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I ntroduction

In the last year and a half the world has witnessed a remarkable reduction in
the valuation of asset prices in developing countries. Measured in dollars, stock
values declined by roughly 30 percent in relatively well managed and politically
stable emerging economies like Poland, and by roughly 75 percent in poorly managed
and politically troubled economies like Indonesia.  This international meltdown of
financial markets provides both an occasion and argument for critiquing the World
Bankj s appoachto pers onrda m Thereasonis tha exd s ve a pedo mnan
investment in domestic asset markets is a central tenant of that approach and the
source of avariety of equally misguided advice.

Although the World Bank will be the target of this prosecution, itj sfa fro

the only defendant. The Bankj s app oach has been endased ether expidtly o



implicitly, by other major lending institutions, such as the International Monetary
Fund, the Inter-American Development Bank, and the Asian Development Bank.
Since the policies of these international lending institutions are strongly influenced by
the U.S. Government as well as governments of other major donors, the blame for the
World Bankj s pdi ¢ es ma ke shared byt hese gover n nerts s wal

At the outset, it should be acknowledged that the World Bank does not speak
with a single voice on pensions. It has neither a single pension policymaker nor a
pension policymaking committee. Instead, its policy reflects the varied judgements of
its country and research economists who mission together in differing configurations
to work on particular countries. Moreover, the policies recommended for particular
countries are not, at least on the surface, identical. For example, the World Bank has
advocated Chilean-type pension privatization in certain countries and notional
accountsin others.

Whatever their apparent and actual variety, the Bankj s pers onrd a nsrefi ec
and emanate from a common and deeply flawed set of views about the goals and
methods of reforming state pension programs. In promoting these views and pursuing

these goals, the Bank has imperiled not only the pensions of the current and future



elderly of those client countries that adopt its plans. It has also severely limited their
prospects for fundamental economic reform.

To its credit, the Bank has been open to debating its pension policy in avariety
of public forums, including an annual international workshop on pension reform that
the Bankj s Econornc Devé op nert | nditue and Hrvard | rgitue fa Econom
Development jointly sponsor. The criticisms that have been raised by the author and
others of Bank pension policy have generally been dismissed as theoreticaly correct,
but politically na%e. Political naivet’, rdeas heeto the popastiontha th
politicians in the countries the Bank is assisting are precluded, because of political
considerations, from pursuing first- or even second-best policies. Consequently, Bank
economists feel justified in advocating what they, themselves, often acknowledge are
third-best policies.

The lack of central coordination of pension policy at the Bank coupled with
the lack of forceful and appropriate leadership by senior Bank management is, in large
part, responsible for this sorry situation. The Bank economists who construct pension
policies for particular countries are of too low arank to risk advocating and enforcing
a radicaly different approach than has been advocated and enforced by other

collections of Bank economists for other countries. Moreover, the Bankj s tea



approach to providing pension advice via multi-member missions, where the members
must achieve consensus, is a prescription for perpetuating and calcifying particular
approaches to reform no matter what their merits. The team approach not only stifles
policy innovation, it penalizes policy dissent by casting the dissenter as a j “nonteam
player.i

In this regard, itj si npatarttodressthd | msianfaluretis ckfi re dwt
the Bank as failure to make the loan rather than as failure to require appropriate
policies as the quid-pro-quo for the loan. Consequently, attempts by mission team
members to defend economic first principals can only be done at the risk of
i jeopardZ ngixthe msio

These micro-level problems of mission control have macro-level counterparts.
The Bank increasingly finds itself competing with other major lending institutions in
providing particular countries with policy advice and financial assistance. In this
setting, recipient countries find it easy to play the Bank off against other institutions,
pointing out that they need to j°arte upjxif they wat to kea i{°plaer.j * The can
that the Bank or similar institutions would have no presence in a particular developing
country, particularly a large developing country, appears to override the concern with

whether that presence is actually beneficial.



