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Part one: Theoretical background

1. Introduction

Pensions are long-term financial (insurance) contracts. Similarly to most long-term and financial
agreements, efficient contracting requires that consumers are well-informed. However, pension
systems have features that distinguish them from other long-term relationships as well as other
financial contracts, and enhance the usual information needs even further. A typical long-term
contract or a typical financial contract includes an offer and a counter-offer that are both made
when the contract is concluded. By contrast, pensions tend to be relatively one-sided contracts.
For example, defined contribution schemes only define exactly the contributor’s obligations (the
amount of contribution in absolute terms or as a share of earned wages; the duration of
contribution — e.g. working age; etc.), whereas the services provided by the pension system (e.g.
the amount of benefits or their calculation method) may be either unclear or very sensitive to
changes in regulation.! Moreover, a pension system is unlike a typical long-term contract due to
the possibility of consumer exit. The two parties are not bound together because the insured party
can respond to changes not only by initiating a modification of the existing contract (with the
same insurer) but also by moving to another insurer (depending on regulation, from the state
system to a private fund and/or form one private fund to another).2

Chapter 2 considers the risks associated with pension contracts that are due to their long-term
and financial nature as well as the private and public governance of their provision. These risks
suggest that efficient contracting requires a high level of financial literacy. Chapter 3 elaborates
on the outstanding issues of ‘pension literacy’. Chapter 4 discusses how market mechanisms
may mitigate the need for consumers to obtain sophisticated information. Chapter 5 turns to
government policies which may both indirectly and directly facilitate consumer choice. Unintended
negative consequences of government intervention are enumerated as well. Chapter 6 draws
attention to the phenomenon of myopia, which qualifies the significance of sophisticated
consumer information.

1 For example, the regulation of the second pillar in Hungary differentiates between an accumulation phase and a
payout phase, and only the former is regulated. Regulation of the payout phase is still not accepted although ten
years have passed since the reform (and the system is more or less five years before first payoffs are due to be
paid).

2 For the concept of pension as a long-term contract, see Whitehouse [2007]. He distinguishes seven forms of
risks: life-expectancy risk, longevity risk, the risk of myopia, social and labour-market risks, purchasing-power
risk, policy risk, and investment risk.
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2. Risks associated with pension contracts

Like most long-term contracts, pensions contain several risks. Conditions may change during the
contribution phase or after retirement, and a complete contract would have to define the rights
and obligations of the parties for a possibly large number of contingencies. It is worth
distinguishing between risks that occur in the contribution phase and risks associated with the
payout phase. In addition, moral hazard and regulatory uncertainty must be considered.

2.1. Contribution phase

In the contribution phase, the main risk concerns the accumulation of the personal fund from
which pension will be paid after retirement. In a funded scheme, the key source of this risk is the
investment policy of the pension fund. The higher the share of more volatile (riskier) investment
forms within the fund’s portfolio, the higher the investment risk contributors face. As Table 1
indicates, pension funds in different markets seem to follow relatively different strategies. It is
worth comparing Hungary and Poland. In both countries, the most important investment form is
government bonds, which represent the most conservative alternative (i.e. smallest risk and
lowest expected return). However, the share of equities is quite different in the two Central
European countries. (Impavido and Rocha [2006] explain this difference by referring to the fact
that most asset management companies in Hungary are subsidiaries of firms based in
Continental Europe, where ‘equity culture’ is weak; whereas the number of subsidiaries of Anglo-
Saxon companies is quite large in Poland.)

Table 1. Portfolios of pension funds in some countries, 2004

Country First year of Government Financial Equity Foreign assets
operation bonds institutions
Argentina 1994 62,0 6,6 12,7 10,3
Bolivia 1997 67,5 7,35,6 75 1,5
Chile 1981 18,7 29,5 42,8 27,2
Colombia 1994 485 16,6 6,2 6,7
Costa Rica 2001 73,1 14,2 0,1 0
El Salvador 1998 83,5 10,5 0,2 0
Hungary 1998 72,7 2,2 14,4 79
Mexico 1997 85,5 49 0 0
Peru 1993 24,2 11,4 37,7 10,2
Poland 1999 59,6 - 32,8 2,2
Uruguay 1996 57,9 36,9 0 0

Source: Impavido and Rocha [2006]

The guarantee of a minimum return by the state reduces investment risk. In Switzerland, for
example, an absolute guarantee system is in place (3 percent p.a.), which is backed by an
industry-wide guarantee fund. In Chile, the minimum return guarantee is relative — defined in
relation to a band around the moving average rate of return of all pension funds over a 36 month
period. If the rate of return is lower than the lower band, the asset manager needs to make up for
the difference from its own minimum reserves. If the return is higher than the upper band, the
difference is placed in a profitability reserve in the pension fund. This strict regulation results in
very similar returns in the different funds.

