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RETIREMENT SAVING AND THE PAYOUT PHASE.:
HOW TO GET THERE AND HOW TO GET THE
MOST OUT OF IT

Ignazio Visco

In the wake of a dramatic financial crisis and with the first waves of baby
boomers approaching retirement we hardly need to think about how best
arrive at the pension funds’ payout phase. This paper argues that there is
a urgent need to raise retirement saving, to reduce defined contribution
plan members’ exposure to investment risks and to provide the financial
industry with cheap and safe payout instruments. These challenges are
also likely to call for a more active government role.
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Financial markets are
affected by population
ageing and in turn
contribute to shape the
economic consequences
of ageing

Retirement-related
saving schemes have
developed considerably
during the 1990s, raising
several policy issues

The current financial
crisis reinforces the
need to protect
retirement saving

Senior workers are
mostly affected, and the
situation calls for
measures to improve the
future working of
pension systems

The implications of population ageing for financial markets have
long been a subject of discussion for public authorities, financial
intermediaries and academics. Over time we have become aware that
ageing has a deep impact on the structure of financial markets and, at
the same time, that this structure strongly affects the way in which
demographic trends spread through the real economy. A leading role in
this process has been played by the OECD.

I.  Times are changing for pension funds

Retirement-related saving schemes offered by pension funds and
other intermediaries have developed considerably during the 1990s, as
workers have relied increasingly on capital markets to sustain their
consumption in old age. By the early years of the current decade some
issues had reached the forefront of the policy debate, notably the
importance of aggregate longevity risk, the transfer of risk from
governments and corporations to households, the impact on financial
markets of current and prospective reallocations of pension fund
portfolios, and the ability of the regulatory and supervisory framework
to adapt to the rapid changes in the supply of retirement saving
schemes. These issues were comprehensively analysed in a G10 Report
on the implications of pension system reform for financial markets,
published in 2005." A wide range of policy options were drawn, along
the three directions of strengthening the risk management practices of
providers of retirement saving, promoting the supply of suitable
financial instruments, and raising the standards of investor protection
and financial education.

Today, those policy conclusions are all the more significant. If
anything, the current financial crisis reinforces the need to develop
effective ways of protecting retirement saving. However, it may make it
harder to adopt appropriate instruments to hedge the risks that may in
the long term affect the payout of pension benefits.

The severity of recent financial market developments certainly
justifies the tendency to concentrate on the short term. The crisis is
especially costly for senior workers, whose pension wealth, both inside
and outside pension plans, has been dented by the sharp decrease in
asset prices. As in previous financial markets downturns, some of these
workers may react by postponing retirement. In certain cases this might
not be enough, and an argument could be made for public intervention
(for instance, in the case of workers near to retirement whose pension
benefits would mostly derive from mandatory private pension
schemes). This situation also calls, however, for measures to improve
the future working of pension systems. The current crisis has only
highlighted the urgent need for better-functioning markets and better
retirement products, if future retirees are to be guaranteed adequate
living standards.
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The crisis is affecting
policy makers’ attitude
towards regulation as
well as investors’
propensity to take risks

The pension fund
industry has been hit
very badly

Established practices are
being called into
question...

...and so is the notion
that financial markets
could be a reliable
source of retirement
income...

...undermining decisions
to join a pension fund
and the appropriate
level of contributions
and asset allocation
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We cannot regard the current events as just one more protracted
period of high financial market volatility, to be followed sooner or later
by a return of investors’ expectations and risk premia to more
comfortable levels. The financial crisis has already proved to be a
watershed for the international financial system and it is changing the
attitude of public authorities towards banking and capital market
regulation. It might also deeply affect the propensity of private
investors to take risks. It will not be business as usual anymore.

The pension fund industry has already been hit very badly by the
crisis. In the four quarters ending in June 2008, in the United States the
pool of assets managed by funded private and public pension schemes
has declined by more than 9 percentage points, or almost 900 billion
dollars. Since then losses have probably doubled, given the collapse of
bond and stock prices. Pension funds have also invested a huge amount
of resources in troubled assets: according to IMF estimates, by October
2008 potential write downs on US loans and securities ranged between
125 and 250 billion dollars.”

The current financial crisis raises several questions about the
established practices of the retirement saving industry. Consider, for
instance, the major changes concerning credit rating systems, which
play a key role in the portfolio management of pension funds in every
country; or the uncertain perspectives of the investment banking
industry, which provides companies and investors with such essential
services as securities underwriting and trading, asset management, and
M&A advice; or again the upsurge of counterparty risk on OTC
derivatives, which pension fund managers have used increasingly to try
to improve portfolio risk management. It is now difficult to figure out
how financial intermediaries and markets will adjust to these structural
changes.

More importantly, the global banking crisis that still engulfs
intermediaries and markets threatens to cast a shadow on the very
notion that financial markets could be a reliable source of retirement
income. More than the never-ending dispute of the pros and cons of
equities versus bonds, the focus is increasingly on the ability of
financial markets to assure workers a sufficient level of retirement
income even over long-term investment periods. Beyond the unresolved
issue of aggregate longevity risk, we need to think whether workers
should be left alone to deal with financial markets tail risks (i.e. the fact
that extreme losses tend to be more frequent than it would be by
chance in normal conditions).

