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OECD/IOPS GLOBAL FORUM ON PRIVATE PENSIONS: HOW TO BUILD ADEQUATE, LONG-

TERM PENSION SAVINGS: LESSONS FOR AND FROM DEVELOPING PENSION SYSTEMS 

25-26 October 2011 

Cape Town, South Africa 

PROCEEDINGS 

The OECD/IOPS Global Forum was held in Cape Town on 25-26 of October 2011 with the 

collaboration of the South African Financial Services Board. About 240 representatives from 61 countries 

attended the event. The meeting was preceded by the IOPS General Assembly. Following the Global 

Forum, the OECD organised the OECD International Conference on Financial Education 

During the first session at the Global Forum, panellists covered a variety of experiences and 

challenges in dealing with the provision of retirement income across several African countries. In the 

opening, the representative from the Minister of Finance of South Africa established clearly the main 

issues afflicting South Africa’s pension system and that of most African systems: coverage, adequacy and 

leakages, lack of deferred annuitization, low savings rates, and low qualification levels of trustees. 

Most African countries suffer from low coverage. This low coverage results not only from 

informality in the labour market but also from low income levels (most low income people are not part of 

the pension system) and high unemployment. Moreover, there is also a problem of low saving rates, which 

needs to be addressed. Ideas to improve coverage include introducing mandates (e.g. Ghana, Nigeria, and 

Malawi) and innovative approaches such as the Kenyan scheme in which low income and disenfranchised 

people come together to form an association that manages their pension plans (confidence) where they can 

subsequently make contributions using their cellular phones (accessibility). Additionally, governments 

providing an incentive of a one-off matching contribution could help in enticing people to begin saving for 

their retirement and increasing the costs of leakages. 

Further, most African pension systems also suffer from leakage, which compounds the problem of 

adequacy. In order to make savings in private pension systems attractive, people who are changing jobs 

are able to take their accumulated assets and spend them. This feature has a negative impact on adequacy at 

retirement. There is a need for careful study to assess the trade-off between the potential increase in 

coverage and the potential reduction in total assets accumulated at retirement. 

The representatives from South Africa and other African countries (those with individual accounts) 

highlighted the need to have deferred annuities, as they provide protection form longevity risks and offset 

high draw-downs early in retirement (instant gratification). 

Several African countries are also currently discussing the viability of introducing universal, basic 

level pensions as an approach to guarantee that most of the population is covered by a minimum pension 

and some minimum level of retirement adequacy is guaranteed. Such schemes currently exist in countries 

such as Botswana, Namibia and Mauritius, while South Africa’s means-tested basic pension also has a 

broad reach. This proposal bore well with the OECD main recommendation of diversifying the sources to 

finance retirement and of having a safety net to protect low income people, as the OECD Deputy Secretary 

General remained the audience. 
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Finally, it was argued the need to improve the knowledge and capabilities of trustees as a way to 

strengthen the pension system. A system of minimum qualification requirements would help.  

The debate in the Forum then moved to discuss adequacy (session 2) and coverage (session 3) in more 

detail bringing in the experience of other non-African countries.  

Session 2 focussed on the retirement income adequacy of pensions systems. The discussion 

highlighted the importance for adequacy of contributing and contributing for long periods. Panellists 

agreed about the need to stress as much as possible, especially because despite its simplicity, many 

countries, institutions and individuals have responded to the crisis by reducing contributions and allowing 

early withdrawals that jeopardize the future adequacy of savings to finance retirement.  

The exchange on adequacy also focused on how to increase coverage as a way of promoting 

adequacy. One key policy presented was the different approaches to design tax incentives. Combining the 

current structure of tax deductions, which provide higher incentives as income grows, with matching 

contributions may help incentivise low income people and remove the unwanted feature of incentives 

growing with income. The discussion also highlighted the macro aspects of adequacy, that is, taking a 

broader look at the overall pension system and calculating indicators of adequacy. Although useful, those 

indicators suffer from composition bias (how do you weigh the different features? Do you give them an 

equal weight? How do you distinguish their effect in the final ranking of countries?) 

Session 3 focussed on how to increase coverage and promote participation in private pensions. 

Increasing coverage guarantees that more people will have retirement income coming from the 

complementary private provision and it may also help in increasing overall retirement income. In this 

context, Nicholas Barr presented possible policy actions to increase coverage drawing from the UK, US 

and other countries experiences. For example, issues relating to soft compulsion: automatic enrolment with 

an opt-out clause; programs such as save more tomorrow and escalating contributions; the role of tax 

exemptions, etc. The main message was that providing basic non-contributory and mandatory pension is 

the best approach to guarantee universal minimum coverage. The experience of Chile with its recent 

reform complementing the private DC pension arrangements with the creation of a solidarity pillar in 2008 

goes in that way. Other policies are necessary to address the fact than coverage increases with age and with 

income. Targeted matching contribution arrangements can help in this regard as the experiences of Chile 

and the US suggest. 

Finally, session 4 and 5 focused on how to encourage pension funds to act as long-term investors - 

particularly looking at their potential to invest in infrastructure projects. Many delegates wondered about 

what can be considered as a long-term investment. In this regard, the OECD has recently published work 

defining long-term investment (www.oecd.org/finance/lti): capital that is held for the long haul and used 

for productive purposes. On long-term investment, it was also argued about the need for better governance 

and better disclosure within pension funds. Moreover, pension funds should also manage internally some 

of the long-term investment decisions.  

Recent work by the OECD highlights potential barriers to investment in infrastructure (notably a lack 

of project opportunities and suitable financing vehicles) and encourages governments to create a more 

conducive investment environment for pension funds, from clearer planning of infrastructure needs and 

projects to issuing infrastructure bonds and launching green banks. Participants warned against pushing too 

much for infrastructure investment and making sure that investment in infrastructure follows standard 

criteria based on return adjusted by risk instead of political preferences. 
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1 Introduction 

1.1 The study 

Oxford Policy Management (OPM) was contracted by FinMark Trust and its partners (the 
Department of Social Development and the International Social Security Association) to 
undertake an evaluation of retirement systems of the 15 countries within the Southern 
African Development Community (SADC). In accordance with the terms of reference, we 
have set out to develop ‘a comprehensive review of the retirement systems and informal 
mechanisms of all SADC countries’ and, in doing so, have focused on ‘describing the 
retirement systems of each country with a view to understanding the effectiveness and 
coverage in different systems and the importance of informal approaches to long-term 
provision’. 

The overall aims of the study were to compile and systematise the information available on 
retirement systems in the region, including informal mechanisms and mechanisms used by 
informal sector workers. This intention has been to provide comparative information that can 
be set against the more extensive information that is available for corresponding systems in 
other parts of the world, and form the basis for further development of retirement systems in 
these countries. 

The study took place in four phases: 

1. development of the conceptual approach and research strategy, including research tools 
and templates; 

2. a review of published and electronically available literature, and a review of available 
data sources relating to retirement provision and income for older people (i.e. those aged 
60 and over); 

3. country visits to selected countries where there were significant information and data 
gaps following the literature review and survey of data available;1 

4. development of a description for each country, and an integrated ‘synthesis’ report 
providing key conclusions and recommendations with regard to coverage and 
effectiveness (assessment). 

This document is the Synthesis Report, which accompanies 15 individual country profile 
documents. It summarises the main comparative findings, drawing out the key themes that 
recur across the various country profiles and setting out the critical conclusions and 
recommendations. 

For all 15 countries, the documentary sources were generally adequate to provide a broad 
description of country systems. In several cases the literature review identified gaps, which 
were followed up through further enquiries and also by the country visits. However, it should 
be noted that unearthing the required sources and then translating this raw data into 
systematic country descriptions and assessments was an extremely time-consuming task. A 
number of specific challenges were encountered: 

• There is little standardisation across the sub-continent with regard to retirement 
information and data. It is therefore not possible to present comparative retirement 

                                                
1 Country visits were made in February 2010 to Lesotho, Madagascar, Malawi, Mozambique, 
Swaziland, Tanzania and Zimbabwe. 
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descriptions for all countries at a specific point in time, and the depth of information 
differs significantly between countries. 

• It was more of a challenge than had been anticipated to put together a basic background 
dataset of demographic, socio-economic, labour market and economic data for each of 
the countries. Country sources on these topics are irregular and often difficult to find, and 
there is little standardisation between countries. It was also often difficult to access 
reliable supplementary information in cases where the published data were inadequate or 
where different sources provide conflicting data. 

• As expected, information on informal systems was limited. This could relate partly to the 
absence of a generally accepted conceptual framework and categorisation of informal 
mechanisms but, also, informal systems are of a smaller scale and, by definition, not 
codified and regulated through written rules and legislation. 

1.2 Conceptual clarification 

This study was intended to review the retirement systems in SADC countries, focusing both 
on formal and informal mechanisms. The focus is therefore on formal and informal 
mechanisms and support networks , and not specifically on the formal and informal (labour 
market) sectors. Indeed, formal sector workers do utilise informal mechanisms and vice 
versa. 

The study attempted to be sensitive to the fact that the concepts related to retirement 
systems often reflect the Western context, where formal retirement systems first developed 
and are, today, extensive. However, socio-economic conditions and labour market realities in 
Southern Africa are very different from the current Western context (although they may be 
closer to the context prevailing when pensions were introduced) and this has implications for 
the description of systems in Southern Africa, as well as for assessment of systems. 
Specifically: 

• Formal retirement  from the labour market at a specific age or in a specific age range (set 
in terms of employment or pension rules) is a much less common concept and event in a 
large part of the developing world and, in particular, in sub-Saharan Africa. People in this 
region are much less likely to come to a specific age where they can withdraw completely 
from the labour market. There are various reasons for this: 
- the informality of many jobs in general, and especially of many jobs in the agricultural 

sector (on which a majority of the population in many of these countries depend for 
their livelihoods); 

- lower penetration of collective bargaining and labour standards;  
- regular interruptions of formal sector jobs (affecting contributions to formal retirement 

mechanisms); and  
- low incomes during their work lives.  

Elderly people will often remain active, both in the labour market and also in household 
and community production, for long periods after what is often the formal retirement age 
in richer, more regulated economies. Hence, as specified in the terms of reference, the 
study explicitly examined informal savings and redistributive mechanisms that may 
contribute to ensuring income security in old age by supplementing or replacing formal 
retirement mechanisms. 

• While the terms of reference speak of ‘retirement systems ’, it is evident that in Southern 
Africa, at least, a retirement system in the dictionary sense of a ‘systematically arranged 
and designed system’ leading to a ‘condition of harmonious and orderly interaction’ does 
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not exist. In other words, the notion of a system may imply a degree of formality and 
rationality that is seldom the case with the different vehicles providing income security to 
the elderly in most Southern African countries. The ‘system’ to be described will consist 
of a set of mechanisms that provide income to the elderly. While the different 
mechanisms do interact and affect each other, there can be no presumption of optimal 
design and the appropriateness of the different components, nor of the effective 
integration of the different mechanisms. 

1.3 Classification of savings and redistributive me chanisms 
providing income to the elderly 

We define formal  retirement mechanisms as mechanisms that are established in terms of 
legislation or regulated through legislation. These can be transfer (or redistributive) 
mechanisms and long-term savings mechanisms aimed at securing a minimum income for 
elderly people, or aimed at consumption smoothing over the life cycle (deferring consumption 
from working age to retirement age). Some private provision of retirement instruments that 
will be included under the ‘formal’ category may not be formally regulated, but are governed 
by formal policies or agreements/contract with private sector firms. 

Formal retirement mechanisms, broadly in line with the most common ‘typologies’ (see 
Whitehouse, 2007; World Bank, 2008), are classified into four types: social assistance, social 
insurance, occupational schemes and voluntary insurance. 

• Social assistance  refers to non-contributory (tax or donor-financed) retirement schemes 
that can be available universally (to all the elderly) or be means- or resource-tested. 
These are redistributive schemes aimed at ensuring a minimum income level for all the 
elderly. Entitlement to these benefits is normally spelt out in government legislation and 
regulations. Some social assistance or social protection schemes may be targeted at the 
poor in general and may therefore reach a significant number of poor elderly benficiaries. 
Where such general social assistance is in place and covers a large share of the elderly 
the country profiles identify and describe those schemes but no attempt has been made 
to encompass all social protection measures that may include the elderly (such as food 
relief and public works).2 

• National social insurance  refers to contributory schemes to which workers are 
obligated to contribute through a national legislative mandate. Benefits typically relate to 
the extent of contributions, but there may be some minimum guarantee for low-income 
workers, implying a redistributive component. The key objective of these schemes is to 
provide earnings-related benefits (‘minimum income-related benefits’) after retirement, 
and these schemes are focused more on income-smoothing than simply a minimum 
income (poverty relief). While such schemes are often administered through a public 
sector agency and fund, the mandate can also be to contribute to private sector managed 
funds. Such funds can be ‘defined benefit’ (DB) or ‘defined contribution’ (DC).  

• Occupational schemes  are those set up for employees of a specific organisation or 
groups of organisations (such as industry-wide schemes set up in terms of collective 
agreements) and include schemes specifically set up for civil servants. 

                                                
2 Holzmann et al. (eds) (2009) argue that, if the elderly do not face a higher risk of poverty than the general 
population, ’the rationale for retirement income transfers would be weakened—the elderly poor could simply 
become part of the general social assistance system that targets all the poor (if, of course, such a system exists)’. 
The authors also refer to mixed evidence on the vulnerability of the elderly to poverty. Kidd and Whitehouse in 
Holzmann et al., however, conclude on the limited available evidence that ’the most likely conclusion is that in 
sub-Saharan African households with older people tend to be poorer than the general population’. 
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• Voluntary private insurance schemes refer to individual contributory schemes allowing 
for top-up income-related benefits. These are entered into voluntarily by individuals. Such 
schemes are not established through legislation but are mostly (or should be) regulated 
by specific legislation.  

Insurance mechanisms apply mostly to formal sector workers, we may find some examples 
where insurance mechanisms have been adjusted to incorporate informal sector workers, as 
has happened in some countries. 

Informal mechanisms  for providing income in old age refer to mechanisms that are not 
established through legislation or formally regulated. Although these informal mechanisms 
may be the only vehicles that can be accessed by people outside the formal sector of the 
economy, evidence (such as various Finscope country studies) shows that formal sector 
workers (and sometimes high income groups, in particular)3, are often the main users of 
informal mechanisms (e.g. such as buying cattle from wage income). 

Such informal mechanisms are more difficult to identify and to classify because of the 
smaller scale and also the absence of clear and documented rules for their operation. While 
social protection for the informal sector and less formal mechanisms has been getting 
increasing attention, a standardised typology or framework for the classification of informal 
schemes has not yet been developed. This study distinguished between three informal 
avenues of support for the elderly: longer-term savings vehicles, accumulation of assets and 
other informal forms of support. 

• Longer-term savings vehicles, focusing on savings instruments or relationships that last 
for longer than one year. These include rotating savings and credit associations, micro 
savings and insurance schemes and long-term voluntary contractual saving schemes not 
specifically focused on retirement. This includes mechanisms such as ‘endowment 
policies’ or ‘guaranteed funds’ within the banking sector4 which have formal 
characteristics (such as written contracts and being supervised by a regulator in terms of 
legislation). 

• Accumulation of assets which can generate non-employment income (including during 
old age), such as cattle, land, housing and hardwood tree plantations. 

• Other informal forms of support of the elderly: 
- continued household production after retirement or in old age (such as child care or 

household management) ‘remunerated’ through income sharing or remittances; 
- redistribution within households (intra-household transfers); and 

                                                
3 For example, a member of the team noted that many formal employees in Botswana use part of their wages to 
expand their cattle herds. 

4 Endowment policy: ‘A contractual saving policy with a fixed term paying a lump sum benefit at maturity in return 
for regular premiums. For purposes of tax definition, the term may be no shorter than 5 years. It may be extended 
indefinitely from the original maturity date. Premiums are usually payable monthly throughout the term of the 
contract. Surrenders are possible after an initial minimum term. Some contracts also permit partial withdrawals 
prior to maturity, giving a degree of flexibility to savers.’ Guaranteed fund: ‘An insured investment fund providing 
some form of investment guarantees and year-to-year performance smoothing. The most common form of 
guaranteed fund today provides annual bonus declarations, never less than zero, which bear some reference to 
the return on underlying assets, normally invested consistently with those of a balanced fund but aim to hold back 
returns in periods of high performance and give it back in periods of poor. The overall profile of returns is 
smoother, but policyholders are charged, not always explicitly, for the risk to shareholder capital resulting from the 
guarantee and this charge reduces overall performance by between 0.5% and 1% annually.’ (Roth, Rusconi and 
Shand, 2007) 
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- support from communities or social networks. 

These informal mechanisms may contribute to saving or providing an income for retirement 
or old age but, in many cases, their focus will be on other objectives, such as education 
provision and more general management of risks. The study therefore attempted an 
inventory of such savings and redistributive mechanisms, and an assessment of their 
relevance as a mechanism for providing income to the elderly or as a foundation to develop 
appropriate products. 

1.4 Research framework 

A common framework of assessment was applied to the various formal and informal 
schemes that were identified and reviewed. This framework is a reworking of the ‘key 
information’ categories in the terms of reference, and forms the basis for the description and 
assessment of the mechanisms covered by this study. 

The main categories are: 

• legal and institutional set-up (terms of establishment, ownership, governance and 
administration); 

• coverage of the population and the elderly; 

• financing or source of funds; 

• quality ‘indicators’ that include the range of contingencies covered, when benefits are 
accessible (retirement age, in the case of formal systems), benefits levels (or 
replacement rates or relative pension levels, as are applicable), preservation and 
withdrawal benefits, administrative cost and asset management (where applicable), and 
financial and social sustainability. It will be necessary to consider the main risks to which 
the different types of schemes are vulnerable (e.g. demographic, political, fiscal security 
of unfunded schemes, investment performance of funded schemes). 

The information gathered in this systematic framework allows for comparisons between the 
different mechanisms and between countries for an assessment of the different mechanisms. 

1.5 Coverage and adequacy of retirement systems 

The study has found a large array of mechanisms, and combinations thereof, across the 
counties of the SADC region aimed at providing support to the elderly. The countries studied 
are diverse in terms of their demographics, economies, labour markets, fiscal situations and 
financial systems, all of which are key factors in determining the demand for and supply of 
social security provision. In many countries, the coverage of formal schemes (social 
assistance, social insurance, and occupational and private pension schemes) is limited 
because formal employment is not the dominant employment relationship.  

South Africa and Mauritius have the largest and, arguably, the most developed pensions 
industries in the region. In South Africa, a large proportion of the labour force is uncovered 
(formal sector employment is estimated at about 70% of the labour force) and the essentially 
voluntary system leads to low average replacement rates. Mauritius has a higher coverage 
rate (formal sector employment is about 85% of the labour force) and after 2000 corrective 
measures (adjustment of the maximum insurable wage and pension points in line with 
change in earnings) were put in place to ensure that target replacement rates can be 
delivered. 
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Six countries in the SADC operate universal or means-tested social assistance  schemes. 
These are Botswana, Lesotho, Namibia, South Africa and Swaziland (all member states of 
the Southern Africa Customs Union – SACU) and Mauritius. Data on the number of 
beneficiaries confirm that these schemes all ensure high coverage of the population over the 
target age (60–70+, depending on the specific country) and, therefore, provide a guaranteed 
income that is broadly adequate to sustain beneficiaries above the national poverty line. 

Ten countries operate national social insurance  schemes. These are Angola, the 
Democratic Republic of the Congo (DRC), Madagascar, Mauritius, Mozambique, the 
Seychelles, Swaziland, Tanzania, Zambia and Zimbabwe. Of these, two (Mauritius and 
Swaziland) also have social assistance schemes. Of the five countries that do not have 
social insurance schemes (Botswana, Lesotho, Malawi, Namibia, South Africa), four have 
social assistance schemes, leaving Malawi as the only country without either social 
assistance or social insurance. 

The coverage of social insurance in the relevant countries is by no means universal and the 
degree of social protection provided by the schemes in these 10 countries varies 
considerably. This is because the membership is usually restricted to formal employment 
(frequently only in the private sector) and, except in the Seychelles and Mauritius, the 
participation rates of formal employees in the labour force is quite limited. Some schemes 
allow self-employed and voluntary membership but uptake is generally very low. In most 
countries, the high dependence on informal activities and subsistence agriculture as the 
primary sources of economic activity result in these schemes typically reaching less than 
10% of the labour force. The overall package of benefits that can be provided by most of 
these schemes appears unlikely to ensure that the beneficiaries receive an income that will 
keep them above the poverty line after retirement (typical replacement rates are 30–50%). 
This is because contribution rates are fairly low (around 10% of salary), administrative costs 
appear relatively high (frequently around 20% of annual contributions), asset management 
policies result in low returns on funds, and many countries provide most benefits as a lump 
sum on retirement rather than as monthly income.  

Occupational schemes  are in operation for the public sector in all SADC countries (except 
the Seychelles, where the national social insurance scheme applies to both public and 
private sector employees) and for many private companies (and public enterprises that are 
not part of public sector schemes). Occupational schemes impose a substantial additional 
cost on employment (usually 15-25% of basic salary) and this may have an adverse impact 
on the amount of investment and on the balance between capital and labour intensity (with 
negative outcomes on employment creation). 

A number of countries run unfunded pay-as-you-go (PAYG) public sector schemes (Malawi, 
Mauritius, Mozambique, Zimbabwe). Most public sector schemes are still DB in nature, 
although Botswana and Lesotho have converted to DC schemes. Public defined benefit 
schemes tend to be very generous, with replacement rates of 50-100%. The high cost of 
providing defined benefits (through current employer contributions and any unfunded 
obligations arising when assets are less than liabilities) is a major threat to the sustainability 
of occupational schemes and a cause of fiscal pressure in a number of countries.  

Private occupational schemes are funded. At present, there are both DB and DC schemes 
but it seems likely that companies in SADC countries will follow the international trend and 
gradually close the remaining defined benefit schemes. There is, as yet, limited actual 
experience with pension benefits but it seems probable that defined contribution schemes 
will deliver a significantly lower level of benefits on retirement as they typically have lower 
employer contribution rates and their returns may be adversely affected by poor performance 
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of assets. Total contribution rates are typically 15–25% of salary (employers are usually 
responsible for a higher share) and this impacts on employment costs. Coverage of 
occupational schemes is restricted to formal sector employees, and is often further limited to 
those with permanent and pensionable status (typically middle management and technical 
staff) – providing substantial benefits to a group that is already relatively well-advantaged. 

South Africa is the only SADC country that has a significant voluntary private pension sector. 
This reflects both the large absolute number of employees who wish to smooth their life-
cycle income and the highly developed financial sector, which allows savers to seek out the 
most suitable instrument for their personal circumstances. 

Whereas there is a general assumption that informal systems  – specifically kinship 
relationships and a variety of networks at the community level – provide support to the 
elderly once they cannot work, there is almost no systematic, quantitative evidence on the 
extent and adequacy of support. Some studies are starting to point to the complementarity of 
formal and informal schemes, with the injection of money from social assistance schemes 
supporting participation in and the effectiveness of informal networks. The study could not 
find evidence of other longer-term savings mechanisms that function on a significant scale to 
provide income security to the elderly. Investment in housing by households has, however, 
been mentioned in a number of studies as worthy of more policy attention in the context of 
provision for retirement. 

1.6 Challenges and range of reforms 

The countries of the Southern African Customs Union (SACU) and Mauritius have 
implemented social assistance schemes that provide a basic income guarantee for the 
elderly at arguably affordable levels (albeit vulnerable to fiscal stress). In addition, the high 
level of formal sector employment means that the Seychelles successfully provides 
extensive coverage through its mandatory social insurance scheme. However, most other 
SADC countries face huge challenges in providing a guaranteed safety net for the elderly. It 
is difficult to envisage many of those countries installing what could be recognised as strong 
and sustainable “retirement systems” in the foreseeable future. This problem is compounded 
by the general observation that informal systems are under substantial stress due to 
demographic, socio-economic and epidemiological trends. 

The case of Zimbabwe (with much reduced payments through the social insurance system 
and some pension assets becoming worthless after the hyperinflation) demonstrates that 
political and economic developments can result in the failure of an apparently adequate legal 
and institutional framework to deliver the intended outputs and outcomes. Although not as 
extreme, a number of other countries have experienced this failure to deliver on pension 
promises while others face problems that threaten to undermine the credibility of their formal 
retirement systems.  

Countries without social insurance schemes appear generally to have poorer coverage than 
countries with social insurance. However, these schemes are only really effective in 
economies with a high level of formal sector employment relative to the total labour force. 
Disparities in coverage of existing social insurance schemes seem likely to persist, being 
linked to the extent of formal employment which is not showing strong growth. A number of 
these mechanisms continue to be hampered by issues of governance (inadequate 
oversight), weak and costly administration and sub-optimal investment of funds, resulting in 
low replacement rates and weak protection of rights.  
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Occupational schemes for civil servants have a long history in the region but also suffer in a 
number of cases from a weak regulatory framework and inefficient administration. The 
guaranteed defined benefits appear unsustainable, in view of low contribution rates, the 
unfunded nature of pay-as-you-go schemes still operated by several governments and the 
weak fiscal situation of several governments. There is no doubt that funded schemes are 
significantly more secure than unfunded schemes but it is also necessary to recognise the 
risk that large pension funds will provide an attractive target in countries facing fiscal and 
poverty challenges. Reforms therefore need to insulate the assets of pension funds from the 
threat of political fiscal expediency.  

Only a few countries, such as Botswana, Namibia and South Africa, have strong private 
pension sectors providing occupational and private plans whose assets play an important 
role in financial markets. Even in these countries, inadequate regulation and oversight of 
banks and non-bank financial institutions (including pension funds and insurance companies) 
may lead to challenges regarding administration and asset management costs (and hence 
replacement rates) and protection of rights. Such risks are much greater in countries with 
less developed and less competitive financial markets,  

Whereas conversion from defined benefit (DB) to defined contribution (DC) funds makes 
good fiscal sense (for governments) and sound commercial sense (for private firms), 
conversion leaves the risk of investment performance on those least able to bear it 
(pensioners) and in practice members often actually receive much less than their 
entitlements under their existing DB schemes.  

Other reforms need to address issues relating to the management of the substantial volume 
of assets that are generated by pension funds. There is a potential threat to sound 
macroeconomic management if these resources are invested in relatively small domestic 
capital markets, as they could cause significant market distortions with adverse effects on 
the smooth operation of the financial sector. Trustees and/or fund managers have a fiduciary 
responsibility to secure the best possible return for their members but, in several countries, 
funds have achieved below-average real rates of return because the managers follow poor 
investment strategies (sometimes compounded by misguided government policies, such as a 
minimum percentage of domestic investment) or fail to diversify holdings across asset 
classes. This will have a serious adverse impact on the benefits that can be paid out on 
reaching the scheduled retirement age. This problem may be exacerbated if recipients are 
restricted in the choice of annuities that they can purchase.  

In response to these urgent challenges, the study has found that several SADC countries are 
implementing or debating promising departures and initiatives relating to: design and broad 
system reform; fighting poverty through extending social pensions and improving 
administration; and strengthening social insurance schemes and dealing with weaknesses in 
occupational and voluntary schemes. Careful monitoring of these initiatives could provide a 
rich source of learning for all the countries in the region.  

With respect to design and broad system reform: 

• Angola and Mozambique provide a comprehensive approach to social protection for the 
elderly with broad founding social protection legislation encompassing basic, compulsory 
and complementary systems. This holds the promise that going forward the different 
components will be viewed and planned as a comprehensive retirement system with 
each leg of the system playing specific and complementary roles. 
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• Mauritius took early action in requesting external support for in-depth analysis of their, by 
regional standards, exemplary retirement system and, on the basis of this research, has 
devised a range of interventions to strengthen aspects of the system. 

• While pensioners in Zimbabwe have suffered immeasurably from the hyperinflation – with 
public and private pension promises being dishonoured – the experience shows the 
resilience of strong legal frameworks and institutions with the National Social Security 
Authority continuing to operate strongly (with payments continuing and good monitoring 
and reporting of activities) given the external conditions and the Pensions and Insurance 
Commission (PIC) regrouping on a strong legal base.  

A number of countries provide positive examples of fighting poverty through social 
assistance schemes: 

• Introducing basic social pensions to reduce poverty among the elderly while heeding 
affordability e.g. both Lesotho and Botswana have introduced a universal pension that 
guarantees income at a modest poverty line for all citizens aged 70+ and 65+ 
respectively at a reasonable fiscal cost. 

• Testing and building new systems for delivery of cash (often by bringing in the private 
sector and modern communication technology) and the development of new institutions. 
Payment mechanisms that will improve service delivery and reduce cost are being 
explored in at least Namibia, South Africa and Swaziland where social pension schemes 
are in existence. A range of experiments with smaller scale cash transfers are ongoing in 
the region, for example in Malawi, Mozambique and Zambia. Centralising administrative 
responsibility for cash grants in the Social Security Agency is also intended to push these 
improvements forward in South Africa.  

• The history of the introduction of social pensions in southern Africa has made it difficult to 
conduct randomised experiments that conclusively show their impact  and more 
comparative work is required. Nonetheless, there has been progress in building the 
evidence base for the impact of cash grants and social pensions. The Mozambican cash 
grant programme (which also targets the poor elderly) has recently been extended on the 
basis of the evidence of positive impact. Similarly, the continuing extension of the South 
African cash grant system is motivated by the growing evidence of strong social and 
economic impact. 