This critigue begins by outlining the legitimate goals of pension reform and
contrasting these goals with those of the World Bankj s pens onrda mpdicy Nex, i
describes the Bankj s sandard appgroachto pers onréa m Fndly it dfes an dtendiv
pension reform policy entitled the Personal Security System, developed by the author and

Jeffrey Sachs of Harvard University.

. The L egitimate Goals of Pension Reform
There are a number of legitimate goals of pension reform to which the Bank and this
author would both subscribe. The area of disagreement involves how these goals should be

achieved and the legitimacy of goals that go beyond those listed below.

Guaranteeing Adequate | ncome for Workers When they Retire

Thisis the most important goal of pension reform. It is also the goal most endangered
by the Bankj s approach The pers onsysens d nu ner ous deve op ng courtn es have bee
unmitigated disasters on this score, leaving millions of their current elderly in poverty and
millions of their current workers worrying about their own wellbeing in retirement. The goal
of guaranteeing workers; pers ons does nd neantha wha wa kesrece vei n d d age shou

be completely independent of all domestic or international outcomes. But it does mean that



workersj pers ons shoud nd be sujed to excess verisk wheher tha riskis pditicd o
financial. The stipulation that workersj pers ons be adequete neanst ha t hey shou drepac
a reasonable fraction of pre-retirement income; i.e., they should be consistent with lifetime
consumption smoothing. So the adequacy of pension benefits is a relative, not an absolute
concept.

There are two other critical aspects of guaranteeing adequate pensions for retirees.
One is that the transactions costs that arise in delivering gross pension benefits be low. The
other is that pension benefits be paid in the form of real annuities, so that retirees can neither

run out of income nor suffer areal decline in their income if they live too long.

Lowering tax rates on workers

Workers in a host of developing countries face exorbitant average and marginal socia
insurance taxes. These taxes are high not because their nominal rates are high, but because
their effective rates are high. Their effective rates are high for two reasons. First, benefits
are generaly not closely linked at the margin to contributions. Second, there is often very
little likelihood that the additional benefits promised in exchange for additional contributions
will actually be paid. Thus, lowering effective tax rates requires not just formally linking

marginal benefits to marginal contributions, but also making sure these benefits will be paid



with a very high probability. The payoff from lowering effective tax rates comes in the form
of increased labor supply, a reduction in economic inefficiency " C wha econo g s cdlexcess

burden ” C andi noreased pati @ peti on byfri nge wa kersi nthef a na sed a

Helping to Achieve I ntertemporal Fiscal Balance

The long-term fiscal imbalances of many developing countries are inextricably
intertwined with the long-term fiscal imbalances in their pension systems. The basic problem
in these countries is that their governments are bankrupt in a present value sense --- they have
committed to time-paths of pension payments, other social benefit payments, transfers, and
debt service whose present value vastly exceeds the present values of their projected taxes.
To cope with this imbalance, many of these countries effectively default on their pensions
and other promises, including the wages they are paying government workers, by printing
money and, thereby, reducing the real values of these payments. While this policy lets these
governments pretend they are meeting their obligations, no one is being fooled. Meantime,
the economy is being put at grave risk because the government is undermining the means of
payment.

To keep the public from substituting into hard currencies and, thus, nullifying their

remaining channel of finance, governments, as most recently demonstrated by Russia, ban the



use of hard currencies. In so doing, they also, in effect, ban foreign investment “Can ad o
pure economic suicide. Why? Because banning the use of hard currencies means that foreign
investors will be paid (but not necessarily on time) the return on their investments in
domestic currency whose real value is subject to enormous uncertainty. This uncertainty
arises because no one knows the degree to which the government will, for whatever reason,
choose to debase the currency.