27-28 May 2008 Peer Review | Public information on pension systems and
pension system changes, Poland



DiscussION PAPER

Regulations often limit investment risk by forbidding some forms of investment or requiring a
certain portfolio composition. (For example, restrictions of foreign currency exposure to 30
percent were widespread in Europe before the introduction of Euro.)

Investment risk is relevant only in a funded system. However, the level of future payoffs is
uncertain in a non-funded scheme, too. Indeed, an implicit rate of return can be calculated for a
state (pay as you go) system. The literature suggests the growth rate of the aggregate tax base
as a measure of this implicit rate in a balanced PAYG system and as a benchmark for assessing
the performance of the funded system (Samuelson 1958)3. Whereas the funded system contains
investment risks, the pay as you go system faces demographic risks. Demographic projections
are necessarily imprecise. Demographic forecasts have changed often over the last decades (see
Whitehouse [2000]), so we have no reason to think that current projections will happen to be
accurate, especially for young contributors.

Besides investment risk, potential future changes in the earnings of an individual contributor also
affect the size of the accumulated fund at the time of retirement. More generally, payoffs are
sensitive to future changes in the working profile, including future wage levels (and corresponding
contributions), possible gaps in contributions (due to unemployment, caring responsibilities etc.),
the age at which contributions begin, the age of retirement, etc. In fact, there is a high degree of
noncalculable uncertainty. Any calculation can only be based on unrealistic assumptions (e.g. the
worker stays in his actual job until the age when, according to current regulation, he can retire).

Unfavourable changes in fees are an additional source of risk during the contribution phase. It
might first seem that, if fees must be communicated, this risk is eliminated because consumers
can respond to unfavourable changes by moving to another insurer. However, this sanctioning
mechanism may not actually work if the fees of different funds are not readily comparable. For
example, in the United Kingdom there are two types of fees: a fixed fee and contribution-related
fee set as a percentage of the contribution (Whitehouse [2000]). A change in the fee structure —
e.g. a parallel reduction of one fee and an increase in the other — is likely to have complex
consequences, which are hardly tractable for consumers whose financial literacy is limited. In
Hungary, the fee structure also has two components, which makes it rather difficult to
comprehend. An operation fee is levied as a percentage of the contribution, and an asset
management fee is defined as a fraction of the accumulated fund. The mixed fee structure makes
even the calculation of the rate of return rather confusing: operational fees are transferred to an
operational reserve, and the rate of return is calculated for the personal funds (coverage reserve)
and the invested portion of the operational reserve. Although this mixed fee structure currently
does not imply that the actual fee level is higher in Hungary than in other countries (Impavido and
Rocha [2006] found that Hungarian fees compare favourably with most other systems), pension
funds are likely to have more leeway to implement changes in the fee structure that are
unfavourable for (unwitting) consumers than pension systems with simpler fee structures.

3 However, Settergren — Mikula [2005] show that this is an appropriate indicator only when the age structure of
contributors and pensioners is unchanged.
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2.2. Payout phase

In the payout phase, the pensioner typically receives some form of annuity payment, while no
additional contributions arrive. In funded schemes, both longevity risk and investment risk are
present. Payoffs are financed from the accumulated fund (and the accrued interests). Longevity
risk occurs because the pensioner may live too long and the accumulated fund may not cover the
costs of the annuity; or his life is too short and surviving relatives must look for other sources to
finance their consumption. Investment risk occurs due to the uncertainty of interest rates during
this period.

