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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.

Ignazio Visco is Deputy Director General of the Bank of Italy and former OECD Chief Economist. This article is
based on a keynote speech to the roundtable on “The impact of the payout phase on financial markets” at the
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RETIREMENT SAVING AND THE PAYOUT PHASE

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...
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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, |