Pension reform holds the prospect of redefining the governmentj s obi gdi ons sot ha
it can actually fulfill, rather than effectively renege on, its promises. Stated differently, it
holds the promise of realigning the present value of government receipts and expenditures so
that the government will no longer need to resort to printing money to pay its bills. But the
only way to ensure that any particular reform produces this outcome is to evauate the
governmentj s pe and pot-re a mfiscd fi nancesin presert vdue Ths can be done b
establishing a set of generational accounts, as roughly 30 countries around the world have
done or are doing, or, more simply, by comparing the present values of future tax revenues
and expenditures (including debt service). Armed with such a framework, one can quickly
see whether any particular pension reform under consideration will mitigate or exacerbate the
governmentj sntertemporal budget gap, defined as the excess, measured in present value, of

projected future expenditures over projected future receipts. Reducing the governmentj



intertemporal budget gap is a vital goa for pension reform because without the reform;
contribution to fiscal solvency, it will be neither credible nor effective in delivering the
benefits it promises.

The concern about the contribution of pension reform to overall fiscal solvency is
often called the issue of transition finance. The key question concerning transition finance is
whether during the transition to a new pension system, the reform provides enough sources of
revenues to pay off, in present value, the benefit obligations that are recognized as part of
phasing out the old system. Pension reforms generally redefine, in the downward direction,
these obligations as well as the receipts to pay off these reduced obligations. Thus transition
finance analysis, when properly done, simply asks how the reform is affecting the
governmentj sinatenpaad budgd gapi.e, whahe the pesert vd ue dffeence ba vee

the governmentj sf u ure expendt ues andrece gsrises afdls

[I1. TheWorld Bankj s Rers on Rf or m Ga

The World Bank certainly says that it shares the above goas. But its actions speak
for themselves. These actions are guided by three additional goals that are fundamentally
incompatible with the above set. These are fostering the development of 1) a capital market,

including stock, bond, and mortgage markets, 2) a private pension industry, and 3) a private



insurance industry. To achieve these ends, the Bank advocates that workers be forced to
i°savejx by nking catrihtiosto dondic pesi conpaies wo Wl thenusethe fun
to purchase domestic securities and domestic insurance products.

Now, in of themselves, these additional goals are fine aspirations. What country
wouldnj t wart t o haveits ownd ock nar ket, pend on co npan es andi rsurancei ndugry? Th
problem is that the comparative advantage of Bolivia, Russia, Kazakhstan, and other Bank
client countries is decidedly not in operating securities markets, running pension companies,
or in providing insurance. In propounding these goals, the Bank not only advises its client
countries to pursue their comparative disadvantages, it aso coerces them to do so though the
conditions it stipulates on its loans.

Countries like Kazakhstan, Bolivia, and Russia have much better things to do with
their scarce resources. But instead of encouraging them to engage in free trade and to import
the securities, pension administration, and insurance services they need, the Bank mandates
that they turn a blind eye to redlity "Ctothefad tha thereis anexraacd nay dfic et wal
securities market, pension industry, and insurance industry that awaits their beck and call.

The developed world produces the kinds of financial products a small developing
country might produce, but at very much lower cost. It also produces financia products that

a small developing country is ssimply unable to produce, namely financial products that



involve international risk diversification and the exploitation of economies to scale. One of
these products is an internationally diversified portfolio with extremely low transactions cost.
Another is an annuity insurance contract with very low loads and the pricing of mortality risk
based on reinsurance -- the ability of major insurance companies to hedge their risks via risk-
sharing arrangements with other insurance companies. A third is pension administration that
utilizes state-of-the-art computer technology developed at high cost because it would be used
for avery large number of clients.

When confronted with their financial mercantilism, Bank economists utter four
excuses. 1) a large share of the pension assets arising from pension reforms need to be
invested at home to maintain or increase domestic investment, and making these domestic
investments requires the development of pension companies to collect and invest
contributions, domestic securities markets to channel these investments, and domestic
insurance companies to convert pension assets into retirement annuities, 2) i °pditi cd redity
precludes jtheadicd ncdies i+ adineting ébroadissirmpy a pitiad nonstate, 3 t
difference between having all rather than a significant minority of pension assets invested
abroad is not large and the Bank advocates investing a portion of assets abroad, and 4) terms

of trade risk makes investing all pension assets abroad too risky.