The allocation of risk changes fundamentally when the payout phase commences. During the
accumulation phase, the investment risk is borne by the insured party, with the proviso that he
can change the pension fund. After retirement, the allocation of risk depends on the payout form.
Three basic forms of payout can be distinguished: annuities, lump-sum payments and withdrawal.
If the annuity is fixed or increases independently of the investment returns, the investment risk is
borne by the fund. If the indexation of the annuity payment depends partly on the performance of
the fund, risk is shared between. The longevity risk of ‘too long lives’ is borne by the fund. The
allocation of the risk of too short lives’ depends on whether the fund allows (or requires) joint
annuities and thus handles the survivors’ risk. Lump-sum payments allocate the whole of both
investment and longevity risks to the pensioner. Withdrawal means that the pensioner may
withdraw part of the accumulated fund as lump-sum payment at the time of retirement and
receive the rest as an annuity. This method shares both risks between the fund and the
pensioner. In non-funded schemes, the above-mentioned demographic risks may be present
even after retirement as the government may have discretion in adjusting (changes in) pension
levels to match budgetary resources.

A major issue related to longevity is the ageing of society. The false prognostication of the lifetime
of an individual pensioner can be handled through the pooling of risks. However, the mortality
table, upon which the calculation of the annuity is based, may also provide uncertain estimates —
e.g. because mortality can only be estimated from past experience, which is an uncertain
predictor of the future. As a result, the fund may be unable to spread a significant part of the
aggregate longevity risk. Whitehouse [2007] suggests that two types of risk should be explicitly
distinguished: ‘longevity risk’ should only refer to errors in individual prognostication, while
increases in the projected length of life of a cohort or generation should be termed ’life-
expectancy risk’. One partial solution to life-expectancy risk is the creation of a demographic
reserve. (E.g., upon a pensioner’s retirement and the issuing of his annuity contract, a Hungarian
pension fund must not only create a service account, from which pensions are paid, but also add
0.3 percent of the account’s value to a demographic reserve in order presumably to cover
longevity risk.)

2.3. Moral hazard

During the lifetime of the pension contract, the client must consider the risk of moral hazard due
to the possibly opportunistic behaviour of the fund’s management. Governments attempt to shape
the management’s incentives by regulating the governance structure of funds. A
regulatory/supervisory agency typically requires a pension fund to produce a number of
documents before it issues a license (e.g. the deed of foundation; a financial plan; information on
members of the board of directors and the supervisory board as well as on auditors; internal
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controls and auditing systems; and outsourcing contracts with service providers, including
custodians and external asset managers). The fund may have to create specific internal functions
such as a managing director, a manager responsible for investments, a senior accounting officer
and an internal controller. In several countries, the law also defines the allowed range of formal
governance structures for funds. For example, the law may favour non-profit mutual associations
as they are believed to reduce owners’ and managers’ incentives to divert or withdraw capital.

It should be noted, however, that a government guarantee of minimum return is itself a direct
method to eliminate consumer risk due to moral hazard. If there is such a legal guarantee, the
close regulation of private governance reduces the risk borne by the state budget (and taxpayers)
rather than contributors to funds.

2.4. Regulatory risks

Regulation, such as minimum return guarantees, can reduce risks. However, the uncertainty of
pension regulation may add significant risks to those types of risks that are inherent in pension
schemes. In many countries, citizens have experienced regular reforms of the pension system
over the last decades. As a result, they may consider the pension system unpredictable. They
believe — probably correctly — that they cannot accurately foresee their future pension because
regulations may change before they retire.

There are many aspects of regulation, some or many of which may change in the medium or long
term. In the contribution phase, regulations may define the types of charges that funds can levy
and require a guaranteed minimum rate of return. As for the payout phase, regulations may
define the age of retirement, the minimum length of the insured period (number of working years)
before retirement and the calculation method of payoffs (or annual increases in future payoffs).

Regulatory risk tends to be highest for the payout phase. Regulations usually focus on the
contribution phase, while the payout phase is often left largely unregulated. This is especially the
case in the first years after the introduction of a new funded system. In particular, the calculation
of the annuity or the options of payout forms are often unknown.

3. Choices bhetween schemes and funds: the role of financial
literacy

Clients in financial markets (e.g. depositors, debtors, the insured and small investors) are, all over
the world, among the most vulnerable groups of consumers. A financial relationship requires a
thorough knowledge — especially of interest rates, fees and other risks — that a consumer is
unable to handle. As we have seen, many types of risks should ideally be comprehended and
weighted if a consumer is to make an efficient decision.