There are a number of ongoing processes to improve the operation, sustainability and 
adequacy of social insurance and occupational and private schemes: 

• In South Africa coverage and adequacy challenges are being addressed through the 
development of proposals to move away from the current essentially voluntary 
(occupational and private) system of retirement to the introduction of a compulsory social 
insurance mechanism to complement the social assistance and occupational and private 
system. 

• Botswana and Lesotho have both converted their civil service occupational pension 
schemes from unfunded defined benefit schemes to funded defined contribution 
schemes. South Africa has taken a different route to ensure fiscal prudence and 
sustainability by fully funding its Government Employees Pension Fund (GEPF) while 
maintaining the defined benefit format. Other countries (such as Mozambique and 
Zimbabwe) have also embarked on or are considering steps to improve the operation 
and sustainability of their civil service pension schemes. A number of countries (such as 
Botswana, Namibia and Swaziland) have shown the benefits of including pension 
schemes for civil servants under the general pension regulatory framework. 
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• Several countries have taken steps to strengthen the regulation of other occupational and 
private schemes. Mauritius has passed a revised Financial Services Act (2007) and re-
established the Financial Services Commission to enhance the regulatory framework and 
oversight. In Botswana, the outcome of a review of the pension regulatory framework has 
been new legislation and the establishment of the Non Bank Financial Institutions 
Regulatory Authority (NBFIRA).  



Synthesis Report: Evaluation of Retirement Systems within SADC 

79 
June 2010 

9 Conclusions and recommendations 

This study has gathered a wide range of information about a very diverse set of institutions 
focused on providing income support to elderly people in the SADC. While there are 
international comparisons of social security mechanisms, these have seldom attempted to 
take in the full set of formal and informal provisions. In addition, this study was focused on 
the SADC, where comparative data have been lacking for a number of countries. 

We believe this study has made progress in putting forward a much fuller and contextualised 
set of information on the countries, but a number of areas will require investigation. This is 
the case especially for civil service pension schemes – where regulations were sometimes 
hard to access, and reliable data on contributors and beneficiaries was not accessible. 

Given population growth, ageing and the impact of AIDS, together with labour market trends 
making for less secure employment and fewer employment opportunities, SADC countries 
face a significant challenge to provide adequate provision for their elderly population. 
However, the country profiles, in addition to gaps in provision, also show significant progress 
in a number of countries, and best practice in the region from which other countries can 
learn. Reviews of the different components point to the conclusions that now follow. 

9.1 Social assistance schemes for the elderly 

Six countries in the SADC provide either a means-tested or a universal social old age 
pension to their citizens. These reduce poverty rates for the elderly substantially from the 
levels they would otherwise have been, and does so at a fiscal cost that is reasonable. In 
Mauritius (with the largest proportion of elderly in the SADC), which has a universal system 
and pays at a relatively high level in an SADC context, the cost comes to 1.8% of GDP and 
7.9% of government expenditure. 

The fiscal costs may be difficult to sustain for Lesotho, Namibia and Swaziland should the 
recent decline in SACU revenues continue, and the prospects for such a system in countries 
that are highly donor-dependent (such as Mozambique) may not be good. Countries have, 
however, been innovative in mechanisms to ensure broad support of the population at a 
relatively low cost. Lesotho has restricted access to the group aged over 70; both Botswana 
and Swaziland pay benefits at a low level, but these benefits are still meaningful in their 
economic context. 

Although there is room for improvement in administration and payment in all countries, 
current estimates show that, even in the difficult context of some of the countries of Southern 
Africa (specifically in this case Lesotho, Swaziland, Namibia and Botswana), delivery can be 
performed at reasonable costs. Experimentation (both institutional and technological) and 
innovation with regard to delivery systems are ongoing. Successful partnerships of the public 
and private sectors already exist in a number of countries with regard to the delivery of cash, 
and there are exciting prospects for improving efficiencies, lowering costs and expanding 
business opportunities. While a systematic review could not be undertaken of other more 
complex targeted and smaller-scale social assistance mechanisms, it certainly seems as 
though the scale and nature of cash distribution permits much greater efficiencies and lower 
cost, for both providers and beneficiaries. 

This study could not focus on the impact of the social old age pension, and did not begin 
analysis of differential poverty rates associated with the existence (or not) of a social 
assistance scheme for the elderly. Also, evidence on impact is limited – except for the South 
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African case, where the social old age pension has been studied extensively. In addition to 
its direct role in poverty alleviation, the quantitative and qualitative evidence is pointing more 
and more to the fact that social old age pensions also flow to other household members and, 
therefore, support the physical growth and education of children and also support job-
seeking and labour force participation, as well as being associated with expanding small 
business activity. Assessment of the impact of a limited cash grant system in Mozambique 
has been used effectively to argue for an expansion of the programme. 

SADC countries without a social pension scheme all have a number of small social 
assistance mechanisms which, while not specifically targeted at the elderly, include the 
elderly as one of the vulnerable groups. Most of these schemes have erratic coverage and 
small scale administration (which is likely to be high-cost). They are limited in scope and 
benefit a very small proportion of the elderly. It is certainly important to compare the benefits 
of a more comprehensive social pension for the aged before expanding such schemes. 

It has recently been argued that: 

Social pensions could change for the better the lives of millions of older people who 
currently live in poverty in poor countries – just as they have for older people in many 
developed countries. They could imbue the lives of poor older people and their 
families with a measure of predictability, replacing the uncertainty in which they 
currently live and transforming their behaviour, encouraging them to plan for and 
invest in the future. If the international community is serious about tackling old age 
poverty, a social pension is the best answer we have (Kidd and Whitehouse). 

An important debate in further expanding social pensions in the SADC is the issue of 
targeting versus universality. The one side of this debate has been summarised as follows:  

Taking all things into account – the need to keep the fiscal cost low, minimize 
adverse incentive effects, and maximize the poverty reduction impacts both at the 
national level and at the level of the targeted group, and bearing in mind the fact that 
there are other groups among whom the incidence of poverty is about the same or 
much worse than that of the elderly – the study concludes that the case for a 
universal approach is weak’ (Kakwani and Subbarao 2005). 

Contrary to this conclusion, the current Southern African experience seems to show that a 
universal pension can be introduced at reasonable fiscal cost (especially in the light of the 
benefits that it holds); that means-testing is either very costly, or very difficult to implement in 
the Southern African context; and that it could introduce various disincentives for own saving 
for old age. 

9.2 National social insurance 

Several schemes are looking actively at measures to reduce long term deficits. Possible 
solutions include raising contributions, increasing retirement age (e.g. Mauritius), and 
changing formulae for calculating benefits payable. Mechanisms are required to ensure that 
governments honour their guarantees to resolve any emerging shortfall of assets against 
liabilities.  

Administrative costs seem high relative to contributions and there are no systematic reform 
initiatives, although Madagascar is hoping to improve efficiency by making payments through 
microfinance institutions.  
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Namibia and South Africa are discussing the introduction of a social insurance pension 
scheme. Botswana has had discussions on how to improve retirement provisions, but has 
not endorsed the introduction of a compulsory national insurance scheme.  

The legislation governing national insurance schemes is often old, and requires thorough 
review and updating. 

Two broad considerations are at play here. On the one hand, the South African experience 
shows that, in an essentially voluntary environment without a national mandate to save for 
retirement, adequate coverage of the employed population will be difficult to achieve. Also, 
the relatively high cost of occupational and private provision will also impact on replacement 
rates and the adequacy of benefits. There is, therefore, a strong argument for establishing 
and strengthening the mandatory social insurance pillar. 

On the other hand, social insurance schemes in the SADC seems broadly not to have 
delivered on their promises to their citizens – because of macroeconomic implosion (such as 
in Zimbabwe), sub-optimal management of funds, or inadequate contribution rates. Also, 
they have failed to make a dynamic contribution to the economy (and secure adequate 
replacement rates) because of failure to implement modern management procedures and 
modern asset management practices, free from indirect subsidies to government. 

Therefore, the social insurance pillar in the SADC countries needs strengthening and, while 
the institutional infrastructure (of which the essence is a semi-autonomous government 
agency working under clear rules) seems to be in place in almost all the SADC countries, 
these institutions need substantial strengthening, together with improved reporting and 
oversight. Transparency and reporting is, however, much better than for schemes run by 
government departments.  

9.3 Civil service occupational schemes 

While civil service pension reforms have been, and are being, undertaken on a case-by-case 
basis in the different countries, a few general concerns are clear, and the associated reform 
recommendations are standard across the board:  

• Civil service pensions in a number of countries still exert increasing pressure on the 
fiscus as a result of a combination of factors such as excessive pension promises, 
current civil service wage policies, and the internal demographics of the civil service (for 
instance, a high prevalence of early retirement and, thus, longer-term pension liabilities to 
the system).  

• Labour market distortions exist, as a result of immobility in the civil sector caused by civil 
service pension regulations (long vesting periods, non-transferable funds and inadequate 
preservation of pension rights).  

• The crowding out of other important social programmes as a result of the increasing 
pressure of civil service pensions on the fiscus (World Bank, 2004; Palacios and 
Whitehouse, 2006).  

General reform recommendations to address these issues include: 

• raising the pensionable age – this allows for a greater pool of contributions (given the 
additional years), and it decreases the duration of the pension liability of civil service 
employees upon retirement. Mauritius is an example as they have attempted to increase 
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their pensionable age from 60 to 65 for the Civil Service Plan as of 2004 (World Bank, 
2004)); 

• reducing the overall replacement rate for civil service pensions; 

• indexing benefits to changes in prices (as opposed to civil service wages, which 
generally tend to be inflated in comparison to the private sector); and 

• introducing or increasing member contributions (Whitehouse, 2002; Gopee, 2006). 

Calls for such reforms are made in the context of the ‘total compensation approach’, in which 
all sources of remuneration of civil service employees are taken into account (Whitehouse, 
2002; Palacios and Whitehouse, 2006).  

9.4 Occupational systems for private sector workers  and 
voluntary schemes 

Occupational schemes for private sector workers and voluntary schemes in the SADC 
warrant further systematisation and study. The play a key role in a number of countries, 
especially in those without mandatory social insurance schemes (Botswana, Namibia, South 
Africa) but in all countries there is some evidence of private sector retirement schemes. In 
countries such as Botswana, Mauritius and South Africa they play a key role in mobilising 
funds for investment and have very significant funds under management. 

Information about private sector schemes depends critically on the capacity of the regulator 
and the quality of information provided by the regulator. In all countries the capacity of the 
regulator and the quality of information can be improved. Little information was available on 3 
countries (DRC, Tanzania and the Seychelles), 4 countries have a weak or non-existent 
regulatory framework (Lesotho, Madagascar, Malawi and Mozambique) while the other 8 
countries have a regulatory framework and regulatory institutions in place but capacity 
differs. 

Mauritius has recently improved its regulatory environment (also evident in improving 
reporting and information) and Botswana is in the final stages of introducing new legislation. 
In all the SADC countries more attention has to be given to protection of rights and to ensure 
that returns and rates of replacement are not unduly reduced by high administrative and 
asset management costs. 

9.5 Informal retirement systems: long-term savings and asset 
accumulation 

The study also set out to investigate, in the context of low coverage of formal retirement 
schemes, the role of long-term savings vehicles not specifically aimed at retirement in 
providing income in old age. In addition, the intention was to investigate whether other 
modes of asset accumulation (land, housing and cattle) play a role in income provision to the 
elderly. 

The literature was therefore scanned for the extent and role of long-term savings vehicles as 
well as informal savings vehicles and for evidence of the role of the accumulation of other 
assets.  
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For the bulk of the SADC countries there is still significant financial exclusion in the sense 
that a large proportion of the population, especially low-income individuals, are “unbanked” 
or do not have bank accounts or financial products with financial service providers. In 
addition, the non-bank financial institutions sector is weakly developed in most of the SADC 
countries. This clearly limits the role which these institutions and their longer-term savings 
instruments can play in providing savings for old age. While there is some evidence for some 
countries on the extent of longer-term savings there is little evidence that these play a 
significant role in provision for old age. The same is true of semi-formal or informal providers. 

The study could also not find systematic information on the diverse modes of accumulation 
of non-financial assets in the SADC. Even less was available on how these support the 
elderly. From some countries there were suggestions that housing and land does play a role 
in providing security for old age and that this is an important area for policy focus. The 
literature was, however, too limited to make strong generalisations or pointers to policy 
directions beyond the very general (such as that land titling is of importance). 

9.6 Informal retirement systems: Other support 

In embarking on the literature review and country visits, the intention was, as a starting point, 
to impose the same organisational framework used for formal social security systems on 
other types of informal support systems. The question, therefore, seemed quite 
straightforward: to identify the different support systems and the principles and rules 
underlying these (‘legal and institutional’, for the formal systems); to identify the coverage 
and the rules of access of the different systems; to discover how these benefits are financed 
(by whom and from what sources); and to identify the types of benefits and the cost of 
delivering these benefits. 

In practice, it has been difficult to get systematic answers to these questions. This has been 
partly to do with the absence of consistent and widely-used conceptual frameworks, and 
partly to do with the information about informal networks being dispersed over different areas 
of specialised literatures (including gerontology and anthropology). The major reason for the 
inability to obtain concise and systematic answers, however, probably relate to the 
complexity of the mechanisms and networks on which the poor elderly rely. 

Therefore, the following can be offered as an initial set of tentative conclusions:  

• As pointed out in the literature on ‘portfolios for the poor’, the poor make use of a vast 
range of informal instruments to survive. This is also the case for retirement, where there 
is ongoing work and a range of support from diverse institutions, with kinship networks 
sometimes extended over vast distances. These complex relationships often defy 
generalisation and, therefore, it is difficult to achieve a policy viewpoint on matters. 

• While informal networks have never been perfect, they continue to play a critical role in 
the survival of poor elderly people in Southern Africa; however, a range of demographic 
and other factors (including HIV/AIDS) are putting these informal networks under strain. 

• Literature on informal systems seems to suggest that, rather than being alternatives, the 
expansion of some formal systems can strengthen informal systems. These informal 
systems ensure the ability of the poor elderly to participate in networks of reciprocity that 
not only provide security, but also enhance development through the support of children, 
asset accumulation and entrepreneurship. 
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Annex A Retirement systems in the SADC: Country sys tem 
overviews 

Angola 

Formal systems 

Social assistance 
There is no general social assistance programme aimed at the elderly. From a general 
orientation towards subsidies for fuel and utilities, the country has been urged to focus on 
phasing out these subsidies in favour of more effective social spending. There are many 
donor, international non-governmental organisation (NGO) and private sector development 
and support programmes aimed at rural development, governance and the social sectors; 
specific government income support programmes are not common or widespread. 

National social insurance 
The National Institute of Social Security operates in terms of the Basic Law on Social 
Protection (7 of 2004) and operates a mandatory contributory national social insurance 
programme. Contributions are 11% of remuneration (3% from the employee and 8% from the 
employer). A wide range of contingencies is covered: illness, maternity, accidents and 
occupational diseases, disability, old age/retirement death and unemployment.  

Occupational and voluntary funds 
The Basic Law on Social Protection also makes provision for supplementary pensions. 
These are regulated by the Institute for Pension Supervision under the Ministry of Finance, 
with the Ministry of Finance being advised by the Technical Council on Insurance and 
Pension Funds. In 2009, there were three pension fund management companies operating in 
the country and 19 pension funds (13 closed and six open). In 2007, the value of funds under 
management was estimated at US$263 million, there being annual contributions of US$42 
million. There were 7,767 beneficiaries (pensioners) and 28,161 active members. Relevant 
legislation is the Financial Institutions Law (Law 13/05, 30 September 2005). 

Informal retirement systems 

Little information could be sourced on informal systems. One survey pointed to the 
importance of migrants and remittances (mostly from Portugal and South Africa). The study 
did, however, not allow for robust generalisations. 

Botswana 

Formal systems 

Social assistance 
A universal old age pension is provided for all citizens aged over 65 residing in Botswana. As 
at October 2009, there were 90,639 registered old age pensioners, comprising 88% of the 
population aged 60 and over. The benefit is entirely funded from general government 
revenue. In 2009, total expenditure amounted to P 239 million, equal to 0.7% of total 
expenditure and 0.3% of GDP. The benefit level is P 220 per month. This amounts to 12% of 
median national incomes, but is sufficient to keep the recipient above the poverty line. GDP 
per capita/average or median earnings 
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National social insurance 
None 

Civil service occupational retirement schemes 
The largest occupational scheme is the Botswana Public Officers Pension Fund. This was 
reorganised as a DB scheme in 2001.The scheme is registered in terms of the Pension and 
Provident Funds legislation. The scheme covers all public servant workers and the military; 
eligibility for retirement benefits occurs at the age of 60. As at 31 March 2009, there were 
94,020 active members; 4,025 deferred members; 4,572 pensioners; and 206 
spouses/orphan pensioners. Members contribute 5% and the government contributes 15%. 
The total net assets as at 31 March 2009 were P 24,083 million. 

Private occupational schemes and voluntary schemes 
All occupational schemes are conducted under the regulatory authority of the Registrar of 
Pension and Provident Funds (now NBFIRA) and the Unified Revenue Service. Occupational 
pension plans are usually established by medium-sized and large employers. Plan rules 
often specify the maximum age of eligibility for membership to be no greater than the 
retirement age. Estimates indicate that 28,000 formal sector employees are enrolled in 
pension schemes. Another 152,000 employees are potentially eligible for some gratuity 
benefits under the Employment Act. Pension plans are financed both by employers and 
employees. Contributions depend on plan rules. The total employer and employee 
contribution rate under an average plan is between 10% and 15% of contributory salary 
(typically, 5% in employee contributions, 5–10% in employer contributions). 

Informal retirement systems 

There were 36 Savings and Credit Cooperative Organisations in 2006, although the study 
team found no data with regard to coverage of the elderly. Asset accumulation, particularly 
through urban formal housing (especially in Gaborone), commands high rentals so formal 
property ownership has great potential to provide a secure income after retirement, 
especially through housing ownership. 

Democratic Republic of the Congo 

Formal systems 

Social assistance 
The DRC has no formal social assistance scheme for the elderly, although the Poverty 
Reduction and Growth Strategy Paper and the National Social Protection Support Program 
(PNPS) include the elderly as one of four identified vulnerable groups.  

National social insurance 
The National Social Security Institute is governed by the Minister of Labour and Social 
Security. The system is mandatory for all formal sector workers (including household and 
casual workers, sailors, and public sector employees not covered by a social security 
programme). Voluntary coverage exists for non-employed persons who were previously 
insured for at least five years and who request to be covered in the six-month period after 
insured employment ceases. The self-employed are excluded. The scheme is earnings-
related. The employed person contributes 3.5% of gross salary, which is matched by the 
employer. The age of eligibility is 65 for men and 60 for women. Pension benefit is equal to 
1/60th of the insured’s average monthly covered earnings in the three years prior to 
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retirement multiplied by the number of months of contributions. The minimum pension is 
equal to 50% of the legal minimum wage. 

Civil service occupational schemes 
The civil servants scheme runs parallel to the national social insurance scheme.  

Private occupational schemes and voluntary schemes 
Individuals in the formal sector (such as in the mining sector) belong to provident funds or 
pension schemes, as most large firms run pension plans or provident funds (e.g. Goldfields 
Ashanti). The existence of a regularity authority could not be established. Therefore, it is 
uncertain whether any or all funds are registered and approved. Equally unclear are any 
taxation issues.  

Informal retirement systems 

Rotating Savings and Credit Associations do exist; however, no information on their 
penetration or effectiveness has been available. The study also failed to find information to 
provide a more systematic summary of other informal mechanisms. 

Lesotho 

Formal systems 

Social assistance 
The old age pension is mandated by the Old Age Pensions Act (2005) and Regulation 
(2007). This scheme is designed for any person over the age of 70 who is not earning a 
pension or social grant from the consolidated fund. The coverage for the fiscal year 2009/10 
was estimated at 80,000 people; this is 4.3% of the total population (estimated at around 
85%), implying less than 100% coverage of the elderly over the age of 70. The old age 
pension is tax-funded. The old age pension stood at M 288 million in the fiscal year 2009/10, 
or 3.6% of total expenditure. Since April 2009, beneficiaries receive M 300 per month. 

National social insurance 
No national social insurance is in place. 

Occupational civil servants retirement schemes 
The Public Service Pension Scheme is a funded DB scheme. Until 2008, this had been a DB 
scheme. The new scheme is governed by the Public Officers’ Defined Contribution Pension 
Fund Act (2008) and the Public Service Regulations (2008). The scheme is managed by the 
pension fund secretariat, and covers all public service officers. Eligibility for the pension fund 
is after the age of 55 or 45 and after completion of 10 years of service or more. The 
government pays 11.2% of an employee’s basic pensionable salary; employees pay an 
additional 5% of their basic pensionable salary. 

Voluntary occupational and private pension schemes 
Voluntary and private pension schemes cover a very small proportion of the population in 
Lesotho, and are only offered by a handful of insurance companies. Private occupational 
pensions are governed by the Financial Institutions Act (1999), the Money Lenders Act 
(1989) and the Insurance Act (1976). These schemes are for people in formal employment. 
Since there is no regulatory body overseeing pension funds in Lesotho, no information is 
available on total number of members. Information from the three largest providers of 



Synthesis Report: Evaluation of Retirement Systems within SADC 

87 
June 2010 

pension and provident funds puts the total number of active members at around 5,000. This 
represents 0.3% of the total population. 

Informal retirement systems 

The financial sector is not well-developed, and potential savers have a limited number of 
suitable instruments. Long-term savings instruments as provision for retirement are expected 
to be limited and, where they exist, serve salaried urban individuals that are more likely to be 
covered by formal pension mechanisms. It is believed that strong traditional support systems 
have come under increasing pressure (especially from HIV and AIDS). Remittances from 
migrant workers (mainly employed in the South African mines) supplement household 
incomes. 

Madagascar 

Formal systems 

Social assistance 
There is no national social assistance scheme in Madagascar, and there is currently no 
initiative to put one in place. Were such a scheme to be implemented, the extreme poverty of 
Madagascar, as well as the remoteness of a large number of its people, would pose 
considerable challenges. Many donor agencies are working in Madagascar, but no evidence 
was found for cash transfer schemes targeting the elderly. 

National social insurance 
There is a scheme run by the Caisse Nationale de la Prévoyance Sociale (CNaPS) and 
supervised by the Ministry of Finance and the Ministry of Labour. The Social Insurance Code 
of 1969 legislates for social insurance. The scheme covers formal sector employees 
(excluding government employees and the self-employed), and has 521,191 members and 
32,162 registered employers (representing 5.5% of the labour force and 37% of formal sector 
workers). The average pension amount is Ar 86,458 per month ($30).The base scheme 
gives an average replacement rate of around 30%, and there is an optional complementary 
scheme to increase this. 

Occupational retirement schemes 
There are two occupational schemes for civil servants: the Caisse de Retraites Civiles et 
Militaires (CRCM) (which covers civil servants, government workers and the military); and the 
Caisse de Prévoyance et de Retraites (CPR) (which covers auxiliary agents employed by the 
government, who have not yet been granted full government employee status). The schemes 
are run jointly by the Ministère de la Fonction Publique, du Travail et des Lois Sociales and 
the Ministère des Finances et du Budget. The CRCM is governed by Act 62-144 (1962), 
while the CPR is governed by Act 61-642 (1961). In 2004, 100,000 people were affiliated to 
the two schemes, and 67,000 pensions, invalidity and survivor payments were made. 

Private occupational and voluntary schemes 
There are two main insurance companies in Madagascar that offer pension schemes, 
‘Assurances ARO’ and ‘NY HAVANA’. Both operate under Law 99-013 (2 August 1999), the 
insurance code for Madagascar, There is no legislation governing private pension schemes, 
which are currently treated under insurance regulations. ARO currently has around 31,000 
members, and HAVANA currently has around 10,000 members. HAVANA estimates that 
25% of their clients are individuals who have taken out the scheme independently, and that 
75% of their clients come from employer-led schemes. 
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Informal retirement systems 

Very little information is available on informal retirement systems. Little data could be found 
on the banking sector in Madagascar, and no studies were found on the assets of the elderly 
or on informal social protection mechanisms for the elderly. Madagascar is culturally highly 
diverse, and the position of the elderly within society is likely to vary significantly between 
cultural groups. 

Malawi 

Formal systems 

Social assistance 
There are currently various governmental and non-governmental social assistance 
programmes in Malawi. For example, the Public Assistance Scheme provides social and 
health care services to the elderly, as well as short-term emergency support on a demand 
basis. Similarly, the elderly are beneficiaries of several activities of the National Safety Net 
Programme, given their involvement in subsistence agriculture and the social cash transfer 
pilot programme. In around 60% of beneficiary households in the cash transfer programme 
the household head is an elderly person. In addition to this, there are several NGOs (such as 
the President’s own personal foundation for the elderly) that offer support to vulnerable 
elderly people. 

National social insurance 
There is no national social insurance scheme within Malawi. 

Civil service occupational schemes 
The Government Public Pension Scheme is a non-contributory, DB, PAYG system paid to 
employees at the mandatory retirement age of 60 and following 10 years of service, or earlier 
following 20 years of service. The regulations pertaining to qualification for GPPS are 
contained in the Malawi Public Service Regulations Act (1944). Reform and regulatory 
aspects of the fund are handled by the Department of Human Resources Management and 
Development. The day-to-day management and administration of the fund follows a tripartite 
structure: the Department of Human Resources Management and Development, the Auditor 
General (Ministry of Finance) and the Accountant General (Ministry of Finance). Two main 
contingencies are covered: old age and a death gratuity. Currently, there are approximately, 
140,000 people in the Malawian civil service and around 30,000 retirees. The pension 
accrues at a rate of 1/360th of pensionable salary for each completed month of service. The 
final salary forms the base for calculating pensions. 

Private occupational schemes and voluntary schemes 
In the absence of an independent regulator, it is very difficult to estimate coverage; however, 
there are around 600 private pension funds in Malawi, offering both DB and DC pension 
schemes. There are three main pension administrators (Mhango, 2008). There is currently 
no regulation or legislation governing private occupational or voluntary schemes. The sector 
is governed by the Insurance Act and the Taxation Act. 

Informal retirement systems 

The study has been unable to find any information on informal retirement mechanisms. 
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Mauritius 

Formal systems 

Social assistance 
There is a non-contributory, universal, tax-funded social assistance scheme known as the 
Basic Retirement Pension (BRP). It is covered by the National Pension Act (1976). Eligibility 
for receiving benefit is age 60 and over. In June 2008, there were 136,408 beneficiaries of 
the BRP and 131,143 people aged 60 and over, implying full coverage (104%). The average 
monthly value of the BRP is MUR 2,909, which is 17% of GDP per capita and 20% of 
average earnings. The total value of the scheme was MUR 4,761,800,000, representing 
1.8% of GDP and 7.9% of government expenditure. 

National social insurance 
There are two parallel social insurance schemes: the National Pension Fund and the 
National Savings Fund. The National Pension Fund (NPF) is a partially funded PAYG points 
system. The NPF is provided for by the National Pension Act (1976). Eligibility is at the age 
of 60 and over, and covers all private sector workers (this includes casual and part-time 
workers). Unemployed and self-employed people are encouraged to join the scheme on a 
voluntary basis. In March 2008, there were 17,600 employers and 305,300 employees 
contributing to the Fund, representing 54.6% of the labour force. The overall standard 
contribution is 9%, with 6% paid by the employer and 3% by the employee. 

The National Savings Fund (NSF) is a DC scheme covering private and public sector 
workers. It was established by the National Saving Fund Act (1995). The NSF had 373,100 
contributors as at March 2008. The NSF requires a 2.5% overall contribution from public 
officers and 3.5% from private employees (1% from the employee and 2.5% from the 
employee) with the minimum and maximum monthly earnings for contribution purposes 
being MUR 1,315 and MUR 8,640, respectively 

Civil service occupational retirement schemes  
Eligibility for receiving a civil service pension is at age 60. The scheme is paid out of 
government expenditure. In 2004, the civil service plan had some 50,000 contributors, and 
the local government schemes a further 5,000. At the same date, there were 20,000 civil 
service pensioners, and a further 10,000 survivors’ pensions. Outlays were MURs 1.25 
billion, or 1.3% of GDP. The parastatal pension funds offer an unfunded DB scheme. 
Employees make no contributions, although employers make a contribution of between 15% 
and 27% of the employees’ monthly income. The normal retirement age was reported as 50 
or 45, operated under the Statutory Bodies Pension Fund Act. In 2004, there were 12,000 
members. 

Private occupational schemes and voluntary schemes 
It is estimated that this covers mainly highly-paid workers and employers. Private 
occupational and voluntary schemes are regulated by the Financial Services Commission by 
the Financial Services Act (2007). In 2008, there were 845 insured pensions instruments 
(from seven insurers), of which 582 were DB funds and 263 were DB funds. As at the end of 
the final quarter of 2008, these funds had 6,606 beneficiaries, 13,460 contributory members 
and 31,021 non-contributory members.  



Synthesis Report: Evaluation of Retirement Systems within SADC 

90 
June 2010 

Informal retirement systems 

The study found very little information about informal retirement provision; although, 
remittances from abroad were seen as important sources of household income. Mauritius 
has been among the top five recipients of international remittances among the countries in 
sub-Saharan Africa, although the impact that these remittances have on the living conditions 
of the elderly in Mauritius remains to be seen. 

Mozambique 

Formal systems 

Social assistance 
Mozambique does not have a social assistance scheme specifically targeted at the elderly. 
However, the Programa Subsidio de Alimentos operates as an unconditional cash transfer, 
and goes to women from age 55 and men from age 60, as well as to chronically ill and 
disabled people – all subject to a means test. In mid-2008, the benefit went to 143,455 
people, and ranged between MZM 100 and MZM 300, depending on the number of children 
in the household. Coverage of the country is incomplete, but expansion and funding plans 
have been developed. 

