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I.1. PENSION-SYSTEM TYPOLOGY

There have been numerous typologies of retirement-income systems. The terminology
used in these categorisations has become very confusing. Perhaps the most commonly-
used typology is the World Bank’s “three-pillar” classification (World Bank, 1994), between
“a publicly managed system with mandatory participation and the limited goal of reducing
poverty among the old [first pillar]; a privately managed mandatory savings system
[second pillar]; and voluntary savings [third pillar]”. But this is a prescriptive rather than a
descriptive typology. Subsequent analysts have allocated all public pension programmes to
the first pillar. This has included earnings-related public schemes, which certainly do not
meet the original definition of the first pillar. The most recent addition is the concept of a
“zero pillar”, comprising non-contributory schemes aimed at alleviating poverty among
older people. But this is rather closer to the original description of a first pillar.

The OECD has developed a taxonomy that avoids the concept of pillars altogether. It
aims, instead, for a global classification for pension plans, pension funds and pension
entities that is descriptive and consistent over a range of countries with different
retirement-income systems (OECD, 2004).

The approach adopted here follows this line. It is based on the role and objective of each
part of the pension system. The framework has two mandatory tiers: a redistributive part
and an insurance part. Redistributive components of pension systems are designed to
ensure that pensioners achieve some absolute, minimum standard of living. Insurance
components are designed to achieve some target standard of living in retirement compared
with that when working. Voluntary provision, be it individual or employer-provided, makes
up a third tier. Within these tiers, schemes are classified further by their form (public or
private, defined benefit or defined contribution). This typology therefore clearly separates
form from function, and description from prescription. Table 1.1 summarises the systems of
the 30 OECD member countries divided into the redistributive first tier and the insurance
second tier.

1. First-tier, redistributive pensions
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All OECD countries have safety-nets in place that aim to prevent poverty of the elderly.
These schemes, called “first-tier, redistributive schemes” here, can be of four different
types: social assistance, separate targeted retirement-income programmes, basic pension
schemes and minimum pensions within earnings-related plans. All of these are provided
by the public sector and are mandatory.

In basic pension schemes, the benefit is either flat-rate, i.e., the same amount is paid
to every retiree, or it depends only on years of work (but not on past earnings). Additional
income from other sources does not change the entitlement to the basic pension. Eleven
countries have a basic pension scheme.!

Targeted plans, in contrast, pay a higher benefit to poorer pensioners and reduced
benefits to better-off retirees. The targeting takes three different forms. First, benefits can be
pension-income tested (where the value depends only on the level of pension income a
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I.1. PENSION-SYSTEM TYPOLOGY

Table 1.1. Structure of pension systems in OECD countries

Tier: function First tier: universal coverage, redistributive Second tier: mandatory, insurance
Provision Public Public Private

Type Social assistance Targeted Basic Minimum Type DB DC
Australia O O
Austria O DB

Belgium O O DB

Canada O O DB

Czech Republic 0 O O DB

Denmark O O DB/DC O
Finland O DB

France O ] DB + points

Germany 0 Points

Greece O O DB

Hungary O DB O
Iceland O ]

Ireland O O

Italy ] Notional ac

Japan O DB

Korea O DB

Luxembourg 0 O O DB

Mexico O O
Netherlands ] O O

New Zealand O

Norway O 0 Points

Poland 0 Notional ac 0
Portugal O O DB

Slovak Republic m] Points

Spain O DB

Sweden 0 Notional ac 0 O
Switzerland O O DB Defined credit

Turkey O O DB

United Kingdom O O O DB

United States O DB

DB: Defined benefit.

DC: Defined contribution.

Notes on first-tier schemes: Social assistance refers to general programmes that also cover older people. Targeted covers
specific schemes for older people that are resource-tested. Basic schemes are either universal, flat-rate programmes
or pay a flat amount per year of coverage. Minimum pensions are redistributive parts of earnings-related schemes.
Notes on second-tier schemes: Includes quasi-mandatory schemes with broad coverage. France has two programmes:
the public scheme and mandatory occupational plans. Denmark’s scheme is a hybrid of DB and DC.