3.1. General financial literacy
Financial literacy limits consumer sovereignty even in the most developed countries. Clearly, this

problem is even more pronounced in countries with forty years of history without classical
financial and capital markets. Market models usually suppose that gains from switching schemes
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or funds induce large numbers of clients to ‘vote with their feet’. However, financial markets, and
especially insurance markets, are characterised by very weak consumer reaction.

Financial literacy concerning pension schemes and funds largely depends on a country’s general
financial culture. A good indicator is how well-developed the institutions of financial and capital
markets are (stock exchange, banking system, baking services). But these can be very attractive
if only large investors participates in these markets. Due to this, the general saving behaviour of
households is the other crucial factor (e.g. the shares of savings in cash and deposits, the
number of bank accounts, debit or credit cards; the use of internet banking; the share of savings
in foreign currency; general knowledge of exchange rate risk; the use of riskier investment forms
such as investment funds, stocks, bonds, and life insurance).

Financial planning for pension years is an intensely researched question in many countries. In
Poland as well as many other countries (including, for example, Hungary), the most widespread
form of ‘insurance’ is the bank deposit. While people work, they attempt to accumulate a large
fund in their bank accounts, which they intend to spend after retirement. Furthermore,
respondents to surveys often mention that they plan to continue working after retirement or count
on the support of their children. Respondents also name real estate or durables as investments
for their years in retirement. Complicated investments in financial — capital or insurance — markets
typically play a minimal role in their planning. (Chlon [2000])

In all countries, bank deposits and real estate are typically among the largest parts of the total
investment. In the literature on pensions, these are often treated as unfortunate alternatives to
voluntary pension funds. Nevertheless, it is a fact to be reckoned with that annuities from real
estate schemes play an (increasingly) significant role in people’s financial planning. Real estate
bought during working years — rather than any form of pension insurance — may serve as a key
source of pension payments.

3.2. Differences among groups of consumers
Age groups

Young people. The level of consumer interest changes along the life-cycle. Young people are,
naturally, less interested in getting informed about pensions. Although their general financial
literacy may be of a relatively high level, their ‘pension literacy’ is likely to remain limited. Their
interest might be enhanced if funds use ‘defined contribution’ schemes, in which early payments
have a higher effect on pension payoffs due to compound interests. However, it is questionable
whether this effect can be strong enough to increase pension’s priority as a saving target. Other
typical investment forms — repaying a student loan, buying a house, covering the costs of
children’s education, etc. — are likely to remain in the focus of young (and middle-aged) people.

Older people — switching between private and public schemes. In Poland, participation in the
funded pillar was primarily motivated by the desire for a higher pension or a more secure
retirement income (Chlon [2000]; the same holds for Hungary — see Szalai and Czibik [2006]). As
is well-known, some people made wrong decisions and their cases received high publicity. It is
usually older contributors who have had the choice to shift into the private funded scheme. In
Central Europe, they are typically considered as the most vulnerable group due to their low
financial literacy. As a result, they may well not comprehend the complex arrangements of both
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schemes and some of them will shift to the private scheme even if they would most probably have
been better off remaining in the public scheme.

Other differences among groups of consumers

Whitehouse [2000] emphasises that income is a strong determinant of the consumption of
different financial services. He also found in the UK that other important differences reflect
characteristics associated with low income. For example, people who rent their homes either from
a local authority or from a housing association are much less likely than the population as a whole
to have any of the major financial products. Lone parents’ take-up of current (checking) accounts,
contents insurance, savings instruments as well as personal pensions is below the population
average.

3.3. Regulatory uncertainty and the motivation to gather information on the pension
system

In addition to the need of high personal investment (especially, into human capital through
financial education), frequent changes in regulations further reduce people’s already limited
knowledge of the details of pension systems. In fact, regulatory uncertainty may well make
ignorance of the details of the pension system a rational consumer choice. The low interest in and
knowledge of pension systems in well-developed countries seems to confirm this hypothesis. This
low interest occurs despite the fact that, among financial market instruments, consumers are least
confident about picking a specific pension fund (see Whitehouse [2000]).