National social insurance 
Mandatory social insurance is prescribed for private sector workers in the Lei de Proteccao 
Social (2007) and managed by the National Social Security Institute. The old age pension is 
a DB scheme payable to women from age 55 and men from age 60. The scheme covers a 
range of benefits, and is in the middle of a reform process after allegations of fraud and 
mismanagement. The scheme is funded from employee contributions of 3% and employer 
contributions of 4%. The benefits are equal to 50% of average earnings multiplied by the 
number of months worked out of a total of 240, with the proviso that the total months of 
contributions cannot be more than 432. The minimum monthly pension is 60% of the national 
minimum wage. 

Civil service occupational schemes 
The public officer’s pension scheme caters for civil servants (including local government 
employees) and is a PAYG DB scheme, the broad rules of which are set out in the General 
Statute on Functionaries and Agents of the State, Act No. 14 (2009). A tender has been 
issued for technical support to convert this fund to a DC fund. Member contributions are 7% 
of earnings. In March 2009, 103,000 pensioners received benefits: of those pensioners, only 
31,000 were former civil servants (and the remaining 72,000 pensions were paid to former 
military personnel); there were 200,000 contributors at that stage. The pension equals the 
final salary times the years of service divided by 35. 

Private occupational schemes and voluntary schemes 
The Financial Sector Stability Assessment (IMF, 2009: 11) states that ‘The pension sector 
remains dominated by the obligatory, state-run PAYG system, although there are a few, 
small private corporate pension funds’. However, no information could be sourced on private 
occupational funds and other private/voluntary funds. Most observers conclude that the 
private pension system is insignificant. 
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Informal retirement systems 

There is little information available on informal pension mechanisms. Asset accumulation, 
particularly housing in urban areas, can help to provide security into old age; however, no 
hard data are available. 

Namibia 

Formal systems 

Social assistance 
Namibia has a universal, tax-funded old age pension paying N $450 (US$61) per month. 
This was established by the National Pensions Act (1992) and is administered by the 
Ministry of Labour and Social Welfare. This benefit is available to all Namibian citizens aged 
over 60, and the number of beneficiaries for 2009/10 was estimated at about 150,000, 
including disability beneficiaries (in 2005, coverage was estimated at 85% of the population 
aged over 65). 

National social insurance 
Although authorising legislation for a national pension fund already exists, it has not been 
operationalised and discussion of the establishment of such a social insurance fund is still 
taking place. 

Civil service occupational schemes 
The Government Institutions Pension Fund (a fully funded DB scheme) was established by 
the Pension Funds Act (1956). Its administrator is appointed by the trustees of the Fund. In 
2008, there were 72,731 contributing members, and benefits were paid to 38,349 pensioners 
and survivors. Members’ contributions are set at 7%, with employers contributing 16%. 
Retirement age is 60 years. The pension is calculated as 2.4& of the member's final salary, 
multiplied by the member's term of pensionable service. 

Private occupational schemes and voluntary schemes 
In addition, there are approximately 500 private occupational schemes and schemes for 
individuals, serving potentially as many as 50,000 members. These are governed by the 
Namibian Financial Institutions Supervisory Authority established by the NAMFISA Act 
(2001).  

Informal retirement systems 

Subbaroa (1998) has argued that, ‘As with other countries of Africa, family and/or 
community-based informal sharing arrangements constitute the most pervasive safety net in 
the country’. The study could not access much further information in this regard or develop a 
more systematic summary of such informal mechanisms. 

The Seychelles 

Formal systems 

Social assistance 
No explicit social assistance programmes for retirement exist in the Seychelles. The 
government has, instead, opted to focus retirement provision on Social Insurance, which is to 
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be explained in the light of relatively low unemployment rates. The government also pays a 
transfer to the unemployed through the established social insurance funds in exchange for 
their involvement in designated employment programmes. Until recently, there was also a 
range of indirect subsidies in place (i.e. for energy and transport) that reduced prices for 
consumers. 

National social insurance 
There are two elements to the national social insurance scheme, the Social Security Fund 
(which pays a basic pension), and the Seychelles Pension Fund (which pays earnings-
related benefits). The Social Security Fund is governed by the Social Security Act (1987) 
(repealed in 2005), while the Seychelles Pension Fund was established by the Pension Fund 
Act (2005). 

The Social Security Fund pays a flat rate benefit (minimum pension), and covers all citizens 
residing in Seychelles territory and resident foreign employees who contribute to the 
Seychelles Pension Fund. The eligibility age for receiving a pension is 63, and insured 
persons must have resided in the Seychelles for at least five years immediately prior to the 
date of retirement. The Seychelles Pension Fund covers all full-time and part-time 
employees in the public and private sectors, and there is voluntary coverage for self-
employed persons (casual workers are excluded from this). Eligibility for receiving pension is 
age 60. 

Employees contribute 2.5% of their monthly earnings to the Fund, and employers pay 25% 
Of combined employer and employee monthly contribution, 5.4% of the monies paid into the 
Social Security Fund is transferred to the Seychelles Pension Fund. 

In December 2006, the Social Security Fund paid a flat rate old age pension of SCR 2,200 
per month. The maximum pension as at December 2006 (including the Social Security Fund 
old-age pension of SCR 2,200) was SCR 8,100 per month.  

Occupational civil service 
There are no provisions in place. 

Private occupational and voluntary retirement schem es 
There is apparently no overarching legislation for occupational and private pension funds, 
and no information could be sourced on such funds. 

Informal retirement systems 

No information could be sourced on informal retirement systems. 

South Africa 

Formal systems 

Social assistance 
There is a means-tested state old age pension (SOAP) or older persons grant, payable to 
permanent residents from the age of 60 .The Legislation underpinning the SOAP is 
contained in two Acts, the Social Assistance Act No. 13 (2004) (the SA Act) and the South 
African Social Security Agency Act No. 9 (2004) (the SASSA Act). 
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Grant recipients in 2009/10 numbered 2,534,082 out of a total population over the age of 60 
of 3,505,488 (68.4%). Grants recipients accessed grants to the value of ZAR 30 billion. 

The SOAP is entirely funded from general tax revenue. In 2009/10, expenditure on the old 
age pension (excluding administration) totalled approximately 1.2% of GDP. The benefit 
takes the form of a cash grant paid monthly to the qualifying grant recipient. The maximum 
monthly grant value is ZAR 1,080 (from 1 April 2010). 

National social insurance 
There is no social insurance scheme for retirment but government task teams are currently 
developing proposals for what the 2010 Budget Review refers to as ‘a universal savings 
arrangement’. 

Civil service occupational schemes 
The Government Employees Pension Fund (GEPF) is currently the largest pension fund in 
South Africa, and covers all government employees. The GEPF was established by the GEP 
Law Proclamation 21 (1996). At present, the GEPF has approximately 1.14 million 
contributing members and 303,977 pensioners (South Africa, 2010). The normal retirement 
age under the fund is age 60. 

Private occupational schemes and voluntary schemes 
Occupational or voluntary retirement funds can take a number of forms in South Africa: 
pension funds, provident funds, umbrella funds, segregated funds, retirement annuity, 
preservation funds, approved and unapproved funds. The regulatory framework is 
fragmented with many occupational and voluntary arrangements not regulated, overseen by 
government departments, or overseen by the Registrar of Pension Funds in the Financial 
Services Board. 

The Financial Services Board estimated that in 2007/2008 there were 7,273,897 active 
members and 2,138,272 pensioners. A significant number of people belong to more than one 
fund leading to an estimated number of persons contributing of between 4 to 5 million. 
Benefits can take the form of lump sum benefits or annuity benefits. Most retirement 
arrangements are DB in nature with benefits dependent on the value of accumulated 
contributions and interest earnings less expenses and taxation. The aggregate replacement 
rates for the contributory retirement system as a whole is low at an estimated 23.9% 

Informal retirement systems 

Because of the relatively extensive coverage of the formal retirement system in South Africa 
(chiefly the state old age pension but also occupational pensions), informal systems are less 
critical to survival than in many other SADC countries. In fact evidence, such as on the size 
of households with state old age pensioners compared to household without pensioners, 
shows that a “private safety net” for the unemployed “heavily depends on the existence of 
state transfers to pensioners which indirectly supports the unemployed” or that “these grants 
are being heavily used to support others in the household”. .Nonetheless, some elderly 
continue to make economic contributions or partake in economic activity post conventional 
retirement ages and other forms of saving exist for retirement (cattle, housing, other long-
term financial instruments). A recent qualitative study concluded that “social grants allow 
people to enter into existing systems of social reciprocity (deeply rooted informal social 
protection systems and social networks) on which the impoverished and vulnerable often 
depend for their survival” and “enable recipients to leverage and multiply their resources”. 
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This points to the potential for formal and informal systems to be complementary rather than 
alternative ways of dealing with income risk in old age.  

Swaziland 

Formal systems 

Social assistance 
An old age pension grant is payable to those aged 60 and over, subject to a means test, and 
is estimated to cover 60,000 members (estimated at 95% of the target group) receive E 200 
per month (US$27). There is currently no legislation supporting the Old Age Pension Grant; 
however, a draft regulation has been submitted to the government for consideration. The 
administration of the programme and cash disbursement is undertaken by the Department of 
Social Welfare. 

National social insurance 
Established under the Swaziland National Providential Fund Order (1974), the Swaziland 
National Provident Fund has compulsory membership for formally employed workers. This is 
a DB scheme, set at 5% for employees and employers, covering 21% of the labour force 
(70,000 members), with a retirement age of 50. Governance and administration of the Fund 
is managed by a chief executive officer appointed by a board. The levels of contributions are 
determined by the Minister of Labour and Public Service. 

Civil service occupational schemes 
Established through the Public Service Pension Order (1993), the Public Service Pension 
Fund is a DB contributory scheme for civil servants. The operations and management of the 
Fund are supervised by a Public Service Pensions Board. The total number of pensionable 
officers in 2009 was 35,285, representing 3.5% of the population. Contributions are currently 
5% for members and 15% for employers. The retirement age is 60 years and the scheme is 
75% funded.  

Private occupational schemes and voluntary schemes 
Regulated by the Registrar of Insurance and Retirement Funds, and legislated by the 
Retirement Funds Act 2005, there are 44 retirement fund registered entities in Swaziland, 
comprising 33 local retirement funds and 11 foreign retirement funds. 

Informal retirement systems 

Long-term savings vehicles 
There is a well-developed banking system with a recent review counting, in addition to 14 
banking institutions, 56 credit cooperatives and more than 100 microfinance institutions (IMF 
Article IV Mission Report, 2008). 

Asset accumulation 
While asset acquisition is widespread, the most valuable assets (e.g. urban formal housing) 
are concentrated in the wealthiest households. Housing provides a rental income that 
supplements formal pension systems.  

Other support systems 
For rural Swaziland, Leliveld has identified three categories of social security provision: the 
‘rural homestead as solidarity group’, ‘kinship relations’, and ‘neighbourhood, associations 
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and chiefdoms’ (Leliveld 1994). Remittances provided US$86 per capita in 2007, significantly 
more than total Official Development Assistance (ODA). 

Tanzania 

Formal systems 

Social assistance 
There is no official social assistance programme for the elderly. Existing forms of social 
assistance are provided under the umbrella of HelpAge International and other partners. In 
2008, the government, through the Tanzania Social Action Fund, launched a pilot 
Conditional Cash Transfer (CCT) programme in three of the poorest districts in Tanzania. 
Although the CCT is not strictly for the elderly, the prime beneficiaries under the stated 
eligibility criteria are the elderly. Of the 2,500 households, 62% have at least one elderly 
person. Each elderly beneficiary receives US$6 per month (100% of the food poverty line).  

National social insurance 
The National Social Security Fund covers all self-employed and private sector workers, other 
than employees in a parastatal organisation. It has been extended to cover employees in the 
informal economy on a voluntary membership basis. In 2006, there were 307,539 
contributing members (ILO, 2008) representing 1.6% of the economically active population. 
Contribution rates are 10% for both employees and employers. 

Civil service occupational schemes 
There are four schemes for civil servants (covering central government employees, local 
government employees and employees of parastatals). Contribution rates range between 
20% and 25% of basic salary (15% from employers, in most cases). Each of these schemes 
is administered by a board of directors. The schemes report to different ministries, who act 
as supervisory and regulatory bodies. The range of benefits provided varies between 
schemes and there is no portability of benefits. 

Private occupational schemes and voluntary schemes  
Some financial institutions (National Insurance Corporation (Tanzania) is the largest) offer 
personal retirement packages to individuals as part of a package of products. However, 
without a regulator, it is difficult to estimate the coverage of such schemes or fully to capture 
the different types of benefit they offer. A Social Security Bill, soon to be passed, will institute 
an independent regulator, and initiate series reform initiatives to include flexibility in 
contribution rates, portability, preservation and indexation of benefits and so on. 

Informal retirement systems 

Available information points to three main informal mechanisms for coping with old age: 
family, income-generating activities and community-based support. Of respondents in a 
study by Rwegoshora et al. (2009), 73% viewed their families as a significant support base in 
times of hardship; 56% relied on a form of income-generating activity for support. Finally, 
there is a reliance on the community and faith-based organizations as a coping strategy for 
the elderly; however, support from this source is limited by poverty at community level. 
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Zambia 

Formal systems 

Social assistance 
There is no universal social assistance scheme within Zambia. However, there are currently 
several pilot social cash transfer programmes (under the umbrella of the Public Welfare 
Assistance Scheme), but largely funded by NGOs and ODA. In one of the pilot locations, the 
benefit paid takes the form of a universal old age pension for those aged over 60. The overall 
cash transfer pilot is currently undergoing expansion into a national scheme, as laid out in 
the Zambia 5th National Development Plan. 

The other main, large-scale, non-contributory schemes within Zambia are the Food Security 
Pack, the School-Feeding Programme and the Project of Urban Self-Help. While these 
schemes may benefit households including or headed by an elderly person, this is not their 
main focus. 

National social insurance 
Established by the National Pension Scheme Act No. 40 (1996), the National Pension 
Scheme (NPS) administered by the National Pension Scheme Authority is mandatory for all 
formal sector workers who began work after 1 February 2000. Self-employed or informal 
sector workers can enrol on a voluntary basis. The NPS is a DB, partially funded scheme 
with benefits varying from 20% of national average earnings to 40% of career average 
adjusted earnings. Retirement age is 55 and the NPS covers around 8% of the labour force. 
Employee and employer contributions are set at 5%. 

Civil service occupational schemes 
Pension schemes are regulated by the Pension Scheme Regulation Act. For those who 
commenced work before 1 February 2000, there are occupational pension schemes for civil 
servants (the Public Service Pensions Fund) and local authority workers (the Local 
Authorities Superannuation Fund). These schemes act as a replacement for the NPS, and 
their DBs are higher than those of the NPS since they are based on final salary rather than 
average earnings. Civil servants contribute 7.25% of their earnings and their employers 
7.25%; local authority workers contribute 10% of their earnings and their employers 23%. 
The retirement age is 55, and benefits are calculated using the final year salary multiplied by 
total years of service divided by 660.Private occupational schemes and voluntary schemes 

As at the end of 2008, there were 239 registered private occupational schemes in Zambia 
regulated by the Pensions and Insurance Authority. These schemes were intended by the 
Zambian government to act as a top-up to the statutory schemes; therefore, they have 
struggled to extend coverage beyond the scope of the mandatory schemes. 

Informal retirement systems 

Mukuka et al. (2002) conducted a study of informal social security schemes in Zambia and 
found the existence of traditional extended family support and the semi-formal urban 
reciprocal networks (church, chilimba and market associations). Only two of these can focus 
specifically on provision for the elderly; however, all have the ability to cover funeral 
expenses. 
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Zimbabwe 

Formal systems 

Social assistance 
There is no dedicated social assistance system for the elderly in Zimbabwe although a 
number of poverty relief programmes from government exist, such as the Public Works 
Programme. In 2007, the Public Works Programme reached 14,246 elderly, with each 
household receiving ZWD 19,018 for the whole year. Donors (e.g. the World Food 
Programme Vulnerable Group Feeding and Monthly Food Distributions under the Protracted 
Relief Programme Phase II) include, or have included in the past, the poor elderly as a 
vulnerable group. Various donors (such as HelpAge and Concern) are expanding pilot 
systems of cash grants. There is also a system of cash support for the elderly in institutions 
which, in 2005, benefited nearly 40,000 people. 

National social insurance 
The scheme falls under the general supervision of the Ministry of Public Service Labour and 
Social Welfare, and is administered by the autonomous National Social Security Authority. It 
is governed by the National Social Security Authority Act No. 12 (1989, ch. 17:04). The 
scheme covers all publicly and privately employed persons (excluding the self-employed) 
aged between 16 and 59 who are residents or citizens of Zimbabwe. In 2009, 2.1 million 
persons were registered with the POSB, of whom 1.2 million were active contributors (i.e. 
30% of labour force). In July 2009, the actuaries recommended that the scheme maintain 
levels of benefits at US$25 per month for the retirement pension, due to hyperinflationary 
conditions. 

Civil service occupational retirement schemes 
There are three pieces of legislation governing civil service pensions: the Local Authorities 
Employees (Pension Schemes) Act 30 (1971); the Parliamentary Pensions Act (11 of 1978) 
and the State Service (Pensions) Act (7 of 1989). The schemes are DB schemes and more 
detail is awaited regarding the exact formulae for calculating benefits. The target seems to 
have been to index pensions to about two-thirds of the current value of a pensioner’s 
earnings at retirement. For the 2010 financial year, US$165 million was appropriated for 
public service statutory appropriations, which comprise a variety of pensions and benefits 
(such as disability benefits to civil servants). This equals 7% of the 2010 government budget 
of US$2,250 million. 

Private occupational and voluntary schemes 
These schemes are regulated by the Insurance and Pensions Commission in line with the 
Pension and Provident Funds Act (1996, as amended) and relevant regulations. Due to the 
effect of the hyperinflation on the operation of pension funds, there is a lesser amount of 
detailed information available on occupational and private schemes than in the past. In 
December 2004, there were 2,810 registered funds with about 850,000 members. 
Membership must be granted to eligible employees between the ages of 16 and 70. 
Contributions must be specified as a percentage of salary, including any regular commission 
or bonus and any other allowances. Employees usually contribute around 6% of their salary. 

Informal retirement systems 

Available studies confirm that all savings, asset accumulation and informal support 
mechanisms play a role in the survival of the elderly in Zimbabwe, and especially that the 
very large current international flow of remittance still reflect kinship support mechanisms. 
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However, very little detail is available in order to draw conclusions about the essential nature 
of the mechanisms and their quantitative extent. This is also the case for the traditional 
‘chief’s granary’ (access to land in difficult times), which has been mentioned but not in detail 
as no information was available. 
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PREFACE 

Social protection coverage is insufficient in most countries in Latin America. Even short-
term shocks, such as a temporary job loss or a period of illness, can permanently move many 
citizens into poverty in the absence of public support. From a longer-term perspective, irregular 
contributions to old-age pension systems, whether publicly or privately managed, foretell 
insufficient pensions for the majority of the retired population in the decades to come.  

These worrying prospects are not restricted to the poorest segments of society. A majority 
of middle-sector workers – workers who are in the middle of the income distribution – are 
employed in the informal labour market. Indeed, in contrast to most OECD economies, 
informality is prevalent in Latin America: it accounts for more than 50% of total non-agricultural 
employment in the region, with the proportion ranging from around three-quarters in Ecuador 
and Peru, to a little over one-third in Colombia and Chile. Pervasive informality, in turn, 
interacts with contributory social protection systems to create a vicious cycle: the majority of 
informal workers contribute irregularly, if at all, and fail to secure support for their own time of 
need. This scenario will put significant pressure on policy makers, who in many cases have 
focused on poverty alleviation programmes but overlooked the insufficient coverage of the less 
poor – but still vulnerable – middle sectors. 

This paper by Rita Da Costa, Juan Ramón de Laiglesia, Emmanuelle Martínez and Ángel 
Melguizo, from the OECD Development Centre, contributes to this relevant debate. The authors 
examine in detail the interactions of the pension system with income levels and labour 
informality in Bolivia, Brazil, Chile and Mexico. These four countries effectively illustrate the 
varied realities of informality levels, pension schemes, and coverage outcomes in the region. The 
authors demonstrate that being a middle-sector worker and having an informal job are not 
mutually exclusive. Based on this original research, they discuss the main policy responses, both 
in the short and the long run. In particular, given Latin America’s particularly constrained fiscal 
space, encouraging the informal middle sectors to join contributory social protection schemes 
will be a vital part of mobilising their savings for social insurance, and building fairer and more 
efficient social risk-management systems. 

 
Mario Pezzini 

Director 
OECD Development Centre 

January 2011 
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RÉSUMÉ 

La couverture des pensions de retraite est relativement faible en Amérique latine. 
Indépendamment des types de systèmes de retraite, cette situation représente un défi pour les 
politiques publiques : aussi bien les faibles niveaux d’affiliation que les historiques de 
contribution irréguliers indiquent que les retraites des décennies à venir seront insuffisantes. Cet 
article décrit la relation existant entre les systèmes de couverture retraite et le phénomène 
d’informalité du marché du travail en Bolivie, au Brésil, au Chili et au Mexique, par niveau de 
revenu, et à partir des données d’enquêtes de ménage. L’analyse souligne le fait que le nombre 
de travailleurs formels est limité, et ce même parmi les groupes de revenus moyens et élevés. De 
même, les taux de couverture (mesurés par la proportion de contribuables ou d’affiliés par 
rapport au nombre total de travailleurs) varient de 10 % pour la force de travail en Bolivie, à 62 % 
au Chili. 76 % des travailleurs formels sont couverts en moyenne, tandis que parmi les 
travailleurs indépendants agricoles ce chiffre ne dépasse pas 7 %. En se basant sur ce 
pronostique, différentes alternatives de réformes de retraites sont examinées. 

 
 Classification JEL: H55, J32, O17. 

Mots clé: pensions de retraite, informalité, travailleurs indépendants, Amérique latine. 

ABSTRACT 

Social protection coverage is quite low in Latin America. This situation, irrespective of the 
type of pension scheme, represents a challenge for public policy since these low levels of 
affiliation and irregular contribution histories indicate that pensions will be insufficient in the 
coming decades. This paper describes the relationship between pension protection and labour 
informality in Bolivia, Brazil, Chile and Mexico by income level, using several rounds of national 
household surveys. Our analysis highlights that labour formality is limited, even among the 
middle and the high income groups. Correspondingly, coverage rates (measured by contributors 
or affiliates over workers) range between 10% of the labour force in Bolivia to up to 62% in Chile. 
76% of formal workers are covered on average, while coverage among the self-employed in 
agriculture is below 7%. Based on this prognosis, we discuss some alternative pension reforms. 

 
 JEL-Classification: H55, J32, O17. 
 Keywords: old-age pension, informality, self-employment, Latin America. 
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I. INTRODUCTION 

According to recent figures, only a third of the population aged over 65 years in Latin 
America is entitled to a pension. The lacklustre outcome in pension coverage may not be 
surprising if one knows that only about a third of the active population is covered by social 
security – contributing to a pension and/or entitled to health insurance (Mesa-Lago, 2009). 
Moreover, labour informality remains high in Latin America and the Caribbean. Informal 
employment accounts for more than 50% of total non-agricultural employment in Latin America, 
with the proportion ranging from around three-quarters in Ecuador and Peru, to a little over one-
third in Colombia and Chile (precise estimates depend on measurement methods; see OECD, 
2008 and Jütting and de Laiglesia, 2009).  

Given the prevalence of informal work in the region, policy makers could be tempted to 
address the coverage issue by focusing solely on lower income groups and those working 
informally, assuming that middle classes are largely covered by existing systems. This paper 
argues that such an approach would be misled for two reasons: first, because many workers 
around the middle of the income distribution are informal and they exhibit radically different 
coverage patterns from formal workers at similar levels of income; second, because policy reform 
in social protection systems on its own is unlikely to make a dramatic dent in the level of 
informality.1

A relatively secure steady job is almost a defining characteristic of the middle class in the 
developing world, in contrast to the lower income groups in the same countries (Banerjee and 
Duflo, 2008). Regular pay has benefits that go beyond the monthly cheque. People with regular 
pay are more likely to have better access to credit. Secure, stable incomes therefore have 
profound implications for wellbeing. Moreover most social protection systems, be they for 
unemployment, health care or pension benefits are contributory. Middle class workers in steady 
employment are the group most likely to pay into these schemes – and most likely to be able to 
draw on them when needed.  

 

Pervasive informality interacts with contributory social protection systems to create a 
vicious cycle, in which the mass of informal workers weaken those systems by contributing 
irregularly if at all and yet fail to secure support for when they need it. Even short-term shocks, 
such as a temporary lay-off, or a period of illness, can permanently move them back into poverty 

                                                      
1  This is not to say that policy in social protection or other areas is powerless. The extent of informality in 

a country is inversely linked with per capita income, but per capita income does not explain everything. 
Informality in Argentina and Ecuador, for instance, is nearly 20 percentage points higher than in other 
countries with similar levels of per capita income (OECD, 2009). 
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in the absence of public support. But not all informal workers are poor (many earn around the 
median income) or unproductive. Nor should they all be seen as victims of exclusion from the 
formal sector since some of the informality observed reflects to a voluntary exit rather than 
exclusion.   

In a nutshell, these two worlds – workers in the “middle sectors”2

Besides, a non-contributory basic pension can in fact be a disincentive to formalisation: if 
workers are covered independently of their contributions – frequently tied to formal 
employment – they may well seek informal jobs instead. As such, social protection policies need 
to be designed in conjunction with a framework of appropriate social, labour and 
macroeconomic institutions. Pension systems – and social protection in general, including their 
interaction with unemployment benefits, health insurance – should adopt a pragmatic "political 
economy of the possible" approach (Santiso, 2006). Pragmatism in social protection reform means 
responding to three key social and institutional features in Latin American: high labour 
informality, a relatively young (although rapidly ageing) population, and limited fiscal 
resources.  

 of the income 
distribution and informal employment – are not mutually exclusive. In this paper we look at how 
social protection works in practice for Latin American workers with different income levels, and 
examine some of the policy responses this relationship calls for. So far, responses have focused 
on ex post interventions: transfers that are not linked to contribution histories, often referred to as 
“social pensions”; and transfers which guarantee a minimum pension within mandatory-
contributory pension schemes (conditional on a given contribution history). Unfortunately, the 
large fiscal commitment that such policy responses would imply is for many countries in the 
region a big challenge; public resources are scarce in Latin America. As discussed extensively in 
OECD (2008), this shortage can principally be laid at the door of low tax-collection rates, 
particularly in the case of personal income taxes – rates are low by international standards even 
controlling for differences in per capita income. The resulting lack of resources restricts the 
public sector’s ability to take effective (and in many cases efficient) measures such as extending 
universal health care, or, in this particular case, permitting wider access to minimum pensions. 

To analyse in detail how the pension system interacts with income levels and labour 
informality, we draw on household-level data from Bolivia, Brazil, Chile and Mexico from the 
mid-1990s to the mid-2000s. This sample represents a good mix of country-specific and regional 
considerations. It covers the range of informality levels in the region (from the relatively low 
level in Chile, to the high in Bolivia) and the main forms of pension scheme (from the public pay-
as-you-go system in Brazil to private ones based on individual capital accounts).  

The paper is organised as follows: Section II sets the backdrop of the pension coverage 
challenge in Latin America. We describe the data sources and present the main coverage 
statistics and the key results from the literature. In Section III we focus on the labour status of 
workers in our set of Latin American countries, grouped under three income ranks, 
disadvantaged, middle sectors and affluent. Section IV combines these job and income categories 
with actual pension coverage, based both on descriptive statistics and on an econometric analysis 
                                                      
2  In line with the measurement and terminology of Castellani and Parent (2010), the middle sector refers 

to those workers in households with income between 50% and 150% of the national median. 
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of the determinants of contribution. Against this background, Section V discusses alternative 
pension reforms to address the coverage gap, subject to the prevalence of labour informality. 
Section VI concludes. 
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II. SETTING THE CHALLENGE: PENSION COVERAGE  
IN LATIN AMERICA 

II.1. The challenge of pension coverage in Latin America 

In Latin America, only a third of active workers contribute to a pension system. The 
shortfall in coverage will generate a shortfall in benefit coverage in coming decades. Indeed, 
today only a third of the over-65 population is entitled to pensions from the contributory system 
(Mesa-Lago, 2009). In only a few countries – Argentina, Bolivia, Brazil, Chile, Costa Rica and 
Uruguay – are rates above 60% (Rofman et al., 2008). Allowing for changes over time, and worker 
mobility in and out of the pension system, the two could be only loosely related, but the high 
cross-country correlation between the two measures of performance is certainly suggestive of the 
need to address coverage head on. 

The shortfall in coverage in the region hides significant diversity due to both levels of 
average income, differences in their demographic history as well as differences in the pension 
system. Chile and Uruguay have coverage rates for the economically active population above 
60% compared to Bolivia and Paraguay’s 13%. Similarly, Uruguay and Brazil cover 85% of their 
elders, while the corresponding figure in Honduras or Nicaragua is in single digits (Mesa-Lago, 
2009).  