Even the decision to join a pension fund (where private pension
plans are not mandatory) is likely to be seriously affected by the crisis.
Investors’ confidence in the soundness of financial intermediaries and
markets has been shaken and this may well spread disaffection among
workers, notably with respect to pension funds’ defined contribution
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Phases of accumulation
and decumulation are
closely intertwined

The pension fund
industry continued to
expand, albeit at a
slower pace than in the

(DC) schemes. Workers may feel less able than in the past to make
difficult decisions about the appropriate level of contributions and
dependable asset allocation.

The phases of accumulation and decumulation are closely
intertwined: the optimal design of the former strongly depends on the
latter and vice-versa. [ will start from the accumulation phase, because
before dealing with the issues posed by the payment of pensions, we
have to be sure that workers will actually have something to
decumulate when they retire.

II. The importance of pension funds has continued to

grow

In this decade the pension fund industry has continued to expand
relative to the size of the economy, although at a slower pace than in
the 1990s (Table 1). At the end of 2006 total OECD funded pension assets
(including occupational and personal arrangements) amounted to about

1990s 24.6 trillion dollars, or 76 per cent of GDP. Asset growth has differed
considerably across OECD countries, being stronger in those economies
where pension funds are well-developed (Figure 1).
Table 1. Pension fund assets
In per cent of GDP?
1990 2000 2003 2006
Belgium 2 6 4 4
Canada 29 48 47 54
France 1 1
Germany 3 3 4 4
Italy 1 3 2 3
Japan® 12 19 14 22
Netherlands 72 114 101 127
Sweden 2 3 8 9
Switzerland 56 105 104 123
United 50 79 65 84
Kingdom
United States 42 69 73 75

a) Reported assets refer to the category “autonomous pension funds”. They may not include all forms of retirement
savings plans, in particular those provided by insurance companies.

b) Data for 2003 and 2006 are estimated.

Source: Group of Ten (2005) and OECD, Global Pension Statistics.

There has also been a
further move from DB to
DC schemes

There has also been a further move from defined benefit (DB) to DC
schemes. Generally, the latter have been adopted in countries where
private pension schemes have been introduced to complement and
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compensate the prospective downsizing of public pension systems.
However, available data also show that, in countries where DB and DC
schemes coexist, the latter have increased further as a share of total
assets (Table 2). In particular, DB occupational plans have continued to
lose ground in the United States, where they have a long tradition.
According to the Employee Benefits Survey of the Department of Labor,
the percentage of private industry workers participating in defined
contribution plans has increased from 36 per cent in 2000 to 43 per cent
in 2006. In the United Kingdom, too, there is evidence of a further shift
from DB to DC schemes, in line with the findings of the Turner Report.’

Figure 1. Pension funds’ assets across OECD countries
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Source: OECD, Global Pension Statistics.

Table 2. Proportion of DC pension plans in selected countries

Per cent share of DC pension plans in autonomous pension funds’ total assets

2001 2002 2003 2004 2005 2006
Canada 7 9.5
Italy 80.9 70.5 83.8 85.3
Japan 2.4 0.2 4.4 8.2 14.2
United States 46.4 47.2 48.0 48.9 50.2 51.7

Sources: OECD, Global Pension Statistics, and Pension Markets in Focus.
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These developments are Underlying these trends there are well-known structural factors,
driven by ageing such as those reviewed in the G10 Report. Ageing populations and the
populations and shrinking coverage provided by public pension systems call for an
shrinking public increase in the pool of resources channelled to capital markets to

pensions provide for retirement. In several countries changes in labour markets
and concerns about future pension liabilities are prompting employers
to close DB plans and offer DC plans instead.

Future retirees will These profound structural changes in pension systems imply that
depend more heavily on the sources of retirement income in the future will differ considerably
savings as a source of from those of current retirees. This is highlighted by a recent survey of
retirement income US working-age and retired citizens (Table 3). While only one third of
retirees report that they also depend on some kind of retirement
savings plan, workers’ expectations regarding the future sources of
retirement income show a much greater role of both funded pension
schemes (such as 401(k) plans and Individual Retirement Accounts) and
other forms of personal saving. This evidence provides further
indication that future retirees will depend heavily on savings as a

source of retirement income, and specifically on DC pension schemes.

Table 3. Current and expected sources of income in retirement

In per cent

Workers Retirees

(expected) (reported)
Social Security 80 94
An employer-sponsored retirement savings plan, such as a 401 (k) 74 36
Other personal savings or investments 73 48
An individual retirement account or IRA 69 34
An employer-provided traditional pension or cash balance plan 59 53

Source: Employee Benefit Research Institute; and Mathew Greenwald & Associates, Inc. (2008), Retirement
Confidence Survey.
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