|nternational Capital Mobility

None of these excuses hold water. First, from the perspective of an economically
small developing country the world capital market has gigantic stocks of capital that are
available to import. Indeed, there is ample evidence that the world capital market waits with
baited breath to invest in those developing countries that have transparent and sound
economic policies. Therej s dsoanpe and veryrecert ev dencethd, & a nonertj s rdic
global capital will flee developing countries that do not have such policies. To grasp the size
of the world capital market compared to that of a developing countryj s ndetha curen
market valuation of the Russian stock market is less than the current market value of Home
Depot "Casnde redi ve yi nausp ¢ ous US co npany

Instead of insisting that developing countries adopt sound and transparent policies
(the most important of which is opening themselves up completely to direct foreign
investment and competition in all areas of commerce, banking, finance, and insurance and
adopting US or EU regulatory, reporting, anti-trust, and supervisory laws and institutions),
the Bank adopts the attitude that since its client economies arenjt gongto open up th
Bankj sjobisto hdpthemday d ssed $ncethe Banktakesfinandd narke d csue a

given, it concludes that the only way to increase domestic investment is through increased



domestic saving. This s akin to telling someone dying of thirst to dig a well rather than sip

from the faucet.

Political Reality and Theoretical Niceties

Second, the Bank has the power to create its own j °pditi cd redity j+ It canda the
make full international investment and diversification of pension assets a sine qua non for its
approval of pension reform loans or b) overcome any nationalistic objection to the full
international investment and diversification of pension assets on grounds of reduced domestic
investment by providing capital inflows, in the form of loans, that maintain, if not increase,
the level of domestic investment. Furthermore, the art of politicsis selling ideas. The idea of
investing abroad in a fully diversified manner at low transactions cost with Western custodial
arrangements should not be a hard thing to sell, if one tries. This is especialy true if one is
selling to a public, like the Russian one, that can otherwise look forward to being forced to

invest at high transactions costs in highly risky domestic investments.

The Fixed Costs of Investing Pension Assets Domestically

Third, the difference between having al or most pension assets invested abroad is

potentially huge not only for reasons of financial and political risk diversification but aso



because of the very considerable fixed costs of setting up and then regulating, supervising,
and insuring (as lender of last resort) domestic securities markets, pension companies, and
insurance companies. The moment a country decides, as part of its pension reform, to invest
even one dollar domestically, it is forced to a) establish pension companies to collect that
dollar, b) decide how to regulate and supervise those companies, c) determine the securities
in which the pension companies can invest, d) regulate the market in the securities in which
the pension companies invest, €) specify how to annuitize the withdraw by contributors of
their accumulated pensions, and f) regulate and supervise the insurance companies selling the
annuities.

Moreover, in both advocating and enforcing less than 100 percent foreign investment
and diversification of pension assets, the Bank signals to its client countries that is not
particularly concerned about investing pension assets abroad. These countries take this signa
to heart, so when it comes to pension reform, they mandate very little, if any, international
investment and diversification of their pension assets.

Lots of problems emanate from this decision. To begin, in many of the Bankj s di en
countries, there are very few firms listed on the domestic stock exchange and an even smaller

number of firms comprise the bulk of the stock marketj s vd ueti on  Apat front he & ock



and bonds of these firms, there are only two other assets “ Cgover n nert deld and nut gage
and other private loans ™ Csutab ef a pers onf undi nvest nerts

Hence, the Bank finds itself advising countries to risk large proportions of their
workersj rdirenert incones on @ thefatunes d a handu d donesti c co npanes whos
future success is highly uncertain, b) nominal government bonds that are subject to effective
default via government-produced inflation, and ¢) mortgages and other private loans whose
repayment is also subject to great risk. To make matters worse, the return to domestic
portfolios in developing countries is highly dependent on the performance of the overall
economy “Cthe sane econonytha ddea mnesthe wages d pens on cortribiuas  Hence
putting workersj pers onsi n do nesti ¢ assd's ends up gedl y co npound ngt heri skst hey fac
on their human capital.