Not only is pension coverage in Latin America low on average, it is correlated with 
individual income levels (see for instance Rofman et al., 2008). Based on an ample sample of 
countries from the region, at least four sub-groups can be distinguished. I) Paraguay, Nicaragua, 
Honduras, Dominican Republic and Bolivia where the coverage ranges from a maximum of 40% 
for the highest income quintiles to values close to zero for the lowest ones. In Bolivia from the 
1990s to 2000s the gap actually widened, coverage increasing for the highest quintile, while 
falling for the fourth quintile; II) Peru, Ecuador, Guatemala and El Salvador, where coverage 
peaks at around 60% for the highest quintiles while lower quintiles have values ranging from 
below 5% to 20%. Except in Ecuador with 20% coverage), this group sees significant variation in 
coverage between quintiles. This is particularly notable in Guatemala, where the difference in 
coverage of the first and the fifth quintiles is around 60%; III) Colombia, Venezuela, Mexico, 
Argentina and Panama have similar overall coverage rates (from 5% to 60%), but lower 
dispersion between income levels; and IV) Brazil, Uruguay, Costa Rica, and Chile show the 
highest coverage rates for all income levels, with the highest quintiles reaching 80% (Uruguay), 
and even the lowest above 20% (Brazil). 

Compared to possibly optimistic priors, coverage is particularly low in the middle three 
quintiles even though these are not amongst the poorest. Rates for these workers in the first 
group of countries are around 15% in the 2000s (ranging from 10% in Bolivia to 20% in 



  OECD Development Centre Working Paper No. 295 
 

DEV/DOC(2011)1 

© OECD 2011 11 

Dominican Republic), and only slightly over 20% in the second group (with the exception of Peru 
where it is only around 10%). In the third group, coverage is around 40% (ranging from 41% in 
Argentina and Panama to around 35% in Colombia). Coverage is higher in the fourth group at 
above 50% on average for all countries included. Extending the analysis back in time finds no 
clear or reassuring pattern: between the 1990s and 2000s, coverage of these middle quintiles 
increased in about half of the countries of the region, but decreased in the other half.  

What structural factors drive these modest improvements and how can policy improve 
pension coverage? In the remainder of the paper, we exploit household data to deepen this 
analysis by introducing a key element, labour informality. We will do so for our sample of four 
Latin American countries, Bolivia, Chile, Mexico and Peru. Not only does this sample span the 
region’s set of labour informality outcomes and pension schemes, it also represents the diversity 
in pension coverage outcomes. 

II.2. Main data sources 

The data are drawn from nationally representative household surveys from Bolivia, 
Brazil, Chile and Mexico, from the mid-1990s to 2006. Due to data availability, the same years 
and periods are not covered for all countries within this time range. To be precise; the datasets 
used are the Encuesta Continua de Hogares de Condiciones de Vida (ECH), years 2001 and 2002 for 
Bolivia; the Pesquisa Nacional por Amostra de Domicilios (PNAD), years 1996, 1998, 1999 and 2001 to 
2006 for Brazil; the Encuesta de Caracterización Socioeconómica Nacional (CASEN) years 1994, 1996, 
1998,  2000, 2003 and 2006 for Chile, and the Encuesta Nacional de Ingresos y Gastos de los Hogares 
(ENIGH) years 1998, 2000, 2002, 2004 2005 and 2006 for Mexico.3

Throughout the paper and for ease of exposition, households are categorised in three 
income groups: disadvantaged, middle sector and affluent. This classification is based on per 
capita household income (including both labour and non-labour income) in adult-equivalent 
terms. Household size is measured in adult-equivalent terms to allow comparison of households 
of different sizes and structures; the equivalence scale is the following: a weight of 1 is assigned 
to the household head, a weight of 0.5 to each additional adult, and a weight of 0.3 for each child 
aged 14 or younger.

 Total population figures from 
household surveys and the underlying sample multipliers have been adjusted with data from 
Social Panorama of Latin America (ECLAC, 2008) data on population for the four countries.  

4

                                                      
3  Table A1 in the annex provides more information on the coverage, period of survey, accessibility and 

questions of these dataset. These are (some of) the same datasets used by Rofman et al. (2008). Different 
methodological choices lead to slight differences in average outcomes between their results and ours for 
aggregate outcomes, which are nonetheless largely comparable. 

 Households are classified as middle sectors – population in the middle of 
the income distribution – if they have income between 50% and 150% of the household-adjusted 
median income per head for the country. The other two classes, disadvantaged and affluent, are 
those below 50% and above 150% of the median respectively (in line with Castellani and Parent, 

4  This is the “OECD-modified scale”, which has been adopted by the European Commission, among 
others. Other scales used in international comparisons include the square root of household size (used 
in many OECD studies since the 1990s). In practice, the difference implied by the choice of one or 
another of these weighting schemes is small. 
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2010). Indeed, 50% of the median adult-equivalent per capita income is used to define the 
poverty line in a number of countries, especially within the OECD (OECD, 2008b). Relative 
poverty so defined is also increasingly relevant for a number of emerging countries (OECD, 
2010). The disadvantaged group is therefore the group that is considered poor by this particular 
measure.5

II.3. Defining and measuring pension coverage 

 Individuals are then categorised as per the household they are in (regardless of their 
share of income earnings within the household). Among the countries examined in this paper, 
the middle sectors account for nearly 50% of the workforce, the disadvantaged account for about 
20% and the affluent 30%. A notable exception to this pattern is Bolivia where the proportion is 
closer to one-third for each segment. 

To analyse pension coverage, it is necessary to establish two different definitions for 
coverage of the working-age population – reflecting their status as contributors to the pension 
system, and coverage rages for the elderly – reflecting their status as benefit recipients. 

Calculating coverage rates for the elderly (over 65 years old) is straightforward, since this 
is the group currently receiving benefits. Focusing on our sample of countries, Figure 1 presents 
coverage rates after retirement across income groups, based on the population over 65 who 
declare receiving old-age benefits in the respective household survey.6

 

 Similarly to the findings 
of Rofman et al. (2008) for the working-age population, coverage rates are also positively 
correlated with income. Differentiating by types of pension, coverage rates for contributory 
pensions are low – the exception is Brazil, where they are above 85% on average, and 87% among 
the middle sectors. For this reason, as previously mentioned, many countries have pursued non-
contributory pension schemes. 

                                                      
5  National poverty lines or the international USD 1.25 a day would typically identify respectively a larger 

and a smaller group of poor individuals. However, as they are set by different methods and standards, 
they do not offer similar comparability (Garroway and de Laiglesia, 2010). 

6  Table A2 in the annex details the specific survey questions used to identify benefit recipients, as well as 
the nature of the benefit. 
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Figure 1. Pension coverage rates of the elderly by income level 
(percentage, pension beneficiaries over population over 65 years) 
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Note: Data for 2006 except Bolivia 2004. No data are available for non-contributory pensions in Brazil and Mexico.  

Source: Authors’ calculations based on National Household Surveys.  

By contrast, defining pension coverage during working life, which is key to explaining 
the outcomes in coverage of the elderly, is significantly more difficult, both conceptually and due 
to data limitations. The most direct measures are affiliation rates, i.e. the number of members 
registered in the pension system divided by a measure of the potential universe of members, be it 
working-age population, economically-active population or employed workers. However, this 
measure does nothing to capture the main outcomes of the system, such as the savings a member 
can expect to have accumulated at retirement or expected total years of contributions. A better 
definition would be the ratio of the total months of contribution over the total months affiliated 
to the pension system. Unfortunately, the use of such a measure requires rich data on 
contribution histories, typically not available alongside a large set of other socio-economic 
outcomes (with the notable exception of the Encuesta de Protección Social in Chile). An 
intermediate option, used in this paper, is the ratio of contributors to workers. While active 
contributors may not ultimately be entitled to a pension at retirement, this measure has the 
advantage of capturing contribution behaviour at a given point in time, which can then be 
explored in relation to other contemporaneous circumstances, including job status. 

Indeed, it is important that any measure of coverage have a dynamic component. 
Workers tend to shuttle frequently in and out of the labour force, between work and 
unemployment, and between formal and informal jobs and between different types of job 
(salaried and self-employed) within each category.  Using data from the first two waves of the 
Mexican Family Life Survey, changes in status between 2002 and 2005, de Laiglesia et al. (2008) 
examine mobility for different categories of workers, measuring formality by the coverage by 
social security. Overall mobility for both men and women is high and the probability of 
remaining in any particular employment sector is relatively low – the highest value is 63% for 
self-employed males, with the probabilities of remaining in formal sector salaried jobs being 62% 
for men and 55% for women. Moreover, although inter-temporal and cross-national comparisons 
of mobility are complicated by differences in methods and data, there is evidence of mobility 



The Economy of the Possible: Pensions and Informality in Latin America 
 

DEV/DOC(2011)1 

14 © OECD 2011 

being higher when large economic shifts are underway, such as in the transition countries during 
the late 1990s (Pages and Stampini, 2007). Finally, the rate of movement from formal to informal 
work is comparable to movement in the opposite direction. This impression derived from these 
simple transition matrices is confirmed when controlling for the effects of different rates of job 
separation and job creation across sectors (Bosch and Maloney, 2010).  

The evidence on labour dynamics in Latin America has two key implications for labour-
market and social protection policy. First, at least part of the informal workforce – especially 
among the self-employed – is not rationed out of formal salaried jobs. Instruments to integrate 
them into pension systems will therefore need to consider their incentives and the ability of the 
state to harness their saving capacity and demand for social insurance. Second, a number of 
individuals transit from informality to formality and back. This may be evidence of effective 
allocation of labour if demands are similar, but creates a challenge in ensuring coverage 
particularly in pensions which typically have lengthy eligibility periods. As a consequence, cross-
sectional analysis of the data may be misleading. Proper analysis should instead seek to evaluate 
coverage from a life-cycle perspective, taking into account the effect of demographic change. It 
should also take into account the different contribution patterns revealed in the micro data, since 
there is significant variation across income levels, work status and gender.  

Due to data availability, we examine “coverage” by contemporaneous self-declared 
contribution behaviour. An individual is considered “covered” if he responds positively to 
questions regarding contributions to or enrolment in a public or private pension scheme 
depending on the survey. In Chile data cover contributors to both the private pension funds 
(Administradoras de Fondos de Pensiones, AFP), and to the previous public pay-as-you-go system 
(Instituto de Normalización Previsional, INP). In Mexico, questions refer to enrolment in the private 
pension system (Sistema de Ahorro para el Retiro, SAR) managed by private pension funds 
(Administradoras de Fondos para el Retiro, AFORE), to the public institutions (Instituto Mexicano de 
Seguridad Social, IMSS; Instituto de Seguridad y Servicios Sociales de los Trabajadores del Estado, 
ISSTE), to the state company Pemex scheme, and to university insurance programmes. In Bolivia, 
coverage is proxied by enrolment in the private pension system (AFP). Finally, in Brazil, data 
cover contributors to the Instituto de Previdência at all its levels: national (Instituto Nacional Seguro 
Social, INSS), federal and local. 

The universe is the working population, taken here as those individuals employed in the 
labour market aged 14 to 64 years; this age span captures adequately a typical labour career in 
Latin America where the average compulsory age is 14. Covering the whole of the working age 
population or the economically active population would be desirable if data on contribution 
density were available. Typically however, survey questions regarding pension contributions are 
placed in the labour and work module and are therefore only available for individuals in 
employment. 

Finally, broadly speaking, in this paper we will consider that an individual needs to be 
contributing for around 60% of their working life to get an adequate pension. Over a stylised 40-
year labour career this corresponds to 24 years of contributions, although in practice the timing 
of pension gaps and the worker’s wage profile matter as well. As a first approximation then, 
where a country’s overall coverage rates are below 60% it is likely that many if not most current 
workers are failing to accumulate enough to cover their retirement.  
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II.4. Pension coverage among workers 

Coverage rates for this working population – all classes included – vary markedly 
between countries and have increased slightly during the time span studied in each of them. 
Chile has the highest coverage rates (62% in 2006), a slight decrease from 63.6% in 1996; followed 
by Brazil (51.6% in 2006) whose coverage rates have also maintained stable during the time span 
studied (48.0% in 1996) and Mexico, where coverage rates increased from 33.2% in 1998 to 36.2% 
in 2006. Bolivia has the lowest coverage rates, around 9.7% in 2002. Additionally, in line with 
Rofman et al. (2008), coverage rates increase with income, though the extent to which this extends 
up the income distribution is noticeable (Figure 2). 

Figure 2. Pension coverage rates by income level 
(percentage of workers covered) 
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Note: For Mexico and Bolivia the data is on enrolment, whereas for Chile and Brazil they capture contributors. 

Source: Authors’ calculations based on National Household Surveys.  

Although lack of coverage for the disadvantaged is the usual focus of analysis and 
debate, it is apparent that this is also an issue for workers in the middle sector – either side of the 
median of the income distribution. The difference in coverage between the middle sectors and 
the affluent is never lower than around six percentage points (in Chile) and rises to around 
20 points in Brazil and Mexico. The consequence is that many people currently in those middle 
sectors are likely to fall into poverty in old age. There were no significant changes in the coverage 
of this group of workers of those four countries during the period studied (1996-2006; see Tables 
A3 to A10 in the annex).  

II.5 Lessons from pension reform and contribution behaviour in Latin America 

These modest results in terms of coverage in Latin America contrast with the predictions 
made almost two decades ago. According to the World Bank's 1994 report Averting the Old Age 
Crisis: Policies to Protect the Old and to Promote Growth, "structural pension reformers" (i.e. those 
countries who introduced of mandatory individual capital accounts, managed by the private 
sector), would benefit from improvements to their fiscal position (despite up-front fiscal costs 
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due to transition and maintained solidarity pillars, higher productivity, higher domestic savings 
and investment, and a boost to the development of their domestic capital and financial markets. 7

Latin America became – by far – the most ambitious adopter of this reform agenda: Chile 
had already led the way in 1981 and was followed by Peru in 1993, Colombia in 1994, Argentina 
in 1994 (though reformed again in 2008), Uruguay in 1996, Mexico and Bolivia in 1997, El 
Salvador in 1998, Costa Rica and Nicaragua in 2000 and Dominican Republic in 2003.

 
They were also expected to enjoy positive labour-market effects. Individual pension systems – 
because of the clearer link in members’ minds between the contributions they make and the 
benefits secured – should provide better incentives than traditional defined-benefit pay-as-you-
go schemes (such as operate in most OECD countries). In turn this should lead to a higher 
structural employment rate, higher labour supply, and lower levels of informality (OECD, 2007). 

8

In practice evidence on these labour impacts remains controversial. The taxes needed to 
support the unreformed pension schemes may not have had as great an impact on employment 
as was supposed.

   

9 Even allowing for the relatively short period of time since the reforms were 
adopted (around 15 years on average, with lengthy transitional rules), the incentives to join the 
formal sector and pay contributions to the new system have proved weaker than expected. In 
fact, only Chile among the reformers and to a lesser extent Brazil, a non-reformer, seems to be 
bucking the regional trend.10

                                                      
7  See Lindbeck and Persson (2003), or Barr and Diamond (2006) for a more sceptical view. The evidence 

for these benefits has been mixed (Gill et al., 2005). 

 Short-sightedness or lack of information on the part of workers, 
rational decisions based on volatile returns or high start-up fees, social preferences for anti-
poverty (rather than savings) programmes, and the interaction with labour and social legislation 
all contribute to explain low overall coverage rates in the region (see the discussion in Gill et al., 
2005). This issue was already highlighted in Queisser (1998), who analysed the early stages of 

8  Among these reformers (and note that Brazil and Venezuela did not join the trend), three models 
emerged: substitutive, parallel and mixed (Mesa-Lago, 2008). In substitutive systems (adopted in Chile, 
Bolivia, Mexico, El Salvador, and Dominican Republic), the previous defined-benefit pay-as-you-go 
system is closed and replaced by individual capital accounts. Parallel systems (adopted in Peru and 
Colombia) are characterised by a deep reform of the public scheme, which then competes with new 
private ones. In the mixed systems (Argentina until the 2008 reform, Costa Rica, and Uruguay) 
provision is an aggregate of public (generally minimum) and private benefits. OECD (2009) presents a 
comprehensive database of pension regulation for OECD countries. 

9  In the case of Chile, there is evidence that social-security taxes were already borne by employees, and 
therefore did not affect labour costs (Gruber, 1997; Cox-Edwards, 2002). On the other hand, studies 
covering Mexico and Colombia have found a smaller share being borne by workers, discouraging firms 
from hiring more workers (for Mexico see Cazorla and Madero, 2007; for Colombia Kugler and Kugler, 
2003). Finally, Cruces et al. (2010) find partial shifting to wages, but no labour-market effects in 
Argentina. 

10  Some studies have been able to conclude that in Chile the pension reform has led to a significant 
increase in formal employment, and reduction in unemployment (Corbo and Schmidt-Hebbel, 2003). In 
Brazil, informal employment remains above 40% but has decreased steadily since 2003 with 
accelerating net annual generation of formal employment (see Menezes Filho for informal employment 
and Scorzafave, 2009, and Côrtes Neri, 2010 for an analysis of the formal tier). 
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reformed pension systems in Latin America, specifically in Argentina, Bolivia, Chile, Colombia, 
El Salvador, Mexico, Peru and Uruguay, including the coverage challenge. Then, unlike the 
systemic reasoning behind the optimistic predicted effects of pension reform, many of the 
explanations for the relatively disappointing outcomes rely on individual workers’ contribution 
behaviour. 

To go from the examination of average coverage rates to the design of policy, it is 
necessary to understand the many interactions behind contribution decisions at the individual 
level. Previous studies have already tried to explain these preferences and interactions through 
analysing the characteristics at the individual and household level that lead a worker to decide to 
contribute or not in the region. Most empirical studies carried out for the region (Packard et al., 
2002; ECLAC, 2006; Auerbach et al., 2007) rely on regressions that explain contribution behaviour 
by a number of correlates for a set of countries. Key explanatory factors include education, job 
type and household income. In their study of social security systems in 13 Latin American 
countries Packard et al. (2002) find that the household’s income is a significant determinant of 
whether a worker is covered by social security; the same is true for household size, the smaller 
the household the higher likelihood that workers contribute to social security; as per the 
educational attainment, the higher  education level, the higher the probability to contribute, since 
there is not only an increase of the information of the worker but also a higher wage. The same 
correlation between education and contribution is found by Pages et al. (2007), who in addition 
demonstrate that part time workers and workers in low-paid job (especially the ones who earn 
wages below the minimum wage), are less likely to be covered. ECLAC (2006) analyse the impact 
of job status and find that being self-employed decreases the probability to contribute while 
being a salaried worker increases it. As expected, the higher the education the higher the 
probability to contribute. The authors point out that job status (domestic services, professional or 
technical, microenterprises, salaried workers, self-employed, public sector) subsumes the effect 
of education through the selection process of educated individuals into better jobs in larger firms, 
themselves contributing factors. 

These results stress the importance of income in determining workers preferences for 
being covered, directly and indirectly through the education level. In this paper we introduce not 
only income (the aforementioned three different income groups) but also an additional 
dimension, labour informality, in order to analyse further the coverage preferences of the group 
of independents.  



The Economy of the Possible: Pensions and Informality in Latin America 
 

DEV/DOC(2011)1 

18 © OECD 2011 

 

III. INFORMALITY AND WORK STATUS 

Given the extent and persistence of informality in the region, no analysis of coverage rates 
in social protection would be complete without an examination of this dimension. Attempts to 
explain the limited coverage of Latin America’s social-protection schemes often blame the 
duality of its labour markets. Indeed, some authors equate formal employment with job-linked 
pension entitlements (see Gasparini and Tornarolli, 2007 for an example.) More broadly, 
informality is often used to refer somewhat loosely to activities that are carried out outside of the 
legal or regulatory framework. Additionally, it is necessary to account simultaneously for the 
impact of income on contribution behaviour, which while related is not explained solely by job 
informality.  

Such a generic term in fact spans a number of very different realities, from the outright 
illegal such as drug trafficking or smuggling, to very common exchanges which nonetheless take 
place outside formal and contractual environments, such as mutual help among neighbours. A 
job is informal when "the employment relationship … is not subject to national labour legislation, 
income taxation, social protection or entitlement to certain employment benefits" (ILO, 2003); in 
other words, when a labour relationship is neither observed nor protected by the government. It 
follows that informal employment includes not only many forms of self-employment, but also 
employment in informal enterprises (themselves usually excluded from labour inspection and 
social protection requirements), together with unregistered employment in formal enterprises or 
households.11 Informal employment is therefore very heterogeneous and cannot be considered 
merely a form of underemployment.12

A substantial and growing body of evidence calls into question the view that informal 
workers are shut out of the formal sector as the sole result of a segmented labour market (the 
“exclusion” view). In particular, the finding that mobility between formal and informal 
employment is relatively large in both directions suggests that at least part of the population in 
informal work chooses to be outside the regulated economy (the “exit” view). This evidence is 

  

                                                      
11  Domestic workers account for a sizeable share of informal employment in Latin America (15% 

according to ILO, 2009) and such employment explains much of the difference in informality rates 
between men and women in the region. 

12  Informal employment has often been viewed as a residual sector. In classic development models of 
surplus labour (such as those of Lewis, 1954; Ranis and Fei, 1961; and Harris and Todaro, 1970) workers 
move from traditional agriculture to modern manufacturing, but may fail to find a formal job in the 
urban labour market. In that case, informal work is a form of underemployment that substitutes for 
outright unemployment. 
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summarised for emerging countries in Jütting and de Laiglesia (2009), and for Latin America in 
Perry et al. (2007). 

The evidence on mobility and on relative incomes of formal and informal workers 
suggests that it is better to think of informal employment as two-tiered (Fields, 1990 and 2005). 
The lower tier includes occupations traditionally associated with informality: the majority of 
own-account workers whose firms do not offer growth prospects, and informal employees who 
are queuing for formal jobs. The upper tier comprises workers that are relatively better off, 
including informal sector employers and entrepreneurs with accumulated productive capital13 
and certain forms of false self-employment.14

Acknowledging these tiers – and distinguishing between exit and exclusion – should be 
part of the design of policies that aim to increase the coverage of social protection. The 
distribution of earnings between formal and informal workers is similar and therefore there are 
workers in the upper tier who choose to opt out of the formal economy and its social-protection 
networks, but who could nonetheless afford the necessary contributions. On the other hand, 
most workers in the lower tier cannot afford to opt into social protection as independent workers 
and are not offered the possibility of providing payroll-linked contributions. There is unlikely to 
be a “one-size-fits-all” policy that will cover both of these situations, and the same conclusion can 
be expected to apply to pension policies for these two (admittedly stylised) groups. 

 There are transition costs in moving from one tier 
to the other. 

III.1. Measuring informality 

For the purposes of analysis, we define formal employment as that which is subject to a 
written contract or a document that certifies social protection entitlement through employee 
status (such as the Brazilian carteira de trabalho). Using the existence of a labour contract to 
determine formality facilitates comparability since it echoes a form of regulation that is common 
to the countries of Latin America – the obligation to formalise and register an employment 
relationship (Kanbur, 2008).  

An alternative, often applied in the literature, is to count workers covered by social-
protection schemes. This is less comparable between countries, and also suffers from potential 
indeterminacies as a result of the unbundling of social benefits. Cover against health problems, 
occupational hazards, old age, maternity or unemployment may be provided separately, and 
coverage for different workers may differ across these dimensions, making them formal on one 
but informal on others. This is particularly true of pension coverage –the main outcome we seek 
to analyse. 

                                                      
13  Self-employed workers in a professional capacity (craftsmen, and members of the liberal professions, 

among others) can also be thought of as pertaining to the upper tier of informal employment when their 
activities are undeclared and carried out personally, rather than as part of an incorporated enterprise. 

14  False self-employment is the practice of registering as a self-employed worker with the labour or tax 
authorities while working in a formal firm in a role whose characteristics would normally be associated 
with a labour contract. An example would be a “sub-contractor” who is exclusively hired by a single 
firm while technically remaining self-employed. 
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Formality defined, the task is then to sub-divide informal employment in a way which 
reveals different labour-market and social-insurance behaviours within it. In many countries in 
the region, self-employed workers are not obliged to register or contribute to social-security or 
pension systems. The first group is therefore self-employed workers all of whom we consider as 
informal, or at least not formal.15

The categorisation of workers is based on survey responses to job characteristics. Workers 
are classified as formal employees if they were employed either in the public or private sector, 
and were holding a written work contract at the time of the survey.

 This group is subdivided according to the sector in which they 
work (agricultural or non-agricultural) and their level of education (in order to identify self-
employed professionals). Informal employees make up the balance, and this group is similarly 
split into its agricultural and non-agricultural components. All in all, this leads us to define six 
categories: formal salaried workers, self-employed with completed tertiary education, non-
agricultural informal employees, non-agricultural self-employed, agricultural informal 
employees, and agricultural self-employed. Motivations, incomes and applicable labour 
legislation differ across all these categories. Armed with this more nuanced – but still practical – 
framework, the problems posed by informality for social protection can be better analysed.  

16

III.2. Formality and informality in Latin America 

 All independent workers 
are classified as self-employed and are divided between the agricultural and the non-
agricultural. The self-employed with tertiary education are the workers who belong to every 
independent categories of workers and completed a tertiary level of education. Informal 
employees are those employed either in the private or the public sector without a written work 
contract at the time of the survey.  

The composition of the workforce across income groups reflects partially the degree of 
inequality within countries. In most countries in our sample, about 20% of households fall into 
the disadvantage group, about 30% in the higher-income affluent group with about half in the 
middle sectors. In Bolivia, a larger share of the workforce is classified as disadvantaged, 
reflecting the higher proportion of the population with lower relative incomes. Figure 3 shows 
the composition of the workforce in terms of six categories across income groups, that is for each 
of the disadvantaged, middle sectors and affluent income groups. The six categories are ordered 
according to priors on the quality of jobs, with formal employees as the most stable and better 
paid jobs, followed by professionals as characterised by self-employed with tertiary education, 
other non-agricultural informal employees and finally informal agricultural workers, which 
includes households in subsistence agriculture and other groups which are potentially isolated in 
the economy.  

                                                      
15  Following the definition of the 17th International Conference of Labour Statisticians, the self-employed 

should be classified as formal when their enterprise is formal. Given heterogeneity in the relevant 
survey questions across countries, a definition based on (homogeneous) questions on employment 
status has been preferred. 

16  As already mentioned, in the case of Brazil, holders of a signed job card are used instead. Table A2 in 
the annex provides details on the specific question used, the variables codes and the answers chosen, 
which exhibit slight differences the four countries. 
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The results clearly show that informal work is an issue not only for deprived income 
groups but also to those in middle sectors. All in all, in the four Latin American countries 
considered 43.8 million of the total 72.0 million middle-sector workers are informal. Labour 
informality is therefore very much a middle-sector issue. It remains a prime factor behind their 
relatively low pension coverage – and a leading indicator of potential poverty for many of 
today's middle-sector households. 

Figure 3. Workers by employment category and income group 
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Source: Authors’ calculations based on Encuesta Continua de Hogares- Condiciones de Vida 2002. 

 
(b) Brazil, 2006  
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Source: Authors’ calculations based on Pesquisa Nacional por Amostra de Domicilios 2006. 
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(c) Chile, 2006 
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Source: Authors’ calculations based on Encuesta de Caracterización Socioeconómica Nacional 2006. 

 
(d) Mexico, 2006  
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Source: Authors’ calculations based on Encuesta Nacional de Ingresos y Gastos de los Hogares 2006. 

In general – and unsurprisingly – the size of the formal workforce rises with income. 
Nevertheless, two important facets of informality in the middle sectors are revealed. First, the 
absolute number of middle-sector informal workers is high. In fact, other than in Bolivia, it is in 
middle sectors where the greatest numbers of informal workers belong. Second, their proportion 
is high too: there are more informal than formal workers among the middle sectors in all 
countries but Chile. 

The composition of the informal workforce across income groups varies, reflecting the 
heterogeneity of informal work. The starkest example is Bolivia, where the majority of the 
disadvantaged are in self-employed agricultural occupations, possibly in subsistence 
occupations. The self-employed show up in all income groups across countries, reflecting a 
diversity not captured by our six occupational categories. Educated self-employed individuals 
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are mostly found among the affluent, indicating their higher earning potential. Those informal 
workers who are in an employment relationship are usually thought of as a particularly 
disadvantaged group, seen as excluded from social protection not by their own choice but by 
their employer (even if in practice it can be thought as resulting from a joint decision or the result 
of optimal behaviour in the part of each workers and employees; see Auerbach et al. (2007). The 
fact that there are informal employees even in the affluent group suggests that social security 
provisions in labour law may in practice have only limited enforceability. 
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IV. PENSIONS AND INFORMALITY 

IV.1. (In)formality and pension coverage 

We now analyse the interaction of the three dimensions, informality, income level, and 
pension coverage. Coverage rates among formal employees are high (Figure 4), above 80%, 
except in Bolivia and among the disadvantaged in Mexico (where coverage drops dramatically at 
low incomes, although these cases are not numerous). Despite differences across income groups 
and certain heterogeneity across countries, pension coverage among formal employees, at all 
income levels, is broadly adequate in three of the four countries analysed when measured 
against the 60% coverage threshold.  

 Figure 4. Pension coverage rates of formal workers by income level 
(percentage of workers covered) 
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Notes: For Mexico and Bolivia the data is on enrolment, whereas for Chile and Brazil they capture contributors. 

Source: Authors’ calculations based on National Household Surveys.  