4. Market factors facilitating consumer choice
4.1. Market concentration

The market structure influences the risk of choosing the wrong (inferior) pension fund. Health
insurance markets are well-known examples for the paradox that less market concentration
results in less competition. The reason is that the products of providers have different quality and
the quality issue is so complex that consumers can only compare the offers at a very high cost.
The higher the number of providers, the higher this cost and the lower the rate at which
consumers switch funds. As a consequence, the competitive pressure on insurers becomes
weaker. At first sight, information costs are less of an obstacle to competition among pension
funds as pensions are only financial instruments to which the quality issue is less relevant than to
health services. However, the real ‘quality issue’ here is the riskiness of the financial instrument.
And, if limited financial literacy is taken into account, comparison costs may be very high. We can
assume that market concentration is likely to reduce the costs of comparison in the pension
market, too. (Table 2 provides information about the market concentration of pension funds in
Central Europe and Latin America.)
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Table 2. Number of pension funds in Latin America and Central Europe

Central Europe Latin America
Country Number of Inhabitants Country Number of Inhabitans
pension funds pension funds
Bulgaria 8 8 million Argentina 12 40 million
Croatia 7 4,5 million Bolivia 2 9 million
Estonia 6 1,3 million Chile 6 16 million
Hungary 18 10 million Colombia 6 46 million
Latvia 5 2,3 million Costa Rica 8 4,5 million
Poland 16 38 million El Salvador 2 7 million
Mexico 13 107 million
Peru 4 29 million
Uruguay 4 3,5 million

Source: Impavido and Rocha [2006]

4.2. Credence and reputation

Economic literature distinguishes three types of goods with respect to information: ‘search’,
‘experience’ and ‘credence’ goods (Nelson [1970, 1974]). The main characteristics of search
goods can be determined before purchase. For experience goods, this information can only be
obtained after purchase and during use. For credence goods, even use may not reveal for the
consumer if the desired characteristics exist. Since the consumer is typically unable to estimate
the riskiness of the investment policy of a pension fund (the investment risk), pensions are
credence goods.

The credential nature of pension funds can also be inferred from their usual advertisement
strategy. In many countries (e.g. Poland, see Chlon [2000]), pension funds base their
advertisement strategies on the existing market position of their parent companies. This indicates
the high importance of reputation in this market. This corresponds to the effective marketing
strategy for credence goods suggested by economic analysis. Klein and Leffler [1981] argued
that reputation and related mechanisms could be used to solve the problem of adverse selection,
which is the typical problem of credence goods. Investments in non-salvageable firm-specific
capital (such as reputation, trademark, brand name) can serve as an assurance because the firm
will lose these investments if the low quality of its products is revealed and it is forced to shut
down. Landes and Posner [1987, p. 270] indicate that ‘creating such a reputation [for high quality]
requires expenditure on product quality, service, advertising and so on’.

The healthy functioning of reputation does not necessarily presuppose a high level financial
literacy. In general, it may pay for a firm to build up long-term reputation and offer high quality
from the beginning even if consumers are initially ignorant — provided the firm has a sufficiently
long planning horizon. Moreover, ignorant consumers may rely on the observable choices of
informed consumers (perhaps in other countries where mother companies operate).
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4.3. Provision of information

Even in the absence of government regulation or provision, consumers can turn to several
sources of information: advertisements (in the media, particularly in television, the written press
and increasingly on the Internet), direct and voluntary information provision by pension funds (e.g.
leaflets, brochures, call-centres), family and friends, tied and independent agents.

Agents. Agents are of two types: tied and independent. Tied agents are typically treated by
consumers as biased advisors. By contrast, independent agents are considered to offer
trustworthy information. Therefore, a key requirement is that agents must communicate their true
types to consumers. Tied agents must be penalised if they pretend independence. Moreover,
non-tied agents are not necessarily truly independent. Differences in commissions may make
them very partial — to the detriment of consumers.

Agencies’ incentives to sell may increase inequalities caused by differences in financial literacy
among consumer groups. Low income groups which are least sophisticated and face the highest
risk of wrong financial decisions rarely receive solicitations from agents (see Whitehouse [2000]).