Bank staff are not entirely oblivious to these problems. They refer to them when they
worry out loud that the financial preconditions for pension reform (as they define such
reform) are i nappopidejx Inrespose they nuifythar standard agroach to pesi
reform by either @) requiring that, at least in the short run, the bulk of pension fund assets be
invested in government bonds or b) abandoning entirely the privatization of the pension

system and installing a notional pension system that continues to leave the country saddled



with a pay-as-you-go system, albeit one that may be less expensive and that provides better

linkage between marginal pension contributions and marginal pension benefits.

Real Exchange Rate Risk

Fourth, for most Bank client countries, improvements in real exchange rates are
positively correlated with the economy; s paf a nance Hence i nvesti ng alr oad prov des a
opportunity to hedge real exchange rate risk; i.e., when the real exchange rate is high and the
economy is performing well, the relative value of onej sf ae gnassds wl bel o wbecase o
the appreciation of the exchange rate, whereas when the real exchange rate is low and the
economy is performing poorly, the relative value of their foreign assets will be high because
of the depreciation of the exchange rate.

Moreover, even if the correlation between a countryj s red exchangerae andit
economic performance is negative, the gains from international diversification and investing
at low transactions costs would amost surely outweigh any risks to foreign investment
arising from real exchange rate movements. Compare, for example, investing in the stocks
and bonds of a handful of companies in Bolivia with investing in the stocks and bonds of the
thousands of major companies of the world and the bonds of al of the worldj s deve oped an

developing countries.



TheWorld Bankj s Approachto Rens on Rf o

The Bankj s app oacht o pers onrd a mhest hef dl o wngten & e nerts

Promise workers benefits accrued under the old system. In defining these benefits, raise
the old system; srdire nert ages andreducet he gene asty d t he benéit fa mia
Reduce workers payroll taxes and mandate that workers contribute all or a portion of their
payroll tax cutsto individual pension accounts.

Establish competing domestic pension companies to accept and invest workers;
contributions.

Require that pension companies invest the bulk of their deposits domestically -- in
government bonds, private bonds and mortgages, and the local stock market.

Permit pension companies to compete with one another for contributions.

Establish a high, non-earnings related minimum pension benefit to protect workers
against low or negative rates of return earned by their pension companies.

Pay for the minimum pension benefits on a pay-as-you-go basis.

Establish regulations to supervise the operations of the pension companies and the

domestic securities market.



9. Permit governments to deficit-finance their transitions to the new system without
checking the implications of this policy for the government;j si nate npaad bugd gap
10. Allow individuals to take their benefits in non-annuitized form in old age or to purchase

annuities on their own.

Problems with the World Bank Approach
The Bankj s appoachto pers onrda mhas as nany pobbers asit has fedues
Most of the problems, many of which have already been mentioned, stem from the Bankj

insistence on investing pension fund assets at home.

TheBankj slnrdgence ona Mn mumPers o

The Bank includes a minimum/basic pension as part of its standard pension reform
package. Why? Because it knows that the domestic investment of pension fund assets that it
is also promoting is extremely risky and could easily turn sour. Consequently, it feels
compelled to protect retirees with respect to just such an outcome by insisting on a high
minimum benefit. To make matters worse, the Bank encourages countries to finance their
minimum benefits on a pay-as-you-go basis. In so doing, the Bank is installing essentially

the same kind of system the country desperately needs to eliminate. In the long run, the



country still has a high payroll tax or some other tax that is financing the high minimum
benefit. In addition, there is no linkage, at the margin, between the taxes workers pay for the
minimum benefit and the size of this benefit; i.e., all workers get the same benefit regardiess
of their earnings.