All three income groups (disadvantaged, middle sectors and affluent) have similar 
coverage levels in Brazil and Chile; in Mexico, middle-sector coverage is similar to the coverage 
of the affluent, although coverage for the disadvantaged is lower. The picture is more worrying 
in Bolivia. Coverage there rises with income level – itself evidence of inequality among formal 
workers – but absolute levels remain low. Even formal employees in the affluent income group 
barely reach the 60% standard. 
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By contrast, coverage rates of informal workers are very low, and strongly linked to 
income level in all four countries, even around median incomes (Figure 5). The generally 
adequate coverage of formal workers means that the persistent shortfall in coverage in the region 
is concentrated among the self-employed and informal employees. The informal middle sectors 
in Chile secure the highest level of coverage (14%), followed by Brazil and Mexico (11%), and 
Bolivia (2%). These coverage levels put the informal middle sectors closer to the disadvantaged 
than the affluent 

Figure 5. Pension coverage rates of informal workers by income level 
(percentage of workers covered) 
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Notes: For Mexico and Bolivia the data is on enrolment, whereas for Chile and Brazil they capture contributors. 

Source: Authors’ calculations based on National Household Surveys.  

The analysis of coverage rates among middle-sector workers also exhibits some 
“unexpected” combinations: formal workers who are not covered, and informal workers who are 
(Table 1). Focusing on middle sector workers, Bolivia has the highest percentage of informal 
middle-sector individuals among the covered (27.2%), and Chile the lowest (10.1%).  

Table 1. Covered workers and formality, by level of income 

 Disadvantaged Middle Sectors Affluent 
 Formal Informal Formal Informal Formal Informal 
Bolivia 40.7 59.3 72.8 27.2 80.4 19.6 
Brazil 83.2 16.8 88.8 11.2 78.0 22.0 
Chile 87.9 12.0 89.8 10.1 79.7 20.2 
Mexico 68.3 31.7 78.2 21.1 84.2 15.8 

Source: Authors’ calculations based on National Household Surveys.  

The issues associated with and arising from informality therefore extend even to 
individuals who in principle would be considered "protected" and whom, not being among the 
most deprived, may not be the priority of social policy. This highlights the importance of 
considering mobility between formality and informality during an individual’s working life. 
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Workers who make such transitions risk falling into poverty in old age, since they will not have 
contributed sufficiently. 

Among informal workers, pension coverage is highest for professionals (self-employed 
with tertiary education) in all countries other than Mexico (Figure 6). There – surprisingly – 
coverage of professionals is lower than that of non-agricultural informal employees.17

Brazil is noteworthy because compulsory affiliation there extends to self-employed 
workers – it is voluntary in Bolivia and Mexico, and will be in Chile until 2012. Coverage as a 
result is indeed relatively high. However compulsion does not seem to have succeeded in 
breaking the link with income: the level of coverage of the less-educated self-employed is low, 
and coverage rises markedly from one income group to the next (from 12% for the middle sectors 
to 38% for the affluent). This points both to the limited effect of compulsion on the one hand and, 
probably, to low and irregular savings among middle-sector independent workers on the other. 
It certainly suggests that legal compulsion by itself is not enough to secure extended coverage. 
We will analyse empirically this issue on some detail in the next subsection. 

 Coverage 
rates for most informal categories rises markedly with incomes. Coverage rates for professionals 
are an exception, as they are U-shaped (with the exception again of Mexico), being lower for the 
middle sectors than the income groups either side.  

Finally, coverage among informal employees is higher than coverage among the self-
employed (with professionals not included) at all income levels in Chile, and more so in Mexico 
– the highest for any informal group. Any explanation based solely on this descriptive analysis 
must remain somewhat speculative; however it is possible that capitalisation provides incentives 
to remain in the system even after a transition to an informal job.  

Recasting this data by occupational class, Brazil has the highest coverage rate for 
professionals (around 40%), followed by Chile (around 20%). Non-agricultural informal 
employees are best covered in Mexico (around 17%), as noted above. Chile has the highest 
coverage rates for the non-professional self-employed, in both agricultural (around 14%) and 
non-agricultural (around 10%) occupations.  

Summing up, the data presented confirm that informality reduces pension coverage for 
all income groups. Moreover, the link between coverage and income levels is much clearer 
among informal workers than formal, meaning that poverty in old age is likely to reproduce, or 
even exacerbate the high inequality in the region.18

 
 

                                                      
17  Tables A3 to A10 in the annex show the evolution of coverage for this group from 1994 to 2006. It has 

increased only for the affluent. 
18  Recent analysis edited by López-Calva and Lustig (2010) points to a significant and widespread 

advance in the reduction of income inequality in Latin America between 2000 and 2006. In particular, 
they study in depth the cases of Argentina, Brazil, Mexico and Peru, where inequality has been reduced 
due to the fall in the earnings gap between skilled and low-skilled workers and the impact of 
conditional cash transfer programmes such as Jefas y Jefes del Hogar in Argentina, Bolsa Escola/Bolsa 
Familia in Brazil, Progresa/Oportunidades in Mexico, an in-kind transfers in Peru. However, these 
authors stress that the reduction in skill premiums is probably temporary, and that a large share of 
government expenditure remains neutral or even regressive. 
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Figure 6. Pension coverage of workers by employment category and income group 
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Notes: For Mexico and Bolivia the data is on enrolment, whereas for Chile and Brazil they capture contributors. 

Source: Authors’ calculations based on National Household Surveys.  

 IV.2. An empirical analysis of contribution determinants in Brazil and Chile 

The analysis of average coverage rates has shown that informal workers are less likely to 
be covered by pension systems. It has also shown that there exist important differences between 
groups among informal workers. In particular, while coverage rates increase mildly with income 
for formal wage workers, the relationship between income and coverage is much stronger among 
informal workers, with variations across countries and the status of workers. 

The contribution response to income changes can be interpreted as the existence of 
demand for coverage that is constrained by the available modalities of coverage. Indeed, 
informal workers often have little choice as to how and how much they can contribute to the 
pension system. Rigidities in the forms of contribution may therefore be limiting the effective 
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contributions by these workers. Such an interpretation would support the design of policies that 
can incentivise contribution by those workers specifically, based on the premise of their future 
need for pension coverage and their current willingness and ability to pay. 

The correlation between work status, income and pension coverage cannot be taken at 
face value. A number of confounding factors could generate these results. First and foremost, 
potential productivity or skills will be correlated with sector choices as well as income, and 
deviations from permanent income can explain current contributions. Second, the sector 
composition of each type of workforce differs and can hide a number of other differences in the 
quality of jobs, whether pecuniary or non-pecuniary, which could be correlated with 
participation in the pension system. Finally, a number of other determinants of participation in 
the pension system identified in the literature, in particular the stage of the life cycle that the 
household of the respondent is in, may also be correlated with work status. In all these cases, the 
attribution of different contribution patterns to work status could be spurious. 

In order to shed light on this issue, we estimate a model explaining the probability to 
contribute to the pension system for workers in Brazil and Chile. For these two countries, 
coverage is measured by actual contributions, as opposed to affiliation available in Bolivia and 
Mexico. Using affiliation might induce errors, as it is likely to be better explained by past 
behaviour and circumstances rather than current ones alone. Therefore, the two are not strictly 
comparable.  

The outcome of interest is a binary variable, which takes the value 1 if a worker is 
contributing to the pension system and 0 otherwise. Explanatory variables include household per 
capita income in adult equivalent terms (in logarithms), a set of individual socioeconomic 
variables and a set of indicators for job status. In line with the literature, individual 
socioeconomic variables include age, gender, marital status and educational attainment, 
measured by a set of dummy variables (completed primary, incomplete secondary, completed 
secondary, incomplete tertiary and completed tertiary education). The composition of the 
household is also controlled for by including the number of individuals in the household 
according to age groups (under 3, 3 to 6 years old, 6 to 14 years old and over 65) as well as total 
household size.  

The indicators of job status are dummy variables identifying each of the groups 
considered in the preceding sections, except the fact that we do not differentiate between 
agricultural and non agricultural workers; i.e. formal worker, independent worker and 
independent worker with completed tertiary education. Informal wage workers are the omitted 
category. Rather than multiplying groups, the sector is controlled for by a set of sector dummy 
variables (the omitted sector is manufacturing).19

The objective of this exercise is to test formally the descriptive analysis made in previous 
sections on the basis of average contribution rates. We therefore expect contribution probabilities 
to be higher on average for formal workers and for independent workers with higher education. 
We also expect to find a positive relationship between the probability to contribute and income. 
Finally, we expect the relationship between income and contribution to be steeper for 

 

                                                      
19  Summary statistics for key variables of this econometric analysis are shown in Table A11 in the annex. 
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independent workers. To test for this difference, interaction terms between income and the 
various job status variables are included in the estimation equation so as to allow for group-
specific slope parameters. The interplay between average contribution rates and the slope of 
income in the contribution equation is particularly interesting in the comparison between Brazil 
and Chile. At the time of data collection, contribution was compulsory for independent workers 
in Brazil, but voluntary in Chile.  

The results for Brazil and Chile are reported, respectively, in Tables 2 and 3. Equations (I) 
through (IV) present the basic specification to which control variables for educational attainment 
(II), job category (III), sector of work (IV), are added in turn.20 Equation (V) allows testing the 
different effect of household income by type of workers. Specification (V) therefore includes all 
controls as in (IV) but replaces the income variable by group-specific interactions. This 
specification allows the coefficient on the income variable to vary across groups.21

As seen in the descriptive analysis, formal work is a very important determinant of 
contribution probabilities. Formal workers are the omitted category for occupational dummies. 
The implied level coefficients are large and significant for both countries and the implied 
marginal effects (at the average of independent variables) are close to 1. To determine the effect 
of income, the direct coefficient on the income variable and the corresponding interactions need 
to be added. For formal workers, income plays a smaller role in determining contribution 
probabilities than for other groups.  

 Household 
income is found to be an important and significant determinant of contributing to the pension 
system in both countries. This result confirms earlier findings by Packard et al. (2002) and 
Auerbach et al. (2007). The coefficient on income is smaller once key confounding factors 
education and sector of work are controlled for, but it remains sizeable and significant. As the 
sign and size of coefficients change significantly once job type is controlled for, we refer to 
specifications (IV) and (V) to draw conclusions. 

In both Chile and Brazil, income is a strong determinant of contributions to the pension 
system for informal workers, as represented by the coefficient on the income term in both cases. 
However, the slope of income is greater for independent workers. At the average of other 
independent variables,22 a 10% increase in household per capita income increases the probability 
of contribution for independent workers by 1.4% in Chile and 2.0% in Brazil.23

                                                      
20  Tables 2 and 3 only report the key coefficients of interest, in particular the levels for each category and 

the effect of income, as well as interactions. Full regression results are available from the authors upon 
request. 

 These are sizeable 
changes, because average contribution rates for the self-employed around median income are of 
the order of 10%. 

21  All workers belong to one of the four groups, there is therefore no omitted group and the average effect 
on income is omitted. 

22  As the specification used is a Probit, it represents the probability of contributing as a nonlinear function 
of the linear combination of covariates; marginal effects therefore depend on assumed values for other 
covariates rather than on the sole model. 

23  In both cases, the implied coefficients are strongly significant (at better than the 0.1% level). 
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Table 2. Determinants of contributing to the pension system: Brazil 2006 

 I II III IV V 
logy [0.231***] [0.195***] [0.152***] [0.141***]  
 0.579*** 0.510*** 0.397*** 0.368***  
 (0.004) (0.006) (0.007) (0.007)  
      
Income (log)*formal      [-0.146***] 
     -0.385*** 
     (0.02) 
      
Income(log)*     [0.194***] 
independents     0.514*** 
     (0.01) 
      
Income(log)*     [0.073***] 
Educated independents     0.193*** 
     (0.024) 
      
Income(log)*     [0.120***] 
Informal workers     0.316*** 
     (0.013) 
      
      
Age [-0.005***] [0.002***] [0.004***] [0.004***] [0.004***] 
 -0.012*** 0.006*** 0.010*** 0.011*** 0.011*** 
 (0.000) (0.000 (0.000) (0.000) (0.000) 
      
Female [-0.043***] [-0.026***] [-0.041***] [-0.057***] [-0.051***] 
 -0.107*** -0.067*** -0.106*** -0.149*** -0.135*** 
 (0.007) (0.011) (0.011) (0.012) (0.012) 
      
Independents  [-0.889***] [-0.886***] [-0.881***] [-0.999***] 
  -3.424*** -3.376*** -3.325*** -9.093*** 
  (0.017) (0.017) (0.018) (0.145) 
      
Independents with  [-0.634***] [-0.641***] [-0.638***] [-0.688***] 
Tertiary education  -2.964*** -3.252*** -3.102*** -6.820*** 
  (0.028) (0.037) (0.039) (0.24) 
      
Informal workers  [-0.881***] [-0.880***] [-0.877***] [-0.993***] 
  -3.558*** -3.537*** -3.504*** -8.026*** 
  (0.017) (0.018) (0.018) (0.145) 
Controls for      
Educational attainment No No Yes Yes Yes 
Sector No No No Yes Yes 
Household composition Yes Yes Yes Yes Yes 
Pseudo R² 0.117 0.673 0.679 0.687 0.694 
Log likelihood -100098.78 -37039.73 -36401.08 -35475.02 -34652.8 
N 163660 163660 163652 163652 163652 

Notes: PROBIT coefficients, marginal effects (at the mean of the dependent variables) between brackets, 
standard errors in parenthesis. 

  
Asterisks indicate significant coefficients (resp.) at the 5% (*), 1% (**) and 0.1% (***) level. 
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Table 3. Determinants of contributing to the pension system: Chile 2006 

 I II III IV V 
logy [.083***] [0.098***] [0.083***] [0.081***]  
 0.216*** 0.284*** 0.242*** 0.235***  
 (0.005) (0.007) (0.008) (0.008)  
      
Income (log)*formal      [-0.010*] 
     -0.030* 
     (0.015) 
      
Income(log)*     [0.138***] 
independents     0.396*** 
     (0.012) 
      
Income(log)*     [0.108***] 
Educated independents     0.311*** 
     (0.029) 
      
Income(log)*     [0.062***] 
Informal workers     0.179*** 
         (0.016) 
      
      
Age [-0.004***] [0.001***] [0.002***] [0.003***] [0.003***] 
 -0.012*** 0.004*** 0.007*** 0.008*** 0.007*** 
 (0.000) (0.000 (0.000) (0.000) (0.000) 
      
Female [-0.050***] [-0.057***] [-0.065***] [-0.049***] [-0.047***] 
 -0.130*** -0.162*** -0.185*** -0.141*** -0.135*** 
 (0.009) (0.012) (0.012) (0.014) (0.014) 
      
Independents  [-0.834***] [-0.832***] [-0.835***] [-0.996***] 
  -2.786*** -2.770*** -2.792*** -7.945*** 
  (0.015) (0.015) (0.015) (0.23) 
      
Independents with  [-0.680***] [-0.680***] [-0.685***] [-0.749***] 
Tertiary education  -2.309*** -2.315*** -2.358*** -6.724*** 
  (0.032) (0.038) (0.039) (0.437) 
      
  [-0.773***] [-0.770***] [-0.770***] [-0.917***] 
Informal workers  -2.514*** -2.493*** -2.491*** -4.999*** 
  (0.015) (0.015) (0.015) (0.245) 
      
Controls for      
Educational attainment No No Yes Yes Yes 
Sector No No No Yes Yes 
Household composition Yes Yes Yes Yes Yes 
Pseudo R² 0.029 0.543 0.546 0.548 0.552 
Log likelihood -62904.2 -29600.6 -29352.5 -29216.7 -28955.8 
N 96748 96748 96520 96520 96520 
Notes: PROBIT coefficients, marginal effects (at the mean of the dependent variables) between brackets, standard errors in 
parenthesis.  
Asterisks indicate significant coefficients (resp.) at the 5% (*), 1% (**) and 0.1% (***) level. 
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The comparison between the Brazilian and Chilean cases can also shed some light on the 
process of participation given different regulations. While in Brazil participation by self-
employed workers is compulsory, in Chile – at the time the data was gathered – it was not. 
Working independently has similar marginal effects in Chile and in Brazil, conditional on 
personal and other job characteristics (equation IV in each of Tables 2 and 3), although 
coefficients are of larger magnitude for Brazil, indicating that less of that effect is mediated 
through education or occupational choice. The differences between the two country settings in 
terms of the income effect are not large. Income matters more for independents in Brazil than in 
Chile, while the effect is smaller for wage workers in Brazil than in Chile. Reforms that make 
contribution compulsory are likely to increase average coverage rates but even with such 
provisions in place, there is scope to increase the attractiveness of pension systems for the self-
employed and possibly also informal wage workers with some disposable income. 

The findings of the descriptive exercise are therefore supported – if nuanced—by the 
econometric analysis. As expected, job status both in terms of formality but also in terms of 
dependent or independent work, is an important determinant of contribution behaviour.  More 
importantly, we find that not only is income an important determinant, but that the association 
of larger incomes with higher probabilities to contribute is significantly stronger for self-
employed workers, especially those without higher education. 
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V. COVERING THE UNCOVERED: ON POLICY OPTIONS 

The main goal of pension reform is to achieve "adequate, affordable, sustainable and 
robust pensions, while at the same time contributing to economic development" (Holzmann and 
Hinz, 2005). Many of the countries in Latin American that were at the forefront of structural 
pension reform, such as Bolivia, Mexico or notably Chile, seem to have achieved affordability 
and sustainability, but run the risk of failing in adequacy and robustness. These challenges are 
shared by countries, such as Brazil, that did not participate in this type of reforms. In addition, 
informality severely limits the coverage of pension systems – even those based on individual 
capitalisation accounts, where the incentives to contribute are in principle greater. 

Pension reform in Latin America will therefore need to be underpinned by appropriate 
social, labour and macroeconomic mechanisms. It cannot be seen as the silver bullet to reduce 
informality, as was hoped by the pension reformers of the 1990s. Instead, reform needs to take 
into account this reality. While reducing informality can be retained as a goal – and incentives 
aligned with this end – changes should focus on assuring adequate and sustainable pensions 
across the population (in a similar vein, see Escrivá et al., 2010 for Chile, Colombia, Mexico and 
Peru, and Ribe et al., 2010 for the region as a whole). 

Mechanisms to guarantee pension coverage are of two types: those that act at the moment 
of retirement, called ex post interventions; or those that act ex ante during the working career (see 
Holzman et al., 2009, and Hu and Steward, 2009). Ex post interventions are themselves of two 
main types: transfers that are not linked to contribution histories, often referred to as “social 
pensions”; and transfers which guarantee a minimum pension within mandatory-contributory 
pension schemes (conditional on a given contribution history). Social pensions can be universal, 
paid to all individuals who reach eligibility age, sometimes with residency restrictions; this is the 
case in Bolivia and Chile. Or they can be means-tested as is the case in Argentina, Brazil, Chile, 
Costa Rica and Uruguay. 

Given that informality is pervasive in Latin America, reliance on this solidarity pillar 
seems almost inevitable. Indeed calls to strengthen it have been made by the Inter-American 
Development Bank (to be financed by consumption taxes; Levy, 2008, and Pages, 2010), and by 
the Economic Commission for Latin American and the Caribbean (ECLAC, 2006). One way of 
doing so would be to reduce the years of contributions required for a minimum contributory 
pension, currently over 20 years in many countries (compared with 15 in Spain for instance). 
Another option is to introduce social pensions. This would be more expensive, but could have a 
significant impact on poverty reduction. Dethier et al. (2010) estimated that expenditure on 
universal and means-tested pensions may represent up to 2% of GDP each year.  
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Unfortunately, as pointed out, a large fiscal commitment to a non-contributory basic 
pension can act as a strong disincentive to formalisation. The design of such a scheme must 
therefore be particularly careful. A minimum pension which rises with contributions up to a 
certain level may address this risk at least in part – as has been done recently in Chile. However, 
such reform will never be cheap, and estimates put the cost at the order of 1% of GDP (Arenas 
et al., 2008; Melguizo et al., 2009). These costs will not be immediate however, since all pension 
reforms include a transition period during which those who enter the new system accumulate 
resources or entitlement well before they begin to retire. Only after this, given that there are 
generally generous transition rules, is a social-pillar protection mechanism necessary. 

In contrast to the ex post situation, there is little doubt that governments need to act now 
for workers in the active phase. It is also with these ex ante policies there seems to be the greater 
scope for pension reforms benefitting the middle sectors. The most direct policy option is to 
make affiliation compulsory for the self-employed. This is not currently the case in many 
countries (among our sample, Bolivia, Mexico, and Chile at least until 2012). However the patchy 
coverage figures and the empirical analysis for Brazil, which does have compulsion, demonstrate 
that the effective implementation of such policy is not simply a matter of passing the necessary 
legislation. By definition, it is not evident how to enforce compulsory contributions for those in 
the informal sector. Furthermore, some informal workers can afford only to save to cover basic 
needs so compulsory saving may not be optimal for low- or even middle-income households – 
unfortunately, household survey data is not adequate to answer this question, and estimates 
from alternative databases are not accurate either.  

Several countries have been considering alternative hybrid approaches, such as “semi-
compulsion”. Under these programmes, workers are automatically enrolled, but are able to opt 
out. Modifications that would particularly respond to the needs of informal workers could 
accompany this. Greater flexibility on both the amount and timing of contributions is one 
example; permitting withdrawals in limited circumstances such as long-term unemployment or 
health problems, is another (Hu and Steward, 2009).  

Finally, in recent years the debate has started to focus on “matching contributions” – 
transfers made by the state into an individual’s defined-contribution pension plan conditional on 
their own voluntary contributions. In contrast to minimum and social pensions, matching 
contributions provide incentives for long-term saving by the worker themselves. This may be 
particularly relevant for informal individuals with some savings capacity – a group that covers 
much of our middle sectors. Matching contributions are still in the experimental design stage, 
and few countries have implemented them. In Latin America, the Colombian Solidarity Pension 
Fund subsidies the contribution of low-income self-employed workers, and the Mexican 
government partially matches the contributions of workers affiliated to the private defined-
contribution system. Brazil does some matching within its rural pension scheme. Finally, Peru 
has recently introduced a matching-contribution scheme for informal workers of small firms, by 
which the government matches 100% of the worker’s contribution. Though they have the 
support of the World Bank (Ribe et al., 2010), it is still early days for these schemes and research 
assessing them is awaited. 
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VI. CONCLUSIONS 

Policy for social protection in Latin America constantly runs up against the prevalence, 
flexibility and persistence of informal work throughout the region. These constrain the funding 
of social-security systems financed through payroll taxes, and make it hard to create eligibility 
criteria that are inclusive yet limit incentives toward informality. For these reasons, coverage is 
low, and not only among the poor. In most countries contributory systems fail to reach even half 
of middle-sector workers.  

Difficulties do not mean, however, that it is impossible to design systems which provide 
adequate protection. Recent decades have witnessed substantial efforts in Latin America to 
reform social-protection systems with the twin objectives of financial sustainability and increased 
coverage. Reforms typically recognise that pensions, health care and unemployment insurance 
have different characteristics and different priorities. They have therefore tended to separate 
previously bundled items. Health-care systems have been reformed in the direction of universal 
insurance against a set of predetermined eligibility criteria. Pensions systems have been 
reformed with financial sustainability and incentives in mind, in some cases complemented by 
social pensions to alleviate poverty in old age. 

This paper’s detailed analysis of four diverse countries has shown that the middle sectors 
are largely informal in Bolivia, Brazil, Chile and Mexico. Social insurance, and pensions in 
particular, for a significant proportion of the middle sectors will therefore have to be achieved in 
ways other than through links to formal employment. Some reforms have already allowed for 
social protection among informal workers. Nevertheless, informal workers’ participation in 
social insurance systems remains strongly dependent on their income. Correspondingly, 
coverage rates (measured by contributors or affiliates over all workers) range between 10% of the 
labour force in Bolivia to up to 62% in Chile. These rates of coverage vary widely across sectors 
of the economy: 76% of formal workers are covered on average, while coverage among the self-
employed in agriculture is below 7%.  

Social assistance policy is typically seen as a means of poverty alleviation. Nevertheless, 
insufficient coverage of the middle sectors poses a serious challenge to traditional social 
protection systems. Left to (often incomplete) markets, individuals are likely to under-insure or 
insure inefficiently, if they insure at all. Yet middle-sector workers combine a capacity to save 
with a potential demand for social protection – and many of them would need only a relatively 
small adverse shock to return to the ranks of the poor. Given Latin America’s particularly 
constrained fiscal space, encouraging the informal middle sectors to join contributory social 
protection schemes will be a vital part of mobilising their savings for social insurance, and 
building fairer and more efficient social risk-management systems. The main alternatives have 
been discussed, from compulsory or semi-compulsory affiliation, to the establishment of 
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matching defined contributions schemes. These social protection policy reforms need to be 
designed in conjunction with a framework of appropriate social, labour and macroeconomic 
institutions. Pension systems – and social protection in general – should adopt a pragmatic 
approach. This means responding to three key social and institutional features in Latin 
American: high labour informality, a relatively young (although rapidly ageing) population, and 
limited fiscal resources.  



 
 
 
 
 
 
 
 
 
 
 
 
 
 

The Economics of the Welfare State 
 
 
 
 

FIFTH EDITION 
 
 
 

Nicholas Barr 
 
 
 
 
 

Oxford University Press 
 
 
 

2012 
 
 



© Nicholas Barr 2011 ix EWS5, FM:  5 August 2011 
 

Contents 
 
List of boxes 
List of figures 
List of tables 
 

Part 1 Concepts 
 
Introduction to Part 1 
 
1 Introduction 
2 Political theory: Social justice and the state 
3 Economic theory 1: State intervention 
4 Economic theory 2: Insurance 
5 Problems of definition and measurement 
 

Part 2 Cash benefits 
 
Introduction to Part 2 
 
6 Insurance: Unemployment, sickness, and disability 
7 Consumption smoothing: Old-age pensions 
8 Poverty relief 
9 Strategies for reform 
 

Part 3 Benefits in kind 
 
Introduction to Part 3 
 
10 Health and health care 
11 School education 
12 Tertiary education 
 

Part 4  Epilogue 
 
13 Conclusion 
 
References 
Glossary 
Author index 
Subject index 



© Nicholas Barr 2011 1 EWS5, Ch. 7:  29 August 2011 
 

Extracted from Chapter 7, Nicholas Barr, The Economics of the Welfare State, 5th edition, 
OUP, forthcoming.  Please do not quote without permission. 
 

7.5.4.  Pension design: What are the options? 

What does the analysis of this chapter imply for pension design?   The starting point is to note 

that there is no single best pension system for all countries (Box 7.7).  Thus the discussion 

that follows is not – because it cannot be – a single optimum recipe, but a series of 

ingredients on which reforms may draw.  Four policy directions are particularly pertinent: a 

non-contributory basic pension;  later and more flexible retirement; the design of simple, low-

cost savings plans;  and NDC pensions. 

 

Box 7.7  No single best pension system for all countries 
Pensions have multiple objectives, including consumption smoothing, insurance, poverty 

relief and redistribution. 

 The pursuit of those objectives faces a series of constraints: 

• Fiscal capacity: greater fiscal capacity makes it easier to find additional resources for 

a pension system.  

• Institutional capacity: stronger institutional capacity makes feasible a wider range of 

options for pension design.  

• The empirical value of behavioural parameters, such as the responsiveness of labour 

supply to the design of the pension system, and the effect of pensions on private 

saving. 

• The shape of the pre-transfer income distribution: a heavier lower tail increases the 

need for poverty relief.  

 There is no single best system for several reasons: 

• Policy makers will attach different relative weights to the objectives, including views 

about the importance of poverty relief and about how risks should be shared within 

and across generations. 

• The pattern of economic, institutional and political constraints will differ across 

countries.  

If the objectives differ and the constraints differ, the optimum will generally differ. 
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A non-contributory basic pension 

ANALYTICS. A non-contributory basic pension, also called a citizen’s pension or a social 

pension, is financed from taxation and paid at a flat rate on the basis of age and residence 

rather than of contributions. 

The contributory principle assumed that workers would have a long history of stable 

employment, so that coverage would grow.  There are various reasons why history did not 

bear out this prediction. 

• The changing nature of work: people are not necessarily in full time employment for 

the whole of their career; they have spells of full-time employment, spells of self-

employment, spells of part-time work and spells outside the labour force.  Thus a 

typical worker has a less complete contributions record than in the past.  The 

contributory principle no longer provides the coverage it once did. 

• Family structures have become more fluid:  the association between marriage and 

children is weaker and divorce more common than previously.   

‘At the beginning of the 20th century marriage offered protection of a sort.  If the 

marriage worked, it was probably the best way of coping economically.  Today, 

the costs of marriage in terms of childbearing are front-loaded for women.  What 

if one marries, gives up work while the children are young, sacrificing pension 

contributions, earnings, promotion prospects – and then the husband leaves?  

Marriage has become a risk.  The more economic independence one has, the more 

one can protect against that risk’. 1 

• Rising women’s labour-force participation:  over the postwar period throughout 

Western countries, women in increasing numbers have taken on paid work.  An 

implication is the need to design systems that recognise the entitlements a woman 

builds on the basis of her own earnings record.   

The first driver of change means that on average workers will have less complete 

contributions records.  The second and third suggest that basing a woman’s entitlement on 

her husband’s contributions (whether or not it was ever desirable) is no longer feasible. 

                                                           
1 Jane Lewis, quoted in ‘Is it the beginning of the end for marriage?’, The Observer, 2 March 

2008, http://lifeandhealth.guardian.co.uk/relationships/story/0,,2260749,00.html 
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The argument for non-contributory pensions, therefore, is that they strengthen poverty 

relief: they can cover everybody and can pay a pension high enough to provide genuine 

poverty relief. They also have advantages in terms of gender balance, since it is women who 

tend to have the most fragmented contributions records. There are other advantages:  the 

incentives to work effort from a non-contributory pension are generally better than those of 

income tested poverty relief;  the benefit is fairly well targeted, because age is a useful 

indicator of poverty (see the discussion of targeting in Section 8.2.2); and non-contributory 

pensions can be made internationally portable on a pro-rata basis. 

