the
poor, and emphasized the critical role of pension schemes in
financing infrastructure development for which large invest-

ments are needed. Given the limited availability of funds from
international organizations, a large part of such investment
funds would have to be raised domestically, and here pension
funds could play a very useful role in providing long-term
financing for infrastructure development. He also noted the
linkages between the development of long-term debt and the
secondary market.

155. He then congratulated the participants for successfully
completing the workshop and distributed out certificates to
the various country participants as well as to the resource
speakers. He listed what he thought were the major problems
related to provident funds, namely a high withdrawal rate,
low rate of returns that are well below the real wage growth
rates, and high contribution rates. Polman pointed out that
the main test of effectiveness of the training workshop would
be the extent to which the skills and knowledge acquired were
used by the participants to implement pension reforms in the
various countries in South Asia.

156. Dr. Raj Chhikara, Senior Capacity Building Spe-
cialist, ADB Institute and program coordinator for the work-
shop, wrapped up the training workshop by thanking the
participants for their active and enthusiastic participation de-
spite the intensive and grueling schedule. He also expressed
the hope that the workshop had provided the participants with
some stimulating ideas and that they would go back to their
countries having benefited from the workshop.
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