This rear guard action by self-styled Bank reformers to preserve the status quo is
dubbed the first pillar of a three-pillar system, in which the second pillar is a privatized
pension program, and the third pillar is voluntary occupational pensions. Unfortunately, the
first pillar is areal killer. 1t not only Kills the prospect of ever truly escaping pay-as-you-go
finance of government pensions. Itj s dso wsedto excwse a very hgh degee d exre na

risky domestic investment in the j °pi vati zedij+ secord pl la

Fiscal Malfeasance in the Name of Pension Reform

The term privatized certainly deserves quotes here.  The preponderance of
government debt in the portfolios of the newly created pension companies in countries that
adopt the Bankj s appoachrasesthe question d whd her the ertirerda mis 9 npy a
elaborate shell game. In this putative shell game, workers, in the new regime, make
contributions to their pension funds, rather than to the government, and the pension fund

turns around and gives the contributions right back to the government as loans. So the cash



flow from the workers to the government remains the same. In the old system, workers
receive implicit 1.0.U.s to future government pension benefits in exchange for their
contributions, whereas under the new system they receive, via their pension funds, explicits
1.0.U.s (government bonds) that promise to pay interest and principal.

If the implicit and explicit 1.0.U.s have the same present value, then the j°rd a m+ h
not reduced the present value of the governmentj s fuue expendtues "Gt hassim
relabeled them. Of course, the typical pension reform also involves changes in the present
value of future government receipts. If this present value is also left unchanged by the reform,
the entire enterprise will, from the perspective of the government;j si tate npaad budge gap
be just a shell game.

Bank-supported reforms typically include significant reductions in the accrued
benefits paid to workers under the old system. Indeed, the Bank has, over the years,
developed a sophisticated software package, entitled PROST, to calculate precisely how
much benefit obligations are reduced by pension reform. So Bank-supported reforms are
certainly not shell games. Unfortunately, once one takes account of the receipt side of the
ledger, Bank-supported reforms may be worse than shell games, at least from the perspective

of the government;j si tete npad budgd gap



The problem is that the Bank does not check whether the present value of receipts
arising from its reform rises or fals, and, if it falls, whether it falls by more than does the
present value of expenditures. To do this, one needs to consider the change in the present
value of al government receipts arising from the reform, not just the change in the present
value of payroll taxes that directly finance pension benefits. Unfortunately, the PROST
model is not yet equipped to handle all government receipts.

Why does one need to understand the change in the present value of all receipts? The
reason is that, over the short- and medium runs, Bank-supported pension reforms typically
involve deficit finance of the difference between the benefits payable by the old (pre-reform)
pension system and the reduced payroll tax receipts. If the interest and principal on this new
debt issue is repaid with tax revenues, rather than simply borrowed, those tax revenues will
most likely be general revenues, such as income taxes or value added taxes.

Since the Bank isnj t abh et o check how much d t he ne wyissued deli ist o berepad
it isnjt abe to say whehe the réa misredud ng a inoead ng the diert-courtry;
intertemporal budget gap. Worse, since the Bank itself isnj t ald et o check it doesn t reaqi
the client country to check either. Nor, apparently, does it bother telling the client country
that the debt it issues in the course of reforming its pension system needs to be repaid; i.e.,

that the country needs to dedicate a stream of either a) future genera revenue, b) future



payroll taxes in excess of benefits payable under the old system, or c) future spending cuts to
cover this debt. In doing and not doing all these things, the Bank is encouraging and
promoting fiscal malfeasance of the first order. Worse yet, the Bank is lending its clients the

funds to engage in this malfeasance.

Kazakhstan ” C An Exa np

Lest this accusation of fiscal irresponsibility be viewed as a figment of the authorj
imagination, consider the Bankj s recert | oan d roughy $10Q 00Q 000tothe Kazakhga
Government in support of its pension reform. The Kazakhstan reform features an immediate
10 percentage-point cut in the 25 percent payroll tax funding pension benefits with another 10
percentage-point cut to be made over the following 10 years. The reform also entails a
modest increase in the existing systemj srdire nert age and so ne redudi oni nt he accr ue
benefits owed to existing workers for service under the old system. These benefit cuts
notwithstanding, because of population aging, Kazakh aggregate real pension benefits are
projected to remain essentially unchanged over the next quarter of a century according to the
Bankj s own bendit g ¢edi os