There is a range of instruments for making non-contributory benefits affordable, 

notably (a) the size of the monthly pension and (b) the age at which the pension is first paid. 

It is possible also (c) to subject the pension to an affluence test, such that the best-off do not 

receive the benefit.2 

 

INTERNATIONAL EXPERIENCE.  The UK illustrates the problems of coverage in a contributory 

system.  Until 2010 workers needed more than forty years of contributions to get a full basic 

state pension.  As a result, only 80 per cent of men had a full contributions record and only 35 

per cent of women. This problem was not inability to collect contributions but the inherent 

nature of the contributory principle in the context of today’s labour markets and family 

structures.  Thus it is not surprising that in 2011 the British government announced reform 

which from 2015 will pay what looks very much like a non-contributory pension for new 

pensioners.  Several OECD countries already have non-contributory pensions, including 

Australia, Canada, Chile, the Netherlands (Box 7.8) and New Zealand.  Given earlier 

discussion, it is not surprising that Canada and the Netherlands have among the lowest rates 

of elderly poverty.  Chile introduced a non-contributory pension in 2008 explicitly to address 

elderly poverty (Box 7.9).  Duflo (2003), shows that where (usually) the grandmother lives 

                                                           
2 For example, in 2010 95% of Canadian pensioners received the full Old Age Security 

pension, which is non-contributory;  and only the top 2% of income recipients received no 

Old Age Security pension at all. 
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with children and grandchildren, the non-contributory  pension in South Africa (Box 7.10) 

has gains for the wider family, including health gains for the children.3 

 

Box 7.8 The non-contributory pension in the Netherlands  

The Netherlands has a non-contributory pension, payable at 70 per cent of the net minimum 

wage. A person with insufficient years of residence receives a partial pension and is eligible 

for social assistance if his or her income from all sources is below subsistence.  

The system differs in two respects from conventional systems of social security. First, 

the benefit is awarded on the basis of residence, not contributions. Second, the benefit is 

financed through an earmarked tax, the AOW premium, which is additional to, but integrated 

with, the income tax. The tax base for the AOW premium is income, not earnings, and the 

premium is paid only by people under 65. 

It is interesting to reflect on the nature of the arrangement. From one perspective the 

benefit is non-contributory, hence addressing problems of coverage. On the other hand, it is 

financed from the AOW premium and so can be regarded as contributory, although there is 

no requirement to have had any taxable income. Each of these views is valid, and each has 

support from a different political perspective. The trick is to require contributions, but not to 

make benefits conditional on a person’s contribution record.  

 

 

Box 7.9  Pension reform in Chile 

Since 1981, Chile has had a system of mandatory, funded, privately-managed, competitive 

individual accounts. Employees are required to contribute 10 per cent of earnings. Workers 

may take their pensions as inflation-indexed annuities or as phased withdrawals.  

 The individual accounts provide consumption smoothing, supported by various 

institutions to assist poverty relief. Until 2008, there was a minimum pension guarantee for 

                                                           
3 More generally, Fishback et al. (2007) show the improved health outcomes which followed 

surprisingly rapidly after the the introduction of a federal safety net in the USA as part of the 

New Deal. 
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someone with at least 20 years of contributions to the mandatory system; in addition, a 

means-tested pension paid a benefit at about half the level of the minimum guarantee. 

 The post-1981 system in Chile was rooted in competitive supply, the argument being 

that competition would increase choice and drive down administrative costs. Not least 

because of the information and decision-making problems discussed in Section 7.3.1, these 

predictions were not borne out.  A Chilean Senator at a conference in 2004 spoke of the seven 

‘deadly sins’ of Chilean pensions:  low coverage, low pensions, high administrative costs, 

high fiscal costs, gender inequality, limited competition, and political tests for Boards of 

Directors of pension funds. 

 For such reasons, a Presidential Advisory Council on Pension Reform was appointed.  

The central recommendation of its Report (Chile Presidential Advisory Council 2006), was to 

replace the minimum guarantee and the means-tested pension by a non-contributory basic 

pension financed out of taxation, payable to the poorest two-thirds of the population. The 

non-contributory pension was phased in from 2008. 

In sum, the post-1981 system in Chile gave heavy weight to consumption smoothing, 

with some insurance through voluntary annuitization and with limited weight to poverty 

relief.  The primary lessons are threefold: 

• Mandatory funded individual accounts can be part of a good reform, but such a 

reform is not easy and depends on complementary reforms. 

• Private supply plus competition are not on their own sufficient to keep down 

transactions costs or charges. 

• Unless accompanied by a robust system of poverty relief, individual accounts are not 

a pension system, but only a part of a pension system. 

 

Non-contributory pensions can be workable in countries with large rural populations, 

and in developing economies, as discussed in Box 7.10. 

 

Box 7.10  Non-contributory pensions in low- and middle-income countries 

South Africa has a noncontributory pension covering both the urban and rural elderly.  The 

pension, paid to men at age 65 and women at 60, is financed from general revenue with no 

contribution conditions. The benefit—about half of average household income—is high 
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relative to the very low incomes of most nonwhites in South Africa, but low relative to the 

incomes of the better off. Research findings suggest that it is highly effective both in terms of 

social policy and in the way the plan is implemented. 

The South Africa social pension is an example of a transfer plan where eligibility is 

determined by age. In spite of the simplicity of the targeting indicator, the pension is 

effective in reaching the poorest households and those with children.… The South 

African authorities have overcome the difficulties of making cash transfers to even 

remote rural areas, and of checking eligibility among even illiterate pensioners. (Case 

and Deaton 1998, p. 1359; see also Vincent and Cull (2011) on the use of cell phones 

and similar technology for delivering pensions). 

A number of low-income countries have non-contributory pensions, including 

Bolivia, Botswana, Namibia, and Nepal. A database of such schemes is on 

http://www.pension-watch.net/. 

Later and more flexible retirement  

ANALYTICS.  The problem of paying for pensions is largely the result of rising life expectancy 

with a fixed retirement age.  If the original design of pensions in the nineteenth century had 

related retirement age to life expectancy, there would be no pensions ‘crisis’ today.  The 

obvious solution is that pensionable age should rise in a rational way as life expectancy 

increases.  The argument for later retirement is all the stronger because many people enjoy 

their work and may not want to retire, not least because jobs today are generally less 

physically demanding than in the past.  

Alongside the argument for later retirement is the separate argument for more flexible 

retirement. When retirement was invented, someone aged 65 was old and infirm, and 

interfered with the productivity of younger workers. The purpose was to get rid of 

unproductive older workers, so it made sense for retirement to be mandatory and complete. 

Since then, however, people are living longer and countries have got richer, so that we can 

afford to give people a period of leisure at the end of their working lives. That, however, 

means that the purpose of retirement has changed.  Today it is right to recognize that 

individuals vary widely in their preferences and personal circumstances.  Many people do not 

want to retire fully as soon as they are allowed, because of the extra earnings, because of 

possible extra pension and/or because they continue to enjoy working in their current job or 

another one.  
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What, then, should policy be? The most efficient and equitable approach is to raise the 

average retirement age to accommodate aggregate resource pressures, but to accommodate 

differences across individuals by offering choice over how a person moves from full time 

work to full retirement. Such choice and flexibility would be good policy even if there were 

no problem in paying for pensions.   

Specifically, any well-designed pension should have four elements: 

• an initial retirement age that makes it fiscally possible to provide a genuinely 

adequate pension; 

• a subsequent retirement age that increases in line with rising life expectancy in a 

way that is rational and transparent, so that people know long in advance broadly 

when they will be able to retire; 

• a flexible labour market that allows people to move from full-time work towards 

full retirement along a phased path of their choosing; 

• public understanding of the simple economics of pensions. 

 

INTERNATIONAL EXPERIENCE.  Till recently few countries had taken action on retirement age, 

but the number is now growing fast.  The USA is raising its retirement age from 65 to 67.  

The UK Pensions Commission (2004a, b, 2005) handled the politics of change with great 

skill;  as a result the state pension age will rise from 65 to 66 in 2020, with further increases 

in the pipeline.  The UK illustrates the economic and political importance of avoiding sudden 

changes.  Because the Pensions Commission avoided that mistake, its chairman could go on 

television on the day the report was published and say: ‘If you are over fifty, this does not 

affect you. If you are over forty, you will have to work an extra year.’ So any increase in 

retirement age should be announced as soon as possible but should take effect only some 

significant time in the future. In 2011, the Netherlands was also in the process of increasing 

retirement age, and many other countries are discussing the issue. 

Consumption smoothing: simple, low-cost savings plans 

A third lesson, drawing on the economics of information and behavioural economics, is that 

reduced choice can be welfare enhancing.   

 

ANALYTICS. The insurance-market problems and information and behavioural problems 

discussed in  Section 7.3.1 help to explain the considerable divergence between what first-
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best economic theory predicts (optimal voluntary savings and voluntary purchase of 

annuities) and what we observe in practice, including procrastination, inertia and 

immobilization.  

These literatures suggest a number of lessons. 

• Voluntarism plus public education are insufficient.  Automatic enrolment is more 

effective, turning inertia to the individual’s advantage: once automatically enrolled, 

most people will stay with the plan. 

• In sharp contrast with simple theory, keep choices simple, for example by offering 

only a small number of clearly differentiated funds.  This type of constrained choice is 

a deliberate and welfare enhancing design feature. 

• Design a good default option for people who make no choice. That default option 

should include life-cycle profiling, whereby young people’s savings are mainly in the 

stock market and, as a person moves towards retirement, his/her assets are moved into 

government bonds. The existence and design of the default option are important (see 

Beshears et al. 2008 for fuller discussion). 

• It is desirable to decouple account management, i.e. the back office tasks, from 

investment decisions, and to centralise record keeping to keep down administrative 

costs.  

• In voluntary plans a further option is to allow people to commit now to (reversible) 

action in the future, thus making use of procrastination to assist policy. People are 

happy to promise to save more in the future, as in the ‘Save More Tomorrow’ plan of 

Thaler and Benartzi (2004). 

 

INTERNATIONAL EXPERIENCE.  The US Thrift Savings Plan (TSP) (Box 7.11), is an example 

of exactly this approach.  
 

Box 7.11 The U.S. Thrift Savings Plan 

The U.S. government established the plan for federal civil servants (www.tsp.gov) in 1986.  

 Workers are auto-enrolled and choose from six funds, e.g. an equities fund, a 

government bonds fund, etc. There is also a life-cycle option.  

 A government agency keeps centralized records of individual portfolios to keep costs 

low. Fund management is on a wholesale basis. Investment in private sector assets is handled 
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by private financial firms, which bid for the opportunity and which have to manage an identical 

portfolio for their private clients, providing some insulation against political interference. 

 As a result, administrative costs are astonishingly low: as little as 6 basis points 

annually, or 60 cents per $1,000 of account balance. By 2007 the program had grown to 

include 3.8 million participants and held assets of $225 billion. 

 The arrangement simplifies the choice for workers, respecting information 

constraints, and keeps administrative costs low. 

 

From 2012, the UK is introducing a similar system, summarised in Box 7.12.   

Kiwisaver individual accounts in New Zealand, introduced in 2007, are a variant of 

this approach, and the first example of automatic enrolment on a national scale, reinforced by 

a government match for contributions up to a ceiling, plus a one-off payment when the 

account is first opened. The combined effect of these factors was considerable. In 2007, 13 

per cent of workers belonged to an occupational plan and 5.5 per cent to a personal plan. 

KiwiSaver achieved coverage of 44 per cent within its first year, about three-quarters of 

which was through occupational provision, the rest through personal plans.  For further detail, 

see Rashbrooke (2009). 

 

Box 7.12 The National Employment Savings Trust in the U.K. 

The National Employment Savings Trust (NEST), established under the UK Pensions Act 

2008, will provide a low-costs savings vehicle, particularly for low-to-moderate earners 

(http://www.nestpensions.org.uk/).  

• From 2012 all eligible workers will be enrolled automatically either in NEST or 

another qualifying occupational scheme. 

• The reforms will start with the largest employers. 

• When fully phased in, the minimum contribution will be 8 per cent of earnings, 

comprising 4 per cent from the worker, 3 per cent from the employer and 1 per cent in 

tax relief, with a maximum total contribution of £3,600 per year (indexed to earnings). 

• A participant’s savings pot is portable. Thus there is no continuing administration for 

employers when a member leaves their employment. Where a worker changes job, 



© Nicholas Barr 2011 10 EWS5, Ch. 7:  29 August 2011 
 

contributions in the new job can be added to his/her existing retirement savings pot. 

And more than one employer can contribute to a member’s savings pot. 

 

The lessons from the economics of information and behavioural economics apply also 

to the decumulation phase, suggesting mandatory annuitization of at least part of a worker’s 

accumulation.  

Box 7.13 sets out one view of where pension design should be heading. 

 

Box 7.13  Making choice simple: Zvi Bodie’s idea of smart pension products  

Zvi Bodie (2001) argues that policy should aim to make pension products smarter because it 

is not possible to make people smarter.  The idea of a smart product is that all the complexity 

goes into the design, making things simple for the individual user.   

 A smart pension would make it possible to buy future income in a way that protects 

the buyer from all risk.  In such an option an individual would pay $X today to buy a real 

income of $1,000 for life from age 65.  Over time, the individual could cumulate such units.  

Such a purchase of indexed future income with certainty works like a defined-benefit pension 

from the viewpoint of the individual. 

The product offers the individual certainty by shifting risk to others.  It would shift the 

rate of return risk to the seller of financial asset; the longevity risk to the insurer (with or 

without help from government in the form of longevity bonds (Box 7.1)); and the inflation 

risk, for example, to government, by buying government indexed bonds.  It is even possible 

to shift the tax risk;  in the USA Roth IRAs are TEE, i.e. the buyer pays tax (T) at the time he 

or she buys the asset, the returns are tax exempt (E), and the income from liquidating the 

asset is also tax exempt. 

A smart product focuses on outcome, i.e. consumption smoothing and insurance.  In 

contrast, current pension products list inputs, such as rates of return.  Bodie argues that this is 

like a restaurant where the menu lists ingredients rather than the dishes on offer. 

Consumption smoothing: Notional Defined-Contribution pensions 

ANALYTICS.  The Thrift Savings Plan approach is one way to organise consumption 

smoothing. Another is through an NDC system (Section 7.2.2) that is partially funded to 

provide a buffer.  
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NDC plans have a range of potential advantages. They are simple from the viewpoint 

of the worker.  They are centrally administered, hence have low administrative costs.  They 

do not require the institutional capacity to manage funded schemes.  They avoid much of the 

risk of funded individual accounts, since to a significant extent they avoid the volatility of 

capital markets.  And partially funded NDC schemes can morph over time into simple 

individual accounts, for example Thrift-Savings-Plan type arrangements. 

There is another important contrast between funded individual accounts and  NDC 

pensions.  In the case of the former, including TSP and NEST, risk can be shared only among 

workers and pensioners currently in the system.  In contrast, with a sufficiently large buffer 

of partial funding, an NDC system can share risks more widely than individual accounts, 

making the system more robust in the face of economic turbulence (see Barr and Diamond 

forthcoming). 

 

INTERNATIONAL EXPERIENCE.  Countries with NDC pensions or very similar arrangements 

include Sweden, Poland and Latvia.  
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Executive Summary 

OECD 
institutional 
investors held 
over USD 65 tn in 
2009 

The main institutional investors in the OECD area – pension funds, insurance companies 

and mutual funds – held over USD 65 trillion at the end of 2009. Emerging economies 

generally face an even greater opportunity to develop their institutional investors sectors 

as, with a few exceptions, their financial systems are largely bank-based. The main 

institutional investors in these countries are Sovereign Wealth Funds, which held over 

USD 4 trillion at the end of 2009.  

Institutional 
investors are 
transforming 
financial 
systems... 

The growing influence of institutional investors has brought a transformational change in 

financial systems. Traditionally, these investors – and, in particular, pension funds, life 

insurers and mutual funds that operate in retirement savings systems - have been seen as 

sources of long-term capital with investment portfolios built around the two main asset 

classes (bonds and equities) and an investment horizon tied to the often long-term nature 

of their liabilities. Institutional investors also reduce reliance on the banking system, 

acting as shock absorbers at times of financial distress. In addition, the growth of these 

institutions has contributed to the development of capital markets, providing financing to 

companies and governments and helping to develop mechanisms for corporate control 

and risk management.  

…but there are 
growing signs of  
short-termism 

Despite this generally rosy picture, these supposedly long-term institutional investors are 

also recurrently being labelled as “short-termist”. Signs of such growing short-termism 

include the fact that investment holding periods are declining and that allocations to less 

liquid, long-term assets such as infrastructure and venture capital are generally very low 

and are being overtaken in importance by allocations to hedge funds and other high 

frequency traders. Other related concerns over the behaviour of institutional investors are 

their herd-like mentality which may sometimes feed asset price bubbles and their 

tendency to being “asleep at the wheel”, failing to  exercise a voice in corporate 

governance.  

Features and 
benefits of longer-
term investment 
include: 

These concerns have led to calls for more “responsible” and longer-term investment 

among institutional investors, in particular pension funds, life insurers and mutual funds 

that operate in retirement savings arrangements. Such investment would share the 

following features and benefits: 

Patient, 
counter-
cyclical capital  

 More patient capital that acts in a counter-cyclical manner. Given their long-

term liabilities, institutional investors should in principle be concerned with 

long-term investment performance, providing and monitoring investment 

mandates that reflect such an investment horizon and holding onto their shares 

for long periods. They should also act in a counter-cyclical manner, continuing 

to invest in riskier assets and even seeking new investment opportunities at 

times of market weakness.  By the same token, they should normally rebalance 

their portfolios when asset price bubbles develop, reducing exposure to such 

asset classes. Through such investment strategies institutional investors can 

promote financial stability, helping to correct speculative excesses and 

providing a buffer during a financial crisis.  

Engaged 
capital  

 An ongoing, direct engagement as shareholders and consideration of 

environmental and other longer-term risks in investment and risk management 

strategies. Acting as responsible asset owners would ensure a better monitoring 

of company management, aligning the company managers‟ incentives with the 

longer term interests of the company, and reducing the scope for corporate 

malfeasance and excessive leverage and other forms of unwarranted risk 

exposure among corporations. Responsible investors should also ensure that 
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they understand and integrate appropriately environmental risks, such as climate 

change, in their investment and risk management strategies, promoting long-

term risk management in the companies that they invest in.  

Productive 
capital  

 A more active role in the financing of long-term, productive activities that 

support sustainable growth, such as cleaner energy, infrastructure projects, and 

venture capital. Such investments can drive competitiveness and support 

economic growth by increasing private and public sector productivity, reducing 

business costs, diversifying means of production and creating jobs. While 

investment in listed equities and corporate bonds already achieves some of this 

goal, unlisted, long-term investments such as infrastructure can avoid some of 

the pitfalls of the short-termism prevalent in public markets. 

 Policies needed to 
encourage long-
term investing 
include: 

Moving from the current mindset to a longer-term investment environment requires a 

transformational change in investor behaviour, that is, a new “investment culture”. The 

market, by its nature, is unlikely to deliver such a change. Hence, major policy initiatives 

in a variety of areas are needed. The report highlights the following: 

Reforming the 
regulatory 
framework  

 Reforming the regulatory framework for institutional investors: policymakers 

need to promote greater professionalism and expertise in the governance of 

institutional investors. Collaboration and resource pooling can also be 

encouraged in order to create institutions of sufficient scale that can implement 

a broader investment strategy and more effective risk management systems that 

take into account long-term risks. Regulators also need to address the bias for 

pro-cyclicality and short-term risk management goals in solvency and funding 

regulations, and relax quantitative investment restrictions to allow institutional 

investors to invest in less liquid, long-term assets. 

Encouraging 
active 
shareholders 

 Encouraging institutional investors to be active shareholders: policymakers 

should remove regulatory barriers to allow institutional investors to engage in 

active share ownership. They can also reduce the burden of active engagement 

(particularly for smaller investors) by encouraging collaboration via investor 

groups and can support national or international codes of good practice and 

issue guidance themselves of how they expect institutional investors to behave. 

In order to „nudge‟ investors to follow such guidance, supervisors can shift the 

focus on their investigations, enquiring as to the turnover of funds, the length of 

mandates given to external managers, how fees are structured, and voting 

behaviour. 

Supportive 
policy planning 

 Designing policy frameworks that are supportive of long-term investing: the 

general investment policy environment for long-term investments often lacks 

transparency and stability. Government support, such as long-term policy 

planning, tax incentives and risk transfer mechanisms may be required to 

engage investors in less liquid, long term investments such as infrastructure and 

venture capital.  

Addressing 
knowledge 
gaps and 
behavioural 
biases 

 Addressing knowledge gaps and behavioural biases: retail investors need 

support to help them meet their long-term investment goals. Regulators should 

also become better acquainted with long-term risks and new financial 

instruments. In order to achieve these objectives, governments and other 

stakeholders should support information collection, public awareness and 

financial education campaigns that promote long-term investment and risk 

management. 
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I. Benefits of long-term institutional investors 

The expansion of 
institutional 
investors is set to 
continue 

The main institutional investors in the OECD, pension funds, insurance 

companies and mutual funds, held over US$65 trillion at the end of 2009 (see 

Figure 1).
1
 Despite the recent financial crisis, the prospect for future growth is 

unabated, especially in countries where private pensions and insurance markets 

are still small in relation to the size of their economies. Emerging economies 

generally face an even greater opportunity to develop their institutional investors 

sectors as, with few exceptions, their financial systems are largely bank-based. 

The main institutional investors in these countries are Sovereign Wealth Funds, 

which held over US$4 trillion at the end of 2009. Whether the growth of pension 

funds materialises also in these countries will depend on some key policy 

decisions, such as the establishment of a national pension system with a strong 

funded component, which is nowadays a common feature in most OECD 

countries. 

Figure 1.  Assets held by institutional investors in the OECD area 

In USD billion, 1995-2009 
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(1) Other forms of institutional savings include foundations and endowment funds, non-pension fund money managed by banks, 
private investment partnership and other forms of institutional investors. 

Source: OECD Global Pension Statistics and Institutional Investors databases, and OECD estimates. 

Some, like pension 
funds and life 
insurers, are in 
principle natural 
long-term 
investors 

The growing influence of institutional investors has brought a 

transformational change in financial systems. Traditionally, these investors – 

and, in particular, pension funds, life insurers and mutual funds that operate in 

retirement savings systems - have been seen as sources of long-term capital with 

investment portfolios built around the two main asset classes (bonds and 

equities) and an investment horizon tied to the often long-term nature of their 

liabilities. The exemplary case are pension funds, which start collecting 

contributions when individuals enter the workforce and only start paying 

benefits with the assets accumulated thirty to forty years later. Furthermore, 

increasing longevity has increased the period over which payments need to be 
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made, further increasing the duration of pension fund liabilities. Life insurers 

also tend to have long-term liabilities, especially major providers of annuities 

and similar retirement products. The corresponding long-term investment 

horizon in principle allows such investors to take advantage of any „illiquidity‟ 

premium which long-term investments such as infrastructure and venture capital 

should deliver. Holding investments over the longer term can also reduce 

turnover within portfolios and thereby costs; this being an important 

consideration for pension funds since a 1% charge over 40 years can reduce 

eventual pension income by around 20%.  

Their growth has 
contributed to 
capital market 
development 

Institutional investors also reduce reliance on the banking system, acting as 

shock absorbers at times of financial distress. The growth of these institutions 

has also contributed to the development of capital markets, providing financing 

to companies and governments and helping to develop mechanisms for corporate 

control and risk management. At the same time, individual investors have been 

able to pool their savings in products where investment risks can be diversified 

and insurance products that protect them from a variety of life related and 

property risks.
2
 

Yet, they are often 
labelled as short-
termist 

Despite this generally rosy picture, these supposedly long-term institutional 

investors are also recurrently being labelled as “short-termist”, of feeding asset 

price bubbles with a herd-like mentality and of being “asleep at the wheel” as 

company managers abuse their power to the detriment of shareholders. One key 

feature of institutional investors – especially the smaller ones - is that they rely 

on asset management firms for a large part of their investments. Such a trend has 

been intensified in recent years with the move to increase exposure to so-called 

alternative investments, such as hedge funds and private equity funds. Control 

over external asset managers is often focused on short-term performance 

monitoring, leaving day-to-day investment decisions in the hands of 

professionals who may not always have the best interest of the ultimate asset 

owners in mind.  

Long-term 
investing 
involves… 

These concerns have led to calls for more “responsible” and longer-term 

investment among institutional investors, in particular pension funds, life 

insurers and mutual funds that operate in retirement savings arrangements. Such 

investment would share the following features and benefits, which are described 

in detail in Section II: 

…patient capital  More patient capital that acts in a counter-cyclical manner. Given 

their long-term liabilities, institutional investors should in principle be 

concerned with long-term investment performance, providing and 

monitoring investment mandates that reflect such an investment horizon 

and holding to their shares for long periods. They should also act in a 

counter-cyclical manner, continuing to invest in riskier assets and even 

seeking new investment opportunities at times of market weakness.  By 

the same token, they should normally rebalance their portfolios when 

asset price bubbles develop, reducing exposure to such asset classes. 

Through such investment strategies institutional investors can promote 

financial stability, helping to correct speculative excesses and providing 

a buffer during a financial crisis. 
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…engaged capital   An ongoing, direct engagement as shareholders and consideration of 

environmental and other longer-term risks in investment and risk 

management strategies. Acting as responsible asset owners would 

ensure a better monitoring of company management, aligning the 

company managers‟ incentives with the longer term interests of the 

company, and reducing the scope for corporate malfeasance and 

excessive leverage and other forms of unwarranted risk exposure among 

corporations. Responsible investors should also ensure that they 

understand and integrate appropriately environmental risks, such as 

climate change, in their investment and risk management strategies, 

promoting long-term risk management in the companies that they invest 

in. 

…productive 
capital 

 A more active role in the financing of long-term, productive activities 

that support sustainable growth, such as cleaner energy, infrastructure 

projects, and venture capital. Such investments can drive 

competitiveness and support economic growth by increasing private and 

public sector productivity, reducing business costs, diversifying means 

of production and creating jobs. While investment in listed equities and 

corporate bonds already achieves some of this goal, unlisted, long-term 

investments in infrastructure, low carbon projects and venture capital 

can avoid some of the pitfalls of the short-termism prevalent in public 

markets. 

 Moving from the current mindset to a longer-term investment environment 

requires a transformational change in investor behaviour, i.e a new “investment 

culture”. The market, by its nature, is unlikely to deliver such a change. Hence, 

major policy initiatives, in a variety of areas are needed. Some of these 

initiatives are considered in Section III of this report. 

II. Barriers to institutional investors acting over the long-term  

1. The investment management process 

Changes in the 
strategic asset 
allocation 
process... 

Institutional investors generally rely on a strategic investment allocation 

that ensures regular flows to different asset classes and hence a certain stability 

in the allocation of capital. From a performance perspective, the strategic 

allocation is the most important decision for investors and needs to be reviewed 

regularly, usually once a year. Changes in the strategic allocation, however, will 

normally be less frequent than that. Some investors also engage in ongoing, 

short-term departures from such allocations, making so-called tactical bets, in 

order to attempt to benefit from what are perceived as mispricing of assets 

relative to fundamentals. Such differences in investment activity also apply at 

the level of individual securities, with one passive strategy involving index-

tracking and the other – active – involving security selection and market timing.  

…are leading to 

indexing and 
hedge fund 
investment  

Following the crisis, many institutional investors have become dissatisfied 

with the traditional, strategic approach to investing – which tends to have 

involved closet „index‟ investing but with „active‟ management charges. This 

explains the growing interest in hedge funds, which by construction rely on 
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tactical, active investment management to try to deliver genuine „alpha‟ returns, 

or performance over and above an index. At the same time, investors are making 

greater use of passive investment for the more traditional parts of their 

portfolios, capturing market index returns at low cost. In their current form, 

neither style is conducive to long-term, active, responsible share ownership on 

the part of institutional investors.  

…which results in 

declining holding 
periods 

One result of this trend is the declining investment holding period observed 

in the last few decades in most OECD stock markets, which has gone hand in 

hand with the growing market presence of institutional investors.
 3
 As shown in 

Figure 2, the average holding period has fallen between one and three years in 

selected OECD stock exchanges over the last twenty years. Looking further 

back, the drop is even greater. For instance, in the 1980s, the average holding 

period in the New York stock exchange was over 5 years, compared to 5 months 

today. 

 While such trend is partly accounted by the growing role of some niche 

investors, such as hedge funds, there is evidence that even supposedly long-term 

investors such as pension funds end up having portfolio turnover much greater 

than originally intended.
4
 Furthermore, pension funds are gradually becoming 

the most important investors in hedge funds, so they also contribute indirectly to 

the rapid increase in the frequency of trading observed in recent years. 

Figure 2. Average Holding Period - Selected Exchanges 
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Agency problems 
are one cause of 
short-termism 

There is a variety of reasons for this growing short-termism in investment 

management. For insurers, increasing competition, demutualisation and the 

consequent investor pressure are key factors leading them to focus on short-term 
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profitability and investment returns. For pension funds, the cause is primarily an 

agency problem.
5
 Because of their lack of in-house expertise, most pension 

funds - the main exceptions being some of the larger ones - rely on external asset 

managers and consultants for much of their investment activity. However, poorly 

governed institutions do not make good monitors of third parties. Pension funds 

may therefore be failing to direct and oversee external managers effectively and 

look after the long-term interests of their beneficiaries. A stylised representation 

of the investment management process is shown in Figure 3, which compares the 

traditional asset ownership model of capitalism based around family ownership 

and entrepreneurs with the modern version with a myriad of management layers 

each involving some form of delegation and hence of potential agency problems. 