In Poland, the number of agents has been the only significant factor determining the number of
members in particular funds.* However, when consumers were asked which factors they had
taken into account, they named the size of the fund’s capital and personal experience with parent
companies (Chlon [2000]). The size of the agent network probably correlates to the size of the
fund’s capital. The role of personal experience is consistent with the view that reputation is a key
element in the pension market.

Employers. In Poland, employers were prohibited from influencing their employees’ choices
among pension funds (Chlon [2000]). By contrast, in many other countries, workplace access to
pension insurance is not only allowed but positively encouraged. Arguably, there are two reasons
for this: (i) lower marketing and administrative costs, and (ii) a higher intensity of market
competition among funds. The latter is likely because employers are typically better educated in
financial decisions than employees. They gather more relevant information and are able to
compare funds more in a more effective way.

A higher level of comparability forces funds to compete more vigorously. Moreover, employers
may have greater bargaining power than employees, and may be able to achieve better deals for
their employees. (In voluntary health insurance markets, there is strong evidence that market
competition is higher in countries where a higher share of insurance contracts takes the form of
group insurance by employers (see Colombo and Tapay [2004]).

It is debated whether administrative costs are indeed lower. If an employee moves to a new job,
his pension fund remains the same. So lower administration costs are only short-lived, especially
in labour markets with high worker mobility.

4 Factors that supposedly influence the choice among funds include: (i) managers’ capital, (ii) investment strategy
(iii) information, (iv) shareholders' domestic experience (personal relation with parent companies) (v) parent
companies international experience, (vi) services, (vii) returns, (viii) size (number of clients), (ix) charges, (x)
recommendations (by family members or friends), (xi) advertisements, and (xii) the proximity of the nearest office
of the fund. By another account, these factors can be condensed to (i) expected security, (i) expected
performance, (iii) advertisement, including agency activity, and (iv) personal recommendation.
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5. Government policies facilitating consumer choice
5.1. Indirect policy tools

Regulation of investment risk. For the consumer, the risk of choice among funds depends on
whether the net rates of return are generally similar across funds. If they have fairly similar
investment portfolios, then the choice among them does not entail a high risk. As noted above,
minimum return guarantee rules tend to result in similar returns in the different funds. Rules
restricting portfolio choice have the same effect. Consequently, the risk of choosing ‘the wrong
fund’ and the need for consumer information is sharply reduced.

Limiting market concentration and product differentiation. Government policy can also be used to
influence market concentration (e.g. it may favour very large funds, of which there can only be a
few) and lead indirectly to better comparability. More generally, the degree of product
differentiation can be mitigated to some extent by standardising or regulating services.

A side effect: false sense of security. However, extensive regulations may have an unfavourable
side-effect. Consumers are unlikely to know much about the details and effects of regulations or
whether they are effectively enforced. When regulations have gaps® or are not enforced
effectively, they may result in overconfidence among consumers. They may create a ‘false sense
of security’ among them, which may reduce their already low incentives to gather information
about the performance of pension funds even further.

Employers. In general, employers tend to have inadequate incentives to offer those pension
funds to their employees which more closely fit their needs. The problem can be mitigated by
defining a fiduciary liability of employers for choosing a pension fund on behalf of their
employees.

Advertisements. The advertisement policies of pension funds are strongly regulated in many
countries. In Poland, for example, agents are not allowed to promise higher investment returns
than other funds.8 This may be consistent with the credence characteristics of pensions and the
fear of chase after returns (see below). However, it contradicts the general finding of economics
that advertising of truthful information should not be restricted by regulatory authorities (Rubin
[2000]). The reason is that producers of products with quality levels above the minimum will have
incentives to advertise this fact, and the market will tend to provide complete information.
Forbidding information disclosure may prevent movement towards an efficient market equilibrium
and accommodation to consumers’ tastes.

5 In Hungary, for example, while there are very complex regulations on accounting and publication, it is unclear
how non-listed securities are valued. Fortunately, exposure to such assets is very small.

6 However, more than a quarter of people told that they were convinced their pension fund would offer the best
return and nearly half of them said that the fund’s high return was of primary importance in their choice.

27-28 May 2008 Peer Review | Public information on pension systems and
pension system changes, Poland

