How is the huge loss in payroll tax revenues to be recouped so that Kazakhstan can

pay these pension benefits? The answer is borrowing -- borrowing from the new pension



funds as well as borrowing from the Bank, the IMF, and the Asian Development Bank. The
amount of this borrowing is projected by the Bank to accumulate, in short order, to roughly
40 percent of Kazakhstanj s GDP To pu thsfi guein parspedi ve thsis appox natdyth
ratio of official government debt (measured by the sum of past National Income Account
government-sector deficits) to GDP in the U.S. Hence, we have the Bank, IMF, and ADB
supporting a policy that will, over the space of a few years, encumber Kazakhstan with as
much debt (relative to its GDP) as it took the United States over two centuries to accumulate!
TheBankj sddedrai ondesfaths pdicy ae dthad Kazakhg ancan &f a dt hsl eve
of debt given its prospective oil and related revenues and b) the cuts in payroll taxes will
stimulate labor supply in the covered sector and expand the tax base. Hypothetical oil
revenues and extreme supply-side economics is not a basis for risking a nation; s fisca
solvency. Kazakhstan can ill afford reckless fiscal policy, which is precisely what The World

Bank is endorsing.

TheBankj slnvest nert Adice ™C A Aalo

In the case of Kazakhstan, pension assets that arenj ti mned & é y handed backto th
government as loans are to be invested in the stocks and bonds of Kazakh firms and other

domestic assets. Kazakhstan is certainly a large country, but the contributions that its



workers will make to their pension funds appear to be less than those that are made each year
to the California state pension plan that covers state employees. To put the Bankj
investment advice in perspective, consider how the Bank would advise the State of California
to invest its pension assets. The answer is that it would tell the state to invest only in
California companies. In so doing, the Bank would preclude investing in GM, Coca Cola,
Microsoft, Toyota, Pierre Cardin, British Airways, Siemens, and the thousands of other major
companies throughout the developed and developing world that arenjt headquateed i

California. This would seriously jeopardize the central goal of providing California State
workers with reliable pensions. The state employees wouldnj t ¢ andf a'it, andt hetr .t ess o

the statej s pers onsys e mwou d besuedf a derdidi on d ther fi dud ayrespons bliti es

Letting Workers Use their Pensionsto Try to Beat the Market

Regardless of whether the Bank forces workers to invest domesticaly or
internationally, there is no reason to establish a set of pension companies who compete with
one another to j°bed the narke. j+ By dfintio, rot everyone can bet the aerag.
placing workers in pension funds that hold different assets is a prescription for increasing the

inequality in their accumulated pension wealth and, therefore, in their retirement living



standards. The simple way around this problem is to require that all workersj pers ons b
invested in the same portfolio. But in this case, one doesnj t need a pers oni ndugryt oi nves
pensions or to pay the high fees, bid-ask spreads, and other charges collected by top money

managers. One simply needs to hire a computer.

Annuitization of Accumulated Account Balances

There is ample evidence from the U.S. and other developed economies that the private
annuities market does not function well and has very few participants. Letting workers cash
out their pensions in non annuitized form is an invitation for them to cash out too soon and
run out of income if they live longer than they expect. Leaving workersto purchase annuities
from the private insurance market when they retire is an invitation for them to lose a
significant fraction of their old age resources in the form of insurance loads. The World Bank
is issuing both invitations in adopting its laissez faire attitude about withdrawing pension

account balances in old age or purchasing annuities from the private insurance market.



IV.  ThePersonal Security System
Having complained at length about the Bankij s approacht o pers onrd a mitj s n
time to present a straightforward and sensible alternative entitled The Personal Security

System or PSS. The PSS has the following features.



. Maintain benefits for current retirees.

. Abolish current pension system at the margin, but provide workers in retirement the
benefits they could reasonably expect to have accrued under the old system. Thisis much
less than what they were being promised by the old and bankrupt system.

. Mandate that workers contribute a fixed percentage (e.g., 8 percent) of their wages to

Personal Security Accounts.

. For married workers, allocate half of their contributions to their own accounts and half to

their spouses;

. The government matches workersj PSS cortri bui ons on a pogess ve bess and nake
contributions on behalf of disabled workers.