Figure 3. Asset ownership and management models 

 

 Source:  Wong (2010). 

Performance 
evaluations and 
mandates are 
generally short-
term based 

External asset managers generally have mandates no longer than three years 

and ongoing performance evaluations. In-house managers at pension funds and 

other institutional investors also have performance-based remuneration that is 

often based on short time periods. As a result there is pressure to take short-term 

risks in order to beat market benchmarks and peers. If such bets pay off, 

managers may be rewarded with extensions of their mandates and higher 

remuneration.
6
  

Securities lending 
contributes to 
short-termism 

Institutional investors also contribute indirectly to short-termism via some 

common investment activities, such as securities lending, where the funds‟ 

securities are lent to other investors, often hedge funds, who use them to support 

their trading strategies, sometimes to take bets against those same shares that 

they have borrowed.
7
 Managers of Exchange Trade Funds (ETFs), products 

increasingly used by institutional investors for passive investment, also rely on 

securities lending to achieve low fees. Investors may therefore be inadvertently 

contributing to speculative trading activities in the very securities that they own. 
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Insufficient 
investor oversight 
over portfolio 
turnover and costs 

Compounding this problem, some institutional investors may be dedicating 

insufficient attention to issues such as portfolio turnover or costs, failing to 

provide clear guidelines to their managers about the investment horizon and how 

that fits into the process from the outset. Short-termism is reinforced by 

behavioural factors, such a general tendency among investors to focus on recent 

past performance as a proxy for future performance. This “recency bias”, which 

is well-documented in the behavioural finance literature, continues despite the 

many caveats and warnings in the asset managers‟ marketing brochures. Given 

the complexity of investing, uncertainty over the future, and the difficulty in 

discerning useful information from noise, investors often rely on such heuristics 

or rules of thumb for their investment decisions. 

Regulations may 
have intensified 
the short-term 
bias  

Regulations sometimes also exacerbate the focus on short-term 

performance, especially when assets and liabilities are valued referencing market 

prices. Quantitative, risk-based funding regulations are used in combination with 

mark-to-market valuations for pension funds‟ balance sheets in some countries 

such as Denmark, Finland and the Netherlands. All three countries experienced 

instances of pro-cyclicality in pension fund investments during the 2008 

financial crisis. While in Denmark and Finland regulatory changes were made to 

avoid fire sales of equities, mortgage bonds and other securities, pension funds 

in the Netherlands fell into a vicious circle as a result of the use of the spot swap 

curve to value their liabilities. Their heavy demand for long-term swaps put 

downward pressure on the long swap rate, which further intensified this 

demand.
8
 Given the growing trend towards market consistent valuations (driven 

by, among other factors, a need for greater transparency over risk exposures), 

there may be a need for longer funding recovery periods to avoid such situations 

in the future. 

 Similar concerns have also been raised that the introduction of Solvency II 

for insurers in the European Union – expected in 2013 - could heighten the 

procyclical nature of investment strategies among these institutions. However, 

various measures have been taken that should help mitigate these potential 

effects, including a dampener on equity risk (Pillar I) that was introduced 

precisely to avoid that insurers divest of equities in times of crises. Solvency II is 

also likely to have an impact on insurers‟ strategic asset allocation, though there 

are different opinions on the ultimate direction of the impact. Some long-term 

assets like long-term government bonds should become more attractive, while 

others such as infrastructure and other less liquid long-term assets may be 

penalised. 

2.  Lack of corporate engagement and the management of long-term risks 

Institutional 
investors are 
critical players in 
corporate 
governance 

The 2004 revision of the OECD Principles of Corporate Governance
9
 

outline the importance of institutional investors as active shareholders:  

“The effectiveness and credibility of the entire corporate governance 

system and company oversight will, therefore, to a large extent depend 

on institutional investors that can make informed use of their 

shareholder rights and effectively exercise their ownership functions in 

companies in which they invest.” 
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The OECD 
Principles of 
Corporate 
Governance call 
for active 
ownership 

While the OECD Principles “do not seek to prescribe the optimal degree of 

investor activism,” they nevertheless suggest that many investors are likely to 

conclude in considering the costs and benefits of exercising their ownership 

rights that positive financial returns and growth can be obtained by undertaking a 

reasonable amount of analysis and by using their rights (Principle II.F). 
10

  

Given institutional shareholders are now the main owners of shares in many 

equity markets, with pension funds playing a major role, this oversight role is 

increasingly important. Hence, in the wake of the economic and financial crisis 

of 2008/2009, attention has turned to how effective these shareholders were in 

overseeing the boards of the companies they invest in. 

 Part of the post-mortem on the crisis has focused on the failure of such 

shareholders – the ultimate overseers of financial firms - to prevent some of the 

most glaring corporate governance failures (from excessive risk concentration 

and high leverage to misaligned salary incentives). To quote the Dutch Minister 

of Finance: “We cannot avoid asking ourselves what you, shareholders, have 

done to prevent and mange the crisis. Unfortunately, and I know you don‟t like 

to hear this, the answer is almost nothing.”
11

 Lord Myners, author of a previous 

review of institutional investors and corporate governance in the UK, has voiced 

similar opinions.
12

  

 The OECD‟s review of corporate governance and the financial crisis
 13

 

identified the lack of active participation on the part of institutional investors at a 

key weakness in the global system of corporate governance.
 
The OECD‟s paper 

concludes that, aside from some impediments still existing in some markets - 

such as share blocking, taxation issues etc. - shareholders have been largely 

passive and reactionary in exercising their rights, in many cases voting in a 

mechanical manner relying on proxy voting advisers and generally failing to 

challenge boards in sufficient number to make a difference.  

Consideration of 
ESG factors is also 
increasingly called 
for 

A related aspect of engagement is the extent to which institutional investors 

consider long-term risks in their investment strategies, in particular 

environmental factors. While there has been much interest in “responsible 

investment” in recent years by pension funds and other institutional investors, 

most are far from fully and comprehensively integrating environmental, social 

and governance (ESG) factors in their investment strategies. At the international 

level, the drive for responsible investment has been led by organisations such as 

the OECD with the Guidelines for Multinational Enterprises and the UNEP 

Finance Initiative, which helped develop the UN Principles for Responsible 

Investment. The incorporation of ESG factors in investment strategies is 

supported by the Global Reporting Initiative, which has developed standards for 

company reporting in this area. Some regulators have introduced requirements 

for institutional investors to disclose whether ESG risks are considered in the 

investment strategy, but no regulator has gone as far as actively requiring their 

integration in risk management strategies. Similarly, risk rating agencies are only 

slowly waking up to the importance of these risks for companies‟ financial 

health. 
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3. Problems with investment in less liquid, long-term assets 

In principle, 
institutional 
investors should 
be natural 
investors in 
infrastructure and 
venture, but 
allocations are 
generally low 

In principle the long-term investment horizon of pension funds and other 

institutional investors should make them natural investors in less liquid, long-

term assets such as infrastructure and venture capital, sectors which have a clear, 

positive impact on economic development and growth. Pension funds and other 

institutional investors are active in the venture capital market, particularly in the 

United States, while in Europe and other regions, institutional investors tend to 

focus more on later stage financing deals and buy-out funds. Interest in 

infrastructure as a distinct asset class is more recent, with the most experienced 

investors in this area (those based in Australia and Canada) starting operations 

about ten years ago. This slower take-off of infrastructure as an investment is 

largely due to the fact that this sector has relied mainly on public sources of 

financing. However, there is an expectation that future infrastructure investments 

will rely to a much greater extent on the private sector. 

 The OECD general definition of infrastructure is the system of public 

works in a country, state or region, including roads, utility lines and public 

buildings. Infrastructures are not an end in themselves. Rather, they are a means 

for ensuring the delivery of goods and services that promote prosperity and 

growth and contribute to quality of life, including the social well-being, health 

and safety of citizens, and the quality of their environments.
14

 

  The OECD report on Infrastructure to 2030 published in 2006/2007, 

estimated global infrastructure requirements to 2030 to be in the order of US$ 50 

trillion. It is estimated that adapting to and mitigating the effects of climate 

change over the next 40 years to 2050 will require around USD 45 trillion or 

around USD 1trillion a year.
15

  

Private financing 
of infrastructure 
needs will be 
increasingly 
required 

In many countries such levels of investment cannot be financed by the 

public pursue alone. The impact of the financial crisis exacerbated the situation 

leading countries with fiscal deficits and high debt levels to announce austerity 

packages. Also, traditional sources of private capital such as banks have 

restrained credit growth since the financial crisis and may be further constrained 

in the coming years when new regulations (Basel III) take effect. The result has 

been a widespread recognition of a significant infrastructure gap and the need to 

explore alternatives to traditional provision of assets. 

 Pension funds are increasingly looking at infrastructure to diversify their 

portfolios. Infrastructure investments are expected to produce predictable, 

inflation adjusted and stable cash flows over the long term, matching their 

existing liabilities and reducing their portfolio volatility. Pension funds and other 

institutional investors are also creating discussion fora and investment 

partnerships to foster investments in clean energy and climate change mitigation 

and adaption.
16

 

 Despite these apparent links, so far institutional investment in infrastructure 

has been limited. It has been estimated that less than 1% of pension funds 

worldwide are invested in infrastructure projects, excluding indirect investment 

in infrastructure via the equity of listed utility companies and infrastructure 

companies.
17
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Some regulations 
discourage such 
long-term 
investments 

In addition to the standard difficulties of any novel asset class, there are a 

variety of obstacles impeding greater involvement by institutional investors in 

the financing of infrastructure and clean energy projects.  

 First, the investment regulations of institutional investors sometimes 

discourage allocations to unlisted instruments, which is often the most 

efficient and longer-term way to invest in such asset classes.  

 Second, investor capability may be thwarted by governance weaknesses 

and insufficient scale to engage in such investments.  

 Third, the general investment policy framework in the country may not 

be conducive to the development of opportunities in this realm. For 

instance, public private partnerships in the infrastructure sector have 

been concentrated in a few countries such as the United Kingdom. 

Venture capital is 
another potential 
source  

Another sector that in principle should appeal to long-term investors is 

venture capital. The financing of new ventures is an inherently high risk activity, 

but diversification can be used effectively to improve the risk-return trade-off for 

institutional investors. Venture capital is an essential source of finance for 

creating and ensuring economic growth and innovation. Various research studies 

clearly show how venture capital can transform innovations into broadly-based 

economic gains and societal benefits. For example, it is estimated that almost 

20% of US GDP is generated by companies built by venture capital such as 

Intel, Apple and Google. 

Since the crash of the technology bubble, following numerous years of 

disappointing returns many investors exited the industry leading some to claim 

that the venture capital model is broken. However, given the total impact venture 

capital could make on long-term economic growth, governments still consider 

the development of venture capital as a policy priority. 

III. Main policy actions to promote long-term investments 

1. Reforming the regulatory framework for institutional investors 

 Regulatory reform can contribute to changing the rules of the game, 

facilitating a transition to a financial system where institutional investors and the 

asset management industry on which they depend operate on a longer-term basis. 

Build the 
expertise – the 
investor 
capability 

 Build the expertise – the investor capability: Informed, knowledgeable 

investors are the basis for good governance and a proper alignment of 

incentives. Raising the bar of governance among institutions such as 

pension funds is essential to create the right incentives among asset 

managers to better look after the long-term interest of beneficiaries. 

Investing in less liquid, longer term asset such as infrastructure and 

venture capital calls for specific skills and appropriate staff in place at 

all levels – from fund managers to trustees. Although investors often use 

specialist consultants, they still require a good understanding of the 
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products in which they invest and an effective system to monitor the 

strategies and activities of their asset managers.  This is even more the 

case if investors want to follow the direct investment route (or invest in 

new-build projects). Relevant international guidance in this regard 

include the OECD Guidelines for Pension Fund Governance. 

Foster 
collaborative 
strategies and 
resource 
pooling 

 Foster collaborative strategies and resource pooling: Small 

institutional investors are generally at the mercy of consultants and asset 

managers and have limited capability to control detailed aspects of their 

asset managers' activities, such as portfolio turnover or securities 

lending. They are also more likely to use a fund of funds or listed fund 

route to invest in alternatives, rather than invest directly in unlisted, 

long-term assets where more effective control over the underlying 

investment can be exercised. As reflected in the OECD Core Principles 

of Corporate Governance (Principle II.G), regulators can encourage 

collaboration among institutional investors, outright mergers and other 

forms of resource pooling in order to create institutions of sufficient 

scale that can implement a broader investment strategy and more 

effective risk management systems that take into account long-term 

risks. 

Adjust the 
prudential 
regulatory 
framework 
towards long 
term 
investment 

 Adjust the prudential regulatory framework towards long term 

investment: In order to promote and sustain longer term investments, 

changes in the regulatory framework are needed. Regulators need to 

address the bias for pro-cyclicality and short-term risk management 

goals in solvency and funding regulations applied to insurers and 

pension funds. In countries that still use a quantitative approach to 

investment regulation, evaluations should be made on a regular basis to 

allow institutional investors to invest in less liquid assets, such as 

unlisted infrastructure and venture capital. Regulators should also 

consider the integration of long-term investment risk factors (in 

particular, environmental risks) in institutional investors‟ risk 

management strategies, as recommended in the OECD Guidelines for 

Pension Funds Risk Management. 

Create the 
necessary 
preconditions 
for the 
development of 
institutional 
investors 

 Create the necessary preconditions for the development of institutional 

investors: In some OECD countries and most emerging economies, 

institutional investors are still relatively underdeveloped. Governments 

need to establish the appropriate regulatory, supervisory and tax 

frameworks for such investors to develop. Diversification of wealth 

holding away from bank deposits will help foster competition and 

financial innovation. When designing new retirement savings systems or 

promoting insurance markets, policymakers should also ensure that the 

initial conditions are set to allow long-term investment to develop. 
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2.  Encouraging institutional investors to be active shareholders 

 Encouraging active share ownership is also a way to foster longer term 

investment by institutional investors.  

Regulatory 
support 

 Regulatory support: In order to allow institutional investors to engage 

in active share ownership governments should first check that there are 

no regulatory barriers to them doing so (such as share blocking / taxation 

issues/ takeover issues / rules against collaboration). Practical 

encouragements could also be put in place (such as allowing electronic 

voting of shares), or regulation could be more prescriptive (e.g. requiring 

institution investors to disclose their voting policies and records, as well 

as their governance and conflict of interest policies, as recommended by 

the OECD Principles of Corporate Governance).
18

 Other incentives, 

such as giving multiple voting rights to long-term investors, could also 

be considered. 

Collaboration 
and 
professional 
services 

 Collaboration and professional services: The burden of active 

engagement can be reduced (particularly for smaller investors) by 

encouraging collaboration via investor groups (such as the International 

Corporate Governance Network). Alternatively, funds could use activist 

fund services or proxy voting firms, keeping in mind that their advice 

should be free from material conflicts of interest that might compromise 

the integrity of their analysis or advice, as recommended by the OECD 

Principles of Corporate Governance.
19

 

Guidance on 
behaviour 
expected from 
institutional 
investors 

 Guidance on behaviour expected from institutional investors: Financial 

regulators and supervisors also have a role to play in encouraging long-

term, active investment. They can support national or international codes 

of good practice (such as the Stewardship Code which is gaining 

widespread support in the UK) and issue guidance themselves of how 

they expect institutional investors to behave. In order to „nudge‟ 

investors to follow such guidance, supervisors can shift the focus on 

their investigations, enquiring as to the turnover of funds, the length of 

mandates given to external managers, how fees are structured, voting 

behaviour etc. If supervisors believe that investors may be acting in too 

short-term a manner, they could increase their oversight of the 

institution. Such actions could help address the agency problem, making 

institutional investors aware of their fiduciary duties and that they are 

the ultimate owners of the companies in which they invest, with the 

consequent responsibilities which that entails. Supervisory authorities 

could also help to foster a focus on longer-term performance by 

releasing or requiring comparative data on returns over longer time 

periods. 

3. Government support for long-term investments 

 
Governments can shape the general investment policy environment to 

promote long-term investments and attract institutional investors to key sectors 

such as infrastructure, green energy projects, and venture capital. They can also 
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support directly the management of long-term risks through information 

dissemination and the issuance of long-term instruments: 

Supportive tax 
environment 
and policies to 
promote 
foreign direct 
investment 

 Supportive tax environment and policies to promote foreign direct 

investment: Investors‟ decisions are conditioned by a variety of policies 

that affect how companies finance their operations and how they expand 

overseas. In particular, tax policies have created a bias for debt over 

equity that should be corrected. Foreign direct investment is another 

important component of long-term investment and should be 

encouraged. The OECD has been promoting transparent and open 

markets for foreign direct investment, including through binding rules in 

the OECD Code of Liberalisation of Capital Movements. 

Government 
issuance of 
long-term 
instruments 

 Government issuance of long-term instruments: Policymakers should 

also help investors address long-term risks, such as longevity by 

supporting the development of transparent and reliable indices and other 

aspects of the market infrastructure. Government can also issue long 

maturity and inflation-indexed bonds that facilitate long-term risk 

management by investors. 

Transparent 
environment 
for 
infrastructure 
investment 

 Transparent environment for infrastructure investment: Investment in 

infrastructure is a relatively new investment which entails a new set of 

challenges for institutional investors. Shortage of objective information 

and quality data make difficult to assess the risk of infrastructure deals. 

In addition, the financial crisis - which had significant impact on the 

performance of many infrastructure deals - greatly damaged the 

relationship and trust between the infrastructure industry and investors. 

As a consequence many institutional investors have a negative 

perception of the infrastructure value and are not considering investment 

in the sector in the short medium term, unless market conditions change. 

Governments should promote a more transparent investment 

environment as recommended in the: OECD Principles for Private 

Sector Participation in Infrastructure. Governments could also improve 

transparency and understanding of the sector through independent data 

collection and common performance measures, whilst international 

organizations (such as the OECD) can play a role through creating a 

platform for dialogue between investors, the financial industry and 

governments. 

Stable and 
accessible 
programme of 
infrastructure 
projects and 
public-private 
partnerships 
(PPPs) 

 Stable and accessible programme of infrastructure projects and 

public-private partnerships (PPPs): The limited number and sporadic 

nature of investment opportunities in the infrastructure sector are 

perceived as the main barrier preventing investors from including 

infrastructure in their long-term investment strategy. Investors need a 

better sense of the government‟s infrastructure plans beyond the political 

cycle. To the extent that they do not already exist, governments should 

support the development of national long-term strategic policy 

frameworks for individual key infrastructure sectors, including 

renewable energy and other low carbon initiatives. Governments also 

need to create an ongoing supply of investment opportunities through 

public-private partnerships. The regulatory environment for such 
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initiatives should also be stable, helping to cement the credibility of the 

government and the trust of institutional investors in the government's 

commitment to pre-set rules.  

Understanding 
the needs of 
institutional 
investors – 
providing 
appropriate 
investment 
incentives and 
risk transfer 
opportunities 

 Understanding the needs of institutional investors – providing 

appropriate investment incentives and risk transfer opportunities: 

Governments should seek to better understand the investment needs and 

requirements of institutional investors and assess the scope for 

promoting the “right” investment opportunities. For instance, a common 

problem appears to be a mismatch between the desired risk/return 

profiles and investment horizon of pension funds when investing in 

infrastructure and the opportunities offered in the market. Through 

appropriate financial incentives (for instance, tax incentives and feed-in 

tariffs) and risk transfer mechanisms (such as guarantees and first equity 

loss on investments), projects should be structured as attractive 

investment opportunities for investors. Governments should also create 

the appropriate conditions to attract institutional investors to venture 

capital (financial market infrastructure, favourable regulations, and, 

where appropriate, seed capital and financing vehicles). 

4.  Financial education and consumer protection regulation 

 As a result of the ongoing risk transfer to individuals in both the insurance 

and private pensions sectors, investment strategies are increasingly affected by 

the behaviour of individual investors. Individual investors are often less well 

informed than institutional ones and subject to the same if not bigger behavioural 

problems described earlier. Policy action with respect to financial education and 

consumer protection regulation is vital to help investors make better investment 

decisions that are in line with their long-term goals. 

 Generally, there is a need to change the investment culture from short-

termism towards longer-term productive investment. Policymakers need to act to 

address the specific needs of retail investors via three main routes: 

An appropriate 
framework 

 An appropriate financial consumer protection framework can ensure 

that an optimal level of transparency and redress mechanisms are in 

place in the financial sector thereby promoting consumers‟ confidence 

vis-à-vis mainstream institutional investors.  

Tailored 
programmes 

 Tailored financial education and awareness strategies programmes 

can in addition help consumers better understand their various needs for 

long-term saving and relevant existing insurance and pension products to 

address these needs. Such programmes can also raise awareness in the 

general public about the benefits of longer-term investing. In turn, retail 

investors may start putting pressure on the institutional investors that 

represent them, either through their voice (for example, as member-

nominated pension fund trustees) or actions (their investment choices). 

Default 
mechanisms 

 Default mechanisms supported by judicious financial education 

programmes may be put in place to compensate the low level of 
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financial awareness at least in the short term. For instance, life cycle 

investment strategies, where investments become increasingly 

conservative as the member approaches retirement are increasingly 

being used as default investment rules in retirement savings plans. 

 

Notes

 
1. The broader class of institutional investors include other entities such as public investment funds, 

Sovereign Wealth Funds, endowments and foundations, hedge funds and private equity funds. Hedge funds 

and private equity funds also act as investment vehicles for other types of institutional investors. 

2. For a more detailed discussion of the benefits of long-term investing see World Economic Forum (2011). 

3. The 2004 review of the OECD Principles of Corporate Governance reflect the fact that institutional 

shareholders – pension funds, insurance companies, mutual funds, hedge funds, and other collective 

investment schemes – were often the dominant investors in OECD markets. Individuals held less than one 

fifth of shares in most markets, the main exception being the United States. Even there, direct individual 

ownership fell from 60% of the market to 40% between 1991-2009. 

4. See for example, the report by IRRC Institute and Mercer (2010), which shows that active, long only 

equity managers in various countries had portfolio turnover rates that exceeded 150-200 percent the 

expected level during 2006-9. 

5. For a detailed analysis of short-termism focusing on the experience of the United Kingdom see Myners 

(2000) or Marathon Club (2007).  

6. The International Corporate Governance Network is currently preparing a set of good practices in 

agreements between asset owners and their fund managers, with the aim of promoting more long-term 

behaviour in the capital markets and a greater focus on key risks. A call for evidence was launched on 

31 January 2011. 

7. In the practice known as short-selling, an institution sells a security it does not own, but usually enters into 

an agreement to borrow it (via securities lending) in order to settle the trade at maturity. Naked short 

selling, or naked shorting, is the practice of short-selling a financial instrument without first borrowing the 

security or ensuring that the security can be borrowed. 

8. Severinson and Yermo (2010), and  Geneva Association Systemic Risk Working Group (2010), page 39. 

9. http://www.oecd.org/dataoecd/32/18/31557724.pdf  

10. The case for active ownership has also been eloquently outlined by TIAA-CREF, a large US institutional 

investor: “Simply selling stock in the face of inadequate performance is not the most attractive option. In 

active as well as passive segments of portfolios, investors should be vigilant in trying to prevent problems 

before value is lost and it is too late to sell, or increasingly difficult or expensive to address…TIAA-CREF 

believes that long-term investors who have an effective focus on overseeing their investments will play a 

vital role in enhancing good corporate governance which in turn will help prevent a recurrence of severe 

crises in the future…. As providers of capital, long-term investors have among the most to lose if markets 

deteriorate and asset prices fall….This makes good economic sense in terms of our mission and is part of 

http://en.wikipedia.org/wiki/Short_(finance)
http://en.wikipedia.org/wiki/Financial_instrument
http://en.wikipedia.org/wiki/Securities_lending
http://en.wikipedia.org/wiki/Securities_lending
http://www.oecd.org/dataoecd/32/18/31557724.pdf
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our job as fiduciaries representing our clients.” Their solutions include allowing shareholders access to 

corporate proxy material to nominate directors, requiring a majority shareholder vote to elect directors, and 

an annual shareholder vote on executive compensation.  See TIAA-CREF (2010). 

11. Speech to the ICBN as reported in Global Proxy Watch, Vol XIII, No. 10, March 6 2009. 

12. “To date, institutional investors have said little about the lessons they have learnt over the last two years. 

Put simply, they have not produced satisfactory answers to the question: „what were the owners of these 

banks doing?‟ Remember that shareholders approved value-destroying transactions, and remuneration 

practices that now appear to have been poorly aligned with corporate health and shareholder wealth.” 

Quoted in Responsible Investor (2009). 

13. OECD (2009b). 

14. OECD (2009c) highlights that investment in physical infrastructure can benefit long-term economic output 

more than other kinds of physical investment. 

15. See International Energy Agency (IEA) (2008). The estimate is that around half the investment will 

involve replacing conventional technologies with low-carbon alternatives with the remainder being 

additional investment.  

16. For a review of these initiatives see OECD (2011a). 

17. See OECD (2011b). 

18. Principle II.F. 

19. Principle V.F. 
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Why stewardship is proving elusive for 
institutional investors

As the dominant owners of listed 
companies in many developed 

markets, institutional investors have 
been under increasing pressure to act as 
responsible shareholders. In the UK, where 
institutions own more than 70 per cent 
of the stock market, a Stewardship Code 
has been developed to encourage pension 
funds, insurance companies, and their 
asset managers to monitor and engage 
investee companies actively with the view to 
protect and enhance shareholder value (see 
Figure 1). Similar efforts are under way in 
Canada, France, the Netherlands, and other 
markets.

However, attempts in recent decades 
to convince institutional investors to act 
as active, long-term oriented ‘stewards’ 
have fallen short. A recent examination by 
the Organisation for 
Economic Co-operation 
and Development of 
the contributing causes 
of the global financial 
crisis concluded that 
institutional investors 
were generally not 
effective in monitoring 
investee companies.

FIVE UNDERLYING 
STRUCTURAL 
DEFICIENCIES
Why is it so difficult for 
institutional investors 
to act as stewards? In 
essence, it is because 
stewardship is not in 
their genetic makeup. 
Modern investment 
management practices 
and characteristics make 
it extremely hard for an 

active, long-term ownership mindset to take 
hold. These include:
 inappropriate performance metrics and 

financial arrangements that promote 
trading and short-term returns;

 excessive portfolio diversification that 
makes monitoring difficult;

 lengthening share ownership chain that 
weakens an ‘owner’ mindset;

 misguided interpretation of fiduciary 
duty that accords excessive deference 
to quantifiable data at the expense of 
qualitative factors;

 flawed business model and governance 
approach of passive funds.

Inappropriate performance 
metrics and financial 
arrangements
Many asset managers are evaluated and 
compensated based on short-term, relative 
performance. Unsurprisingly, investment 
managers focus on delivering short-term 
returns, including by pressuring investee 
companies to maximise their near-term 
profits.

KEY POINTS
 Institutional investors have been under increasing pressure to act as responsible 

shareholders but efforts to convince them to be active, long-term oriented ‘stewards’ have 
fallen short.

 Modern investment management practices and characteristics – such as financial 
arrangements that promote trading, excessive portfolio diversification, and a lengthening 
share ownership chain – make genuine stewardship challenging for institutional investors.

 These deficiencies may be remedied by eliminating unnecessary intermediation, revamping 
performance metrics, rationalising portfolio holdings, and other actions.

This article discusses how modern investment management practices and 
characteristics hamper the ability of institutional investors to serve as active,  
long-term oriented stewards – as envisioned by the stewardship codes in the UK and 
other markets – and suggests remedial measures.

Author Simon CY Wong

Figure 1: UK Stewardship Code

Best practice guidance for UK institutional investors* on engagement

To enhance the quality of 

the dialogue of institutional 

investors with companies to 

help improve long-term returns 

to shareholders, reduce the risk 

of catastrophic outcomes due 

to bad strategic decisions, and 

help with the efficient exercise 

of governance responsibilities

• Principle 1: Institutional investors should publicly disclose 

their policy on how they will discharge their stewardship 

responsibilities 

• Principle 2: Institutional investors should have a robust policy 

on managing conflicts of interest in relation to stewardship 

and this policy should be publicly disclosed

• Principle 3: Institutional investors should monitor their 

investee companies 

• Principle 4: Institutional investors should establish clear 

guidelines on when and how they will escalate their activities 

as a method of protecting and enhancing shareholder value 

• Principle 5: Institutional investors should be willing to act 

collectively with other investors where appropriate 

• Principle 6: Institutional investors should have a clear policy 

on voting and disclosure of voting activity 

• Principle 7: Institutional investors should report periodically 

on their stewardship and voting activities 

Key elements of code

Overall objective

* Pension funds, insurance 

companies, and investment trusts 

and other collective investment 

vehicles and any agents 

appointed to act on their behalf.
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One UK local authority pension scheme, 
for instance, reviews the performance of 
fund managers quarterly and focuses on 
the deviation of portfolio returns from 
established benchmarks and anticipated 
range of returns for future quarters. While 
evaluating the performance of investment 
managers on a relative basis – that is, 
the extent to which they outperform or 
underperform a market index such as the 
FTSE 100, S&P 500, or MSCI World 
Index – can help ensure that they are not 
rewarded undeservingly in a bull market or 
punished inequitably in a market downturn, 
it can also encourage herd behaviour 
and a short-term focus, particularly if a 
narrow time interval is utilised to measure 
performance.