Source: Based on information provided by national authorities.

retiree receives), broader-income tested (reducing payments if, for example, a retiree has
income from savings) or broader means-tested (reducing the pension to take account of both
income and assets). There are 18 OECD countries with this type of pension programme.?

Minimum pensions are similar to targeted plans since they also aim to prevent
pensions from falling below a certain level. But the institutional set-up and the eligibility
conditions are different. Minimum pensions, as they are defined here, are part of the rules
of the second-tier, earnings-related pension provision. Usually, retirees must have paid
contributions for a minimum number of years in order to receive this benefit. Minimum
credits in earnings-related schemes, such as those in Belgium and the United Kingdom,
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I.1. PENSION-SYSTEM TYPOLOGY

have a similar effect: benefits for workers with very low earnings are calculated as if the
worker had earned at a higher level.

Finally, five countries do not have specific, targeted programmes for older people. In
these cases, poor older people are entitled to the same general social-assistance benefits
that are available to the whole population.

Half of OECD countries rely on one primary instrument to prevent old-age poverty, but
the rest have a combination of two or three schemes.

2. Second-tier, mandatory, insurance pensions
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The second tier in this typology of pension schemes plays an “insurance” role. It aims
to ensure that retired people have an adequate replacement rate (retirement income
relative to earnings before retirement) and not just a poverty-preventing absolute standard
of living. Like the first tier, it is mandatory. Only Ireland and New Zealand do not have some
form of mandatory, second-tier provision.

Some 17 countries have public, defined-benefit (DB) plans, making them by far the
most common form of pension-insurance provision in OECD countries. In DB schemes, the
amount a pensioner will receive depends on the number of years of contributions made
throughout the working life and on some measure of individual earnings from work.

The next most common form of pension-insurance provision is the defined-contribution
(DC) plan. In these schemes, each worker has an individual account in which contributions are
saved and invested, and the accumulated capital is usually converted into a pension-income
stream at retirement; lump-sum withdrawals are rarely permitted. Typically, the capital has to
be used to buy an annuity, i.e., a guaranteed pension payment until death, which meets certain
conditions (such as indexation of benefits and provision of survivors’ benefits).

There are different ways in which DC schemes are organised. In Australia, employers
must cover their workers through an industry-wide fund or a financial-service company. In
Hungary, Mexico and Poland, DC plans are strictly individual: workers choose a pension
provider without employer involvement. In Sweden, workers pay only a small contribution
into the mandatory individual accounts. They have a wide range of choices of how to invest
their savings. A public agency acts as a clearing house and intermediary between workers and
investment managers. There is additional DC provision for most workers in Sweden under
the quasi-mandatory occupational plans. In Denmark, investments under the national
retirement-savings plan are managed centrally, but with choice of portfolio from 2005.

Finally, some countries have earnings-related schemes that do not follow the
“traditional” DB model. First, there are points systems: the French occupational plans and
the German, Norwegian and Slovak public schemes. Workers earn pension points based on
their individual earnings for each year of contributions. At retirement, the sum of
pension points is multiplied by a pension-point value to convert them into a regular
pension payment.

There are also notional-accounts schemes: the public plans of Italy, Poland and
Sweden. These are schemes which record each worker’s contributions in an individual
account and apply a rate of return to the accounts. The accounts are “notional” in that both
the incoming contributions and the interest charged to them exist only on the books of the
managing institution. At retirement, the accumulated notional capital in each account is
converted into a stream of pension payments using a formula based on life expectancy at
the time of retirement.
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Mandatory contributions to Swiss occupational plans look at first like a DC scheme,
since individuals and their employers must pay a contribution rate that varies with age.
But the government sets the minimum rate of return that the scheme must pay and a
mandatory annuity rate at which the accumulation is converted into a low of pension
payments. This means that the system has strong elements of a DB plan.

Notes

1. Note that Korea is included here because the earnings-related pension scheme has a flat

component which pays a percentage of economy-wide average earnings for each year of
contributions.

2. Some countries, such as Mexico, call part of their pension system a “minimum pension”. But since
this is a separate scheme from the second-tier plan, it is here classified as a “targeted” plan.
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