. All PSS contributions (and the government matching contributions) are invested in @)
special issue PSS bonds and b) a market-weighted global index fund of stocks, bonds, and
real estate.

In the short run, World Bank and IMF assistance as well as proceeds from privatizations
would be used to pay for benefits owed to retirees. Hence, in the short run, all workers;
contributions would be invested in the globa index fund. This would dramatically

improve incentives for working in the formal sector and paying taxes.



8.

10.

11.

12.

When a birth cohort reaches age 60, its accumulated PSS account balances are gradually
transformed into inflation-protected pensions. Each day, until the cohort reaches age 70,
aportion of the cohortj s ouis and ng bd ances a e convertedt o pers onrs  Each ne nbar o
the cohort receives a pension in proportion to its share of the cohortj s cdl edi ve bd ances
Workers who die prior to age 70 bequesth their non annuitized account balances to their
spouses, children, or other designated beneficiaries.

Benefits owed under the old system are financed by a) maintaining some part of the
payroll tax, b) paying current workers their accrued, rather than their projected,
government pension benefits in retirement, c) cutting or limiting the growth of
government purchases, and d) through grants from the World Bank and the International
Monetary Fund. A detalled intertemporal budget gap analysis would be undertaken to
ensure that the reform ends up significantly reducing the gap on balance.

Once the transition is complete, the payroll tax dedicated to financing the transition is
eliminated. Short-run cash-flow deficits during the transition are covered by the issuance
of special-issue, inflation protected, 3 percent government PSS bonds. At the end of the
trangition, these bonds are completely retired.

The level of the dedicated payroll tax is set to ensure that, over the transition period, the

present value of al revenue sources equals the present value of pension benefit payments



due under the old system. Discounting is done at the 3 percent real rate paid by the PSS
bonds. This ensures that at the end of the transition period, the dedicated payroll tax will
be eliminated. This financing scheme determines at each date the amount of special-issue
PSS bonds that need to be purchased by the PSS Trust. Any and al residual account
balances held by the PSS Trust will be invested in the global index fund.

13. Workers receive quarterly PSS account statements. The PSS accounts represent private
property.  Contributions to PSS accounts are not subject to income taxation, but
withdrawals from PSS accounts are subject to income taxation. This affords
consumption-tax treatment to these accounts.

14. The government puts out to international bid the separate jobs of a) collecting PSS
contributions and paying out PSS pensions, b) investing PSS contributions in PSS specia
issue bonds and the global index fund, and c) converting PSS accumulated account

balances into inflation-protected pensions.

Advantages of the PSS Reform Proposal
The Personal Security System improves benefit-tax linkage, protects non working
spouses, improves intra- and inter-generational equity, resolves the existing pension system;

long-term funding problem, and ensures workers a very high level of retirement income. In



setting its matching contributions, the government can make the PSS system as progressive as
it wants. By investing abroad in the manner recommended, workers become fully diversified
across the world and pay extraordinarily low transactions fees. The country also develops a
reputation for having a fully open capital market that will encourage foreign direct and
financial investment. By requiring collective annuitization of each birth cohortj s accoun
balances, the PSS avoids adverse selection, high insurance fees, and the problem of the
elderly running out of income in old age. In the long run, countries adoting the PSS plan will
succeed in eliminating an extremely onerous payroll tax that reduces the ability of young

people to save and lowers their incentive to work.

V. Conclusion

When it comes to pension reform, The World Bank has too many contradictory goals
that collectively lose sight of the ultimate rationale for a state-run pension system, namely
insuring and ensuring the retirement income of the nationj s warke's  The Bank has nd on
relegated this primary goa to a secondary status, it has encouraged and led countries to
engage in pension reforms that are, fiscally speaking, breathtakingly irresponsible. It istime

for the Bankj st op nanage nert toreassessths pdi cy onits ownte g bu dsoinligh o



the availability of a straightforward aternative " Cthe Rysond Secuity Sygem " Cthat ¢

readily be implemented and that achieves all the legitimate goals of pension reform.