According to the Marathon Club, an 
organisation that promotes long-term 
investing, ‘The quarterly monitoring process, 
with a focus on performance relative to 
an index, has become the norm in the 
investment industry and has been blamed 
for promoting short-term behaviour by 
investment managers’. A veteran UK money 
manager complains that ‘fund managers 
– even seasoned ones – are under intense 
pressure from colleagues and clients if they 
experience a string of two to three quarters 
of underperformance’.

In terms of compensation, a 2009 survey 
by investment consultant Mercer revealed 
that bonuses for individual fund managers 
are, to varying degrees, ‘linked to performance 
versus a benchmark or manager rankings 
table in any given year’. Some asset manager 
respondents stated that ‘incentive systems 
are often devised to pay fund managers to 
be aggressive over shorter time periods, 
especially pronounced for mutual funds, 
where managers are often incentivised against 
quarterly performance versus a market 
benchmark or quartile rankings’.

Furthermore, the widely used ad valorem 
approach – where fees are calculated based 
on assets under management rather than 
outperformance – has been criticised for 
encouraging investment managers to grow by 
attracting inflows of new money rather than 
by expanding existing assets through superior 
investment performance.

Excessive portfolio diversification
The techniques employed by many 
institutional investors to manage risk 
– such as pension funds appointing multiple 
investment managers and fund managers 
constructing portfolios around the market 
benchmarks against which their performance 
is measured – often result in excessive 
diversification, with equity portfolios 

containing hundreds 
or even thousands of 
stocks.

One UK pension 
fund, for example, holds 
shares in most of the 
700-plus companies 
in the UK All Share 
Index. Meanwhile, a big 
US pension fund has 
more than 5,000 equity 
holdings in the US alone 
and a sovereign wealth 
fund holds shares in 
8,000-plus companies 
globally.

Similarly, passive and 
active asset managers 
that replicate market 
indices can end up with 
hundreds of companies 

in their portfolios. It has also been suggested 
that the ad valorem fee structure discussed 
above encourages large portfolio holdings 
as diversified funds are more able than 
concentrated ones to absorb significant 
inflows of new money.

Large portfolios, however, give rise to 
difficulties in monitoring – particularly the 
resource-intensive engagements between 
institutional investors and boards of 
directors contemplated by stewardship 
codes in the UK and other markets – and 
weaken an ‘ownership’ mindset. Former 
UK City Minister Lord Myners complained 
recently that investment management 
today is characterised by ‘portfolios with 
high diversification and low exhibited stock 
conviction’. Moreover, studies have shown 
that the principal benefit of diversification 
– reducing portfolio volatility – diminishes 
rapidly after 20-50 stocks (see Figure 2).

Lengthening share ownership 
chain
Increasing use of intermediaries – investment 
consultants, ‘funds of funds’, external asset 
managers, and others – in investment 
management has lengthened the ownership 
chain of companies and, in the process, 
lessened the sense of accountability between 
ultimate investor and investee company.

Figure 2: Declining benefit of diversification in terms of reducing volatility of returns
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Compared to a family or founder-run 
firm, where direct ties often exist between 
ultimate owners and company management, 
the distance from pension beneficiaries to 
investee company is often bridged by several 
layers of intermediaries (see Figure 3). 
This phenomenon – termed ‘separation of 
ownership from ownership’ – has introduced 
serious agency problems. Delaware Chancery 
Court judge Leo Strine has commented that 
institutionalisation of ownership ‘presents 

its own risks to both individual investors 
and more generally to the best interests of 
our nation’ because fund managers may 
be as likely ‘to exploit their agency [as] the 
managers of corporations that make products 
and deliver services’.

These agency issues have necessitated the 

introduction of a cascading set of performance 
measures to monitor intermediaries along 
the ownership chain. However, because 
short-term performance metrics are typically 
employed at each link in the chain, additional 
problems – such as misaligned time horizons 
and a trader mentality – have arisen.

Consequently, it is perhaps no 
coincidence that rising institutional 
ownership in the US – from 35 per cent 
in 1975 to 70 per cent today – has been 

accompanied by greater portfolio turnover 
(see Figure 4). Whereas the average stock 
holding period in the US was nearly 
five years in 1980, it is less than five 
months today. Judge Strine observed that 
‘institutional investors who hold stocks, on 
average, for a very brief period of time and 

are highly focused on 
short-term movements in 
stock prices have become 
far more influential and 
prevalent’. 

Misguided 
interpretation of 
fiduciary duty
Across the investment 
chain, there is an 
increasing emphasis on 
furthering the economic 
– as opposed to non-
financial – interests of 
clients and ultimate 
beneficiaries. A US 
state pension fund, 
for instance, declares 
that the ‘investment 
board, staff and 
investment managers 
must perform their 
duties for the exclusive 
benefit and in the best 
economic interest of 
the system’s members 

and beneficiaries’. Likewise, a UK pension 
scheme states that the fund’s ‘overriding 
obligation is to act in the best financial 
interests of its members’.

Many asset managers echo the same 
theme. A large US investment manager, for 
instance, stresses that its duty is ‘to manage 
clients’ assets in the best economic interests 
of the clients’.

Government has also reinforced this 
view. In 2008, the US Department of Labor 
warned that ‘in the course of discharging 
their duties, fiduciaries may never 
subordinate the economic interests of the 
plan to unrelated objectives’.

Unfortunately, the emphasis on 
economic interest has contributed to asset 
owners and asset managers believing that 
fulfilling fiduciary obligations requires them 
to evaluate investment and other decisions 
principally in quantifiable financial terms. A 
US corporate governance expert remarked 
that the Labor Department’s guidance 
implies that ‘fiduciaries can only justify 
shareholder activism to increase immediate 
returns at the company involved’. Such 
interpretation, however, can result in flawed 
and harmful decisions.

When evaluating whether it is in the best 
interest of shareholders to recall a stock on 
loan in order to vote it, fund managers are 
required to weigh the value of voting against 
stock lending revenue to be foregone. Given 
the difficulty of valuing a vote quantitatively, 
some fund managers routinely assign it 
a zero value and, hence, conclude that 
shareholder interest is better served by not 
recalling the stock in question, even when 
contentious items are to be voted upon.

In takeover situations, the decision 
of asset managers to sell their holdings 
or accept a bid is guided principally by 
stock price – which is highly influenced by 
short-term considerations – rather than 
a thorough assessment of a company’s 
long-term prospects. According to a senior 
executive at an established UK investment 
house, ‘In a takeover context, we would 
typically sell if the stock price rises above 
our target price, as this is our fiduciary duty 
to our clients’.

To minimise expenditures, some pension 

"Asset managers believe that fulfilling fiduciary 
obligations requires them to evaluate investment ... 

Figure 3: A key issue is the lengthening ownership chain
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funds seek to pay no management fees 
– usually expressed as a percentage of assets 
under management – for passive funds but 
allow investment managers to earn a financial 
return via share lending revenues. From an 
alignment of interest perspective, this is highly 
problematic because it removes the incentive for 
the asset manager to maximise portfolio value 
while introducing severe conflicts of interest. 
With no management fees to depend on, the 
investment manager may be reluctant to recall 
lent shares to vote them because it would then 
be deprived of its primary source of revenue.

Flawed business model and 
governance approach of passive 
funds
Due to comparatively high fees and 
underperformance of actively managed 
funds, passive funds – which tend to fully 
replicate a broad market index such as the 
S&P 500 or All-Share Index and where 
exiting individual holdings is not an option 
– have enjoyed a resurgence of interest 
among institutional and retail investors in 
many markets.

In 2009, passive funds experienced 
inflows in excess of US$100bn while active 
funds suffered outflows totalling more than 
US$300bn. Witness also the explosive 
growth of largely passive exchange traded 
funds (‘ETFs’), which had nominal 
amounts under management a decade 
ago but more than US$1trn today.

Because passive investing precludes 
trading in and out of individual stocks 
and seeks long-term gains in the 
broad equity market, passive funds 
and stewardship should be natural 
bedfellows.

Yet, the bulk of passive funds pay 
scant attention to corporate governance. 
Index fund marketing, for instance, 
focuses almost exclusively on their low 
cost and tracking error performance (ie, 
deviation from benchmark index return). 
Correspondingly, many passive asset 
managers allocate meagre resources 
to proxy voting and engagement with 
investee companies. A recent study 
of UK investment firms revealed 
that passive managers allocated the 

least resources to stewardship activities, as 
measured by the ratio of number of stocks 
held to size of dedicated staff.

It is particularly worrying that some 
ETFs have taken steps that appear to harm 
stewardship. One ETF provider, for instance, 
has decided not to charge any management 
fees and will instead rely on securities lending 
to generate income.

Although passive investing underpins 
the equity portfolios of a substantial 
proportion of pension funds – in some 
cases, amounting to 70-80 per cent of their 
equity exposure – many of them do not 
scrutinise the stewardship activities of passive 
managers. When reviewing passive manager 
performance, pension scheme trustees 
tend to focus exclusively on tracking error 
performance rather than the manager’s voting 
and engagement activities. At a UK public 
pension scheme, passive asset managers are 
evaluated strictly on whether tracking errors 
are within 2 per cent of the relevant index.

POTENTIAL WAY FORWARD
While the structural deficiencies discussed 
above are indeed worrying, there are a 
number of potential remedies that could 
help to provide a more conducive setting for 
stewardship. 

Eliminate unnecessary 
intermediation and strengthen 
internal capabilities
First, asset owners should strive to eliminate 
unnecessary links in the ownership 
chain and boost in-house expertise. 
Yale endowment investment head David 
Swenson, for instance, avoids investment 
consultants and funds of funds. He is most 
critical of the latter, arguing that ‘no one 
should invest with a fund of funds. If you’re 
a fiduciary, you should know where the 
money is going. If you can’t do it yourself, 
you shouldn’t do it.’

Empirically, investors who invest in hedge 
funds through a fund of hedge funds have 
fared worse than those who invest directly. 
According to Hedge Fund Research, since 
1990 funds of hedge funds have generated 
average annual returns of 8.17 per cent while 
individual hedge funds have gained 12.15  
per cent per annum. Part of the differential is 
attributed to management and performance 
fees extracted by funds of hedge funds, 
which are additional to the fees paid to the 
underlying hedge funds.

Where possible, pension funds and 
other long-term asset owners should also 
strengthen internal capabilities. According 
to the Marathon Club, ‘Those funds or 

Figure 4: Increasing institutionalisation of ownership and declining holding period
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sponsors who can sustain and manage an 
in-house team may find it easier to obtain 
alignment between the fund’s objectives 
and the manager’s investment strategy'.
In some markets, larger pension funds 
– such as the California Public Employees’ 
Retirement System, Canadian Pension 
Plan Investment Board (‘CPPIB’), and 
Universities Superannuation Scheme (UK) 
– have built substantial in-house investment 
management expertise.

A recent study of Canadian pension 
funds found that greater reliance on  
in-house investment management has 
brought about stronger performance. In 
the past decade, the largest nine Canadian 
public sector pension funds returned an 
average 5.5 per cent per annum while their 
eight largest US counterparts – which 
employ outside managers more extensively 
– gained 3.2 per cent annually. A Canadian 
pensions expert noted that ‘research shows 
internal teams not only save money by 
cutting high external money management 
fees, but also perform better as investors 
because they are more closely aligned to the 
mission of the pension fund’.

Strong in-house capability, however, 
does not preclude using outside managers. 
CPPIB, with assets of C$125bn, employs 
external managers in niche areas where it is 
unable to develop the required expertise.

Where asset owners strive to be active 
owners, many will need to upgrade their 
monitoring and engagement capabilities, 
as the requisite skills for engagement 
and investment success are substantially 
different. In a recent survey, 61 per cent 
of UK pension funds conceded that they 
lacked the necessary skills to engage 
effectively with investee companies. 
Correspondingly, asset owners that delegate 
engagement activities to fund managers 
should ensure that the latter possess 

sufficient competencies in this area.
In countries with many small pension 

schemes, such as the UK, policymakers 
should consider facilitating consolidation 
to build scale and thereby strengthen 
the ability of pension funds to recruit 
investment and other talent. In Scotland, 
a project intended originally to explore 
the potential for greater resource sharing 
among 11 small local government pension 
schemes ultimately concluded that 

consolidation of schemes was the best 
way forward. The consulting firm that 
conducted the analysis noted that ‘it is 
increasingly difficult for [smaller] funds 
to recruit staff with expertise in the ever 
more complex investment instruments in 
which their funds invest'. If consummated, 
this merger will create a sizeable fund 
with assets of £20bn. In Wales, some local 
authorities are similarly exploring a merger 
among themselves.

Revamp performance metrics 
and other arrangements
Second, where outside fund managers are 
retained, asset owners should put in place 
arrangements – pertaining to such matters 
as performance evaluation, fee structure, 
and portfolio turnover – to encourage 
long-term thinking and active ownership 
by investment managers. 

The starting point is to lengthen the 
performance review time period and reduce 
emphasis on relative returns. According to 
a US value asset manager, ‘Until managers 
are evaluated on a longer-term basis, the 
market will remain short-term focused. 
Managers should be evaluated on a five- to 
ten-year basis, since a market cycle is at least 
that long’.

The Marathon Club recommends 
that asset managers be evaluated using a 
five to seven-year time horizon and that 

annual reviews focus on a fund manager’s 
investment process and whether the 
portfolio assets – in terms of number of 
holdings, degree of concentration, types of 
assets, turnover level, valuation ratios, and 
so forth – match the stated philosophy. 

To measure performance quantitatively, 
it may be sensible to supplement market 
index comparisons with other metrics, 
such as internal rates of return for exited 
investments. Relative comparisons should 
not be abandoned entirely because active 
managers should strive to outperform their 
respective market indices over the long run.

Some asset owners have embraced this 
approach. Having committed to a three-
year investment, a US public pension fund 
refused to meet the asset manager during 
the first year to discuss results, believing 
that a full review of performance should 
occur only after the second year.

In terms of fee arrangements, asset 
owners should consider introducing 
performance fees and spreading fee 
payments over multiple years. Investment 
consultant Towers Watson recommends 
calculating performance fees based on a 
rolling period of three years or longer.

Additionally, it may be worthwhile 
to consider tying a meaningful portion 
of an investment manager’s fees to the 
quality of its stewardship activities. To 
accommodate different investment styles, 
the proportion of fees ‘at risk’ could vary. A 
higher proportion could apply to corporate 
governance-oriented activist as well as 
passively managed funds. For index funds, 
the reasoning is that ‘if you can’t sell, you 
must care’. By contrast, a lower percentage 
could apply to quantitatively driven and 
other short-term oriented asset managers. 
Asset owners with long-term obligations, 
however, must decide whether it is 
consistent with their long-term investment 
objectives to invest in funds that do not 
espouse stewardship.

Equally important, fee arrangements 
that will harm stewardship should be 
avoided – for example, zero management fee 
structures where the asset manager earns 
income exclusively from securities lending.

Moreover, asset owners should consider 

"To measure performance quantitatively, it may be 
sensible to supplement market index comparisons 
with other metrics." 
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capping portfolio turnover. Increasing 
capital market liquidity has lowered 
transaction costs but also reduced the 
consequences of imprudent investment 
decisions and commitment of fund 
managers to investee companies. As the 
chief investment offi  cer at a UK investment 
house remarked, ‘If investors believe they 
are always able to enter and exit freely, 
what is the incentive to engage? ’ Limiting 
portfolio churn may prompt asset managers 
to think longer-term and engage actively 
with investee companies.

To maintain symmetry, asset owners 
should be willing to agree to restrictions 
on withdrawing their funds. Long-term 
oriented focus funds, for instance, usually 
impose lock-ups of two to three years on 
investors.

Rationalise portfolio holdings
Third, to improve monitoring capabilities 
and alleviate free-rider issues, asset owners 
and asset managers should consider 
reducing the number of portfolio holdings. 
Concentration of holdings increases the 
incentive to monitor investee companies 
because a greater proportion of gains 
would accrue to the instigating investor. 
With fewer holdings in their portfolios, 
fund managers would be more able to 
undertake intensive engagements with 
investee companies, critical in such areas 
as evaluating board effectiveness where 
meaningful insights are gleaned through 
face-to-face meetings rather than scanning 
annual reports.

To strengthen their capacity to act as 
active owners, two large Dutch pension 
funds are contemplating shrinking their 
equity portfolios from 4,000-5,000 to 
300-400 holdings, a potential reduction of 
more than 90 per cent. In the UK, a large 
investment house abandoned the practice 
of replicating, or ‘hugging’, market indices 
several years ago and today takes sizeable 
positions in a small group of core holdings.

A further benefi t of fewer portfolio 
holdings is that it will likely instil a stronger 
investment discipline. Legendary investor 
Warren Buff et has noted that ‘a policy of 
portfolio concentration may well decrease 

risk if it raises, as it should, both the 
intensity with which an investor thinks 
about a business and the comfort level he 
must feel with its economic characteristics 
before buying into it’.

Firms that construct market indices 
can help investors to realise this objective 
by shrinking the number of companies in 
the largest indices or developing substitute 
benchmarks that provide broadly equivalent 
exposure to each market segment but 
contain fewer companies.

Re-orient the passive investing 
model
Fourth, asset owners and asset managers 
should work together to change the 
business model and governance approach 
of passive funds so that stewardship 
is featured more prominently. How 

passive funds approach stewardship is 
highly significant given their present size 
and expected growth. Towers Watson 
predicts that, over the next ten years, the 
proportion of institutional investor assets 
allocated to passive investing will increase 
from 25-33 per cent to 50 per cent.

While it may not be reasonable to expect 
passive funds to adopt the same resource-
intensive intervention approach as focus 
funds with respect to individual holdings, 
it would seem sensible for them – at a 
minimum – to focus on ensuring a sound 
regulatory framework and undertaking 
regular, low-intensity engagements with 
portfolio companies.

To encourage passive investment 
managers, asset owners may wish to provide 
explicit incentives – such as fees for good 
stewardship as suggested above – and 
revise the metrics used to evaluate their 
performance. For example, tracking error 
performance could be supplemented by 
metrics that capture changes in ‘beta’ over 

time, such as a multi-year rolling price-
earnings ratio or return on equity of the 
stock market or a market segment.

As investment houses expand their 
passive product off erings, they should 
supplement the traditional marketing 
focus on low cost and tracking error 
performance with an emphasis on good 
stewardship.

If passive managers are unable or 
unwilling to discharge their stewardship 
responsibilities competently, asset owners 
should consider undertaking these activities 
themselves or outsourcing them to specialist 
providers or industry associations.

Clarify fi duciary duties
Lastly, policymakers should clarify to 
asset owners and asset managers that 
discharging fiduciary obligations requires 

thorough examination of both short- 
and long-term considerations. It is also 
important to stress that – when making 
investment and other important decisions 
– qualitative assessments could be as 
vital as quantitative data, especially when 
precise calculations cannot be made easily, 
such as regarding the value of a vote. 

Furthermore, some commentators have 
suggested reforming fi duciary standards 
so that pension fund trustees feel less 
compelled to conform to mainstream 
practices regarding their investment and 
stewardship approaches.

CONCLUSION
While not all investors need to be stewards 
and stewardship obligations should be 
allowed to be discharged in different 
ways, tackling the underlying structural 
impediments will make it easier – and 
more natural – for asset owners and asset 
managers to adopt an active, long-term 
oriented mindset. 

"Discharging fi duciary obligations requires thorough 
examination of both short- and long-term 
considerations."
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PENSION FUNDS INVESTMENT IN 
INFRASTRUCTURE: A SURVEY 

This paper can be downloaded at: http://www.oecd.org/dataoecd/59/33/48634596.pdf 

This paper will also be made available on the Global Forum website: 

http://www.oecd.org/document/17/0,3746,en_2649_34853_48177425_1_1_1_1,00.html 

About the study: The OECD Project on Infrastructure to 2030, published in 2006/7, already 

recognized the growing importance of investment needs to 2030 for infrastructure in telecommunication, 

electricity, water and transport, while highlighting at the same time the notion of an emerging 

“infrastructure gap”. To bridge this “infrastructure gap” institutional investors were identified as one of the 

most promising candidates and it was decided to further review opportunities and barriers to investment in 

infrastructure from the standpoint of pension funds.  

A survey of a sample of the most significant actors was then launched by the OECD within the 

framework of the OECD Project on Transcontinental Infrastructure 2030-2050. The main countries that 

have been covered by the study are Australia, Canada, South Korea, USA and various jurisdictions 

throughout Europe.  

The objective of this survey-based study was to understand the main problems encountered by 

pension funds when investing in infrastructure. In order to do so, a brief analysis of the evolution of the 

infrastructure and pension fund market in each country was undertaken. On the basis of the barriers to 

investment identified in the study some policy initiatives are proposed. 

The focus of the study was mainly on (unlisted) equity investment given the different dynamics and 

drivers underlying pension fund investment in debt infrastructure and different subjects involved in the 

investment decision.  

The analysis was structured on a country-by-country basis to underline different stages of evolution of 

investment in infrastructure and specific problems encountered and solutions proposed in each market. 

Although the development of each pension and infrastructure market has taken a unique path, they may 

provide useful examples and lessons in understanding the potential of infrastructure investment markets 

now developing in other countries. 

Findings are mainly based on interviews with industry professionals as the existing data sources are 

limited, particularly with regard to infrastructure investment policy and risk management. The information 

acquired in interviews complements that obtained from a literature review, selected pension fund annual 

reports, and an analysis of the available data sources.  

The selection of interviewees was tilted towards large-sized defined-benefit, occupational pension 

funds, since these funds represent a large share of overall infrastructure investment and in some cases have 

developed investment policies specific to infrastructure. Interviews were held with managers of 

institutional investors holding assets that collectively totalled over US$4tn at the end of 2010. Besides 

pension funds themselves, a number of  investors from the insurance sector, and prominent financial 

consultants, infrastructure funds, multilaterals, academics, advisors to treasury and infrastructure 

departments, were also consulted. 

The inputs to the present report also incorporate advice and guidance from participants in the Steering 

Group of the OECD Project, as well as work and publications of line Directorates of the OECD. 

http://www.oecd.org/dataoecd/59/33/48634596.pdf
http://www.oecd.org/document/17/0,3746,en_2649_34853_48177425_1_1_1_1,00.html
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the Korean country study. 
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This paper can be downloaded at: www.oecd.org/daf/fin/wp 

This paper will also be made available on the Global Forum website: 

http://www.oecd.org/document/17/0,3746,en_2649_34853_48177425_1_1_1_1,00.html 

Abstract: Pension funds are increasingly looking at infrastructure investment with some investors 

actively pursuing opportunities in the sector. Different countries are at different stages in the evolution of 

pension fund investment in infrastructure.  

A survey of a sample of the most significant actors was launched by the OECD in May 2010 within 

the framework of the OECD Project on Transcontinental Infrastructure 2030-2050. Based on the survey a 

series of barriers to investment were indentified. This paper draws largely on the results of the survey. 

Looking ahead, it can be expected that favourable conditions such as the growth of pension funds, 

privatisation trends and changing regulations, will continue to increase the interest of institutional investors 

in general, and of pension funds in particular, in infrastructure investment. 

However, overall investment in infrastructure is still limited and a high proportion of pension funds 

are not currently investing. In order to attract pension fund investment in infrastructure and guarantee the 

success and sustainability of the investment in the long term, several barriers to investment need to be 

addressed, some specific to pension funds other affecting investors more generally. 

Policymakers have an opportunity to act now. In the wake of the financial crisis, institutional 

investors are redefining their investment and risk allocation strategies. At the same time new financial 

regulation potentially affecting investment in infrastructure is being drafted. The crisis, while highlighting 

many of the risks associated with infrastructure, it has also provided an opportunity for the asset class to 

mature, in terms of building the experience of both investment teams and investors, and ushering in more 

realistic risk and return expectations. 

Moving from the current mindset to a longer-term investment environment requires a transformational 

change in investor behaviour, i.e. a new “investment culture”. The market, by its nature, is unlikely to 

deliver such a change. Major policy initiatives, in a variety of areas are needed. Some of these initiatives 

are considered in this paper. 

Policy actions proposed in this paper are based on initial OECD research undertaken and are intended 

to generate debate and discussion. Comments are welcome by the author. As part of the OECD project 

“Institutional Investors and Long Term Investment” further research is planned on these topics. Ultimate 

goal of the project is to provide a set of final policy recommendations to be adopted by governments and 

interested parties. 

http://www.oecd.org/daf/fin/wp
http://www.oecd.org/document/17/0,3746,en_2649_34853_48177425_1_1_1_1,00.html
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THE ROLE OF PENSION FUNDS IN 
FINANCING GREEN GROWTH INITIATIVES 

This paper can be downloaded at: www.oecd.org/daf/fin/wp 

This paper will also be made available on the Global Forum website: 

http://www.oecd.org/document/17/0,3746,en_2649_34853_48177425_1_1_1_1,00.html 

Abstract: It is estimated that transitioning to a low-carbon, and climate resilient economy, and more 

broadly „greening growth‟ over the next 20 years to 2030 will require significant investment and 

consequently private sources of capital on a much larger scale than previously. With their USD 28 trillion 

in assets, pension funds - along with other institutional investors - potentially have an important role to 

play in financing such green growth initiatives.  

Green projects - particularly sustainable energy sources and clean technology - include multiple 

technologies, at different stages of maturity, and require different types of financing vehicle. Most pension 

funds are more interested in lower risk investments which provide a steady, inflation adjusted income 

stream - with green bonds consequently gaining interest as an asset class, particularly - though not only -  

with the SRI universe of institutional investors.  

Yet, despite the interest in these instruments, pension funds‟ asset allocation to such green 

investments remains low. This is partly due to a lack of environmental policy support, but other barriers to 

investment include a lack of appropriate investment vehicles and market liquidity, scale issues, regulatory 

disincentives and lack of knowledge, track record and expertise among pension funds about these 

investments and their associated risks. To tap into this source of capital, governments have a role to play in 

ensuring that attractive opportunities and instruments are available to pension funds and institutional 

investors.  

This paper examines some of the initiatives that are currently under way around the world to assist 

and encourage pension funds to help finance green growth projects. It is drafted with a view to inform 

current OECD work on engaging the private sector in financing green growth. Different financing 

mechanisms are outlined, and suggestions made as to what role governments in general, and pension fund 

regulatory and supervisory authorities in particular, can play in supporting pension funds investment in this 

sector. The paper concludes with the following policy recommendations: provide supportive environmental 

policy backdrop; create right investment vehicles and foster liquid markets; support investment in green 

infrastructure; remove investment barriers; provide education and guidance to investors; improve pension 

fund governance. 

 

http://www.oecd.org/daf/fin/wp
http://www.oecd.org/document/17/0,3746,en_2649_34853_48177425_1_1_1_1,00.html

	Conference proceedings coverpage
	Table of Contents
	Conference proceedings Shortened with sR.pdf
	Proceedings text
	Proceeding shortened version.pdf
	SADC Report shortened version.pdf
	Latin America paper shortened version
	DEVELOPMENT CENTRE WORKING PAPERS
	CENTRE DE DÉVELOPPEMENT DOCUMENTS DE TRAVAIL
	Table of contents
	Acknowledgements
	PREFACE
	RÉSUMÉ
	ABSTRACT
	I. INTRODUCTION
	II. SETTING THE CHALLENGE: PENSION COVERAGE  IN LATIN AMERICA
	II.1. The challenge of pension coverage in Latin America
	II.2. Main data sources
	II.3. Defining and measuring pension coverage
	Figure 1. Pension coverage rates of the elderly by income level (percentage, pension beneficiaries over population over 65 years)
	II.4. Pension coverage among workers
	Figure 2. Pension coverage rates by income level (percentage of workers covered)
	II.5 Lessons from pension reform and contribution behaviour in Latin America

	III. informality and work status
	III.1. Measuring informality
	III.2. Formality and informality in Latin America
	Figure 3. Workers by employment category and income group

	IV. PENSIONS AND INFORMALITY
	IV.1. (In)formality and pension coverage
	Figure 4. Pension coverage rates of formal workers by income level (percentage of workers covered)
	Figure 5. Pension coverage rates of informal workers by income level (percentage of workers covered)
	Table 1. Covered workers and formality, by level of income
	Figure 6. Pension coverage of workers by employment category and income group
	IV.2. An empirical analysis of contribution determinants in Brazil and Chile
	Table 3. Determinants of contributing to the pension system: Chile 2006

	V. Covering the uncovered: on policy options
	VI. CONCLUSIONS
	ANNEX
	Table A1. Household surveys data and definitions
	Table A2. Household surveys, questions used by country
	Table A3. Pension Coverage rate by Occupation and sector in Bolivia (percentage of workers)
	Table A4. Pension Coverage rate by Occupation and sector in Brazil (percentage of workers)
	Table A5. Pension Coverage rate by Occupation and sector in Chile (percentage of workers)
	Table A6. Pension Coverage rate by Occupation and sector in Mexico (percentage of workers
	Table A7. Population by occupation and sector in Bolivia (thousands)
	Table A8. Population by occupation and sector in Brazil (thousands)
	Table A9. Population by occupation and sector in Chile (thousands)
	Table A10. Population by occupation and sector in Mexico (thousands)
	Table A11. Summary statistics of variables used in economic analysis

	REFERENCES
	OTHER TITLES IN THE SERIES/ AUTRES TITRES DANS LA SÉRIE

	Nick Barr background document
	Promoting Longer-Term Investment by Institutional Investors
	Simon WONG background document
	Session 5 background document





