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Agenda: four key objectives and principles

* Financial sustainability

* Work incentives

* Linking pensions to life expectancy

e Security in the face of risk and uncertainty



Financial sustainability




Public pension spending
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Demographic (in)determinism
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Demographic (in)determinism
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Work incentives




Trends in pensionable ages

Pensionable age, OECD average, years
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Normal pension age: long-term rules
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Trends in life expectancy at age 65

Additional years of life expectancy at age 65, OECD average
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Life expectancy at pensionable age

Additional years of life expectancy at normal pension age
25

Women OECD

22.5

’_¢—‘

Men OECD —m————
~b-

L

10 I | | | I | I | 1
1960 1970 1980 1990 2000 2010 2020 2030 2040 2050



Linking pensions
to life expectancy




Forecast errors: UK example
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Forecast errors: UK example
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Forecast errors: UK example
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Life expectancy uncertainty

UN OECD projection for 2050
Baseline  projection by percentile of the distribution of projected mortality rates
2010 2050 1st 25th 50th 75th 99th

Life expectancy at age 65 (years)
Men 16.9 20.0 23.2 21.6 21.0 20.4 18.9
Women 20.5 24.0 26.9 25.5 24.9 24.3 22.9
Change from 2010 baseline (years)
Men 0.0 +3.1 +6.3 +4.7 +4.1 +3.5 +2.0
Women 0.0 +3.5 +6.4 +5.0 +4.4 +3.8 +2.4
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How is life-expectancy risk allocated?

e Standard measures of pension entitlements:

— replacement rate and pension wealth

* With a pure DB pension system:

— replacement rate constant with changing life
expectancy

— pension wealth higher for higher life expectancy
 With a pure DC pension system:

— replacement rate falls with higher life expectancy
— pension wealth constant with changing life expectancy



Retirement incomes are a package

* Benefit levels unaffected by changing life
expectancy
— DB earnings-related, basic

* Benefit levels affected by changing life expectancy
— DC, notional accounts

* Benefits levels offset reductions in other schemes

— means-tested, minimum pensions



Index of pension links to life expectancy
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Security




Diversification

‘It is the part of a wise man to keep himself today
for tomorrow, and not venture all his eggs in one
basket’ (Miguel de Cervantes, 1605, Don Quixote)
Pay-as-you-go public pensions:

— sustainable rate of return = earnings growth +
employment growth

Funded pensions

— rate of return in capital market directly or indirectly
affects pension value

Think of pension package as a ‘portfolio’ of
different ‘assets’



Incomes in old age
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Investment risk

Percentile of distribution

10 20 30 40 50 60 /0 80 90

Market data
Rate of return 55 6.1 6.6 7.0 7.3 7.7 8.0 8.5 9.0

Replacement rate 548 63.7 723 802 869 96.7 1049 1204 138.6

Note

10% contribution

OECD average mortality rates

40-year term to age 65

50:50 equity:government-bond portfolio



Market and individual returns

Administrative charges
— 0.75-2.00% in accumulation stage
— 0.25-0.50% for annuity purchase

Tracking error
— 0.25-0.30% reduction in return

Agency and governance effects
Portfolio restrictions
Ageing might reduce future returns



Investment risk

Percentile of distribution

10 20 30 40 50 60 70 80 90
Market data
Rate of return 55 6.1 6.6 7.0 7.3 7.7 8.0 8.5 9.0
Replacement rate 548 63.7 723 80.2 869 96.7 1049 1204 138.6
Rescaled
Rate of return 3.2 3.8 4.3 4.7 5.0 5.4 5.7 6.2 6.7
Replacement rate 322 368 412 452 486 535 576 653 74.2

Note

10% contribution

OECD average mortality rates
40-year term to age 65

50:50 equity:government-bond portfolio
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Other countries
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Conclusions




Policy directions

e Balancing objectives of benefit adequacy and
financial sustainability

— challenges of crisis and ageing
— need to achieve both

* Improving the terms of the trade off
— working longer
— private pensions

— targeting
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