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In contrast to conventiond socid insurance, the New Zedand retirement income system
comprises a badc individud taxeble fla-rate public penson supplemented by purdy
voluntary saving. The New Zedand sysem has proved remarkably durable, acceptable,
and fiscdly responsble It does not conform to the World Bank's ided of three pillars,
but offers developing and mature countries a modd thet is worthy of careful examination.
Its primary success lies in ensuring a dable and adequate retirement income for dl
dtizens, moderating income inequdity in retirement and protecting dl older ditizens from
uncertainty in times of rgpid economic and socid change.
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Two legs are better than three: New Zealand
as a model for old age pensions

Introduction

This paper! is an inquiry into optima pension design using New Zedand as a case study.
In such an exercisg, it is important to keep in mind the purpose of pendons. A country’s
ovedl retirement income provisons should provide the older generaion access to an
adequate share of output without cregting intergeneraiona inequity, digtortions which
impede economic growth, or fiscal bankruptcy. Pensons do not exist to incresse nationd
savings or to provide jobs for actuaries, tax lawyers, accountants, fund managers and
regulaiors. Their purpose is to help the dderly and the disabled to live in retirement with

dignity.

The New Zedand modd, unique in the world, comes dose to stidfying such
gods. In doing 0, its ‘two legs ae better than threg gpproach may be worthy of
examination as a modd for other countries. Specific advantages of the modd include low
adminigration cogts, flexibility in the light of rgoid socdd changes such as to family and
marital  dructures, and its potentid for esse of adjiment in light of accderaing
economic change. By de-emphassng the link between pad work and income in
retirement, women's unique life cyde experiences are less of a disadvantage, while the
numerous women friendly features contribute to an environmet of sodd induson and
cohesion (St John and Gran, 2000).

The New Zealand modéd

The New Zedand sysem for reirement income provison is remakably smple It
condsts of provison of a noncontributory, fla penson cdled New Zedand
Superannuation to individuds who qudify by virtue of age and resdency, and voluntary
savings. There ae no compulsory saving schemes and no tax incentives for privae
saving for retirement. Eligibility is bassd on megting the qudifying age (65 by 2001) and
smple resdency requirements, ten years from age 20, of which a leaest five years ae
from age 50. Pensons ae financed on a pay-asyougo bass from generd revenue
largdy from a graduated income tax with margind rates that go from 15% to 3% and
from abroad sdes tax (Goods and Services Tax or GST) st a 12.5%.

Home ownership is common, and 83% of New Zedand's pensoners own their
owvn homes Pendonas who ret homes ae digible for a means-tested housing
alowance to supplement the basic pension, but few require other means-tested assistance.

! This paper focuses on New Zealand, but it draws freely on an earlier, more general paper prepared by one
of the authors (Willmore, 2000), and points out the implications of New Zealand's experience for other
countries. The views and opinions expressed are persona and do not necessarily reflect the views of the
United Nations.
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Histor

In 189323, New Zedand was among the firs countries to introduce an old age penson.
This penson, like its successors to come, was tax-funded, flat rate and non-contributory.
It was pad to those over 65, of nontAgdic origin, who passed a means test and tedts of
‘good’  character. The ‘undeserving who were disgudified included those who had been
imprisoned for 4 months or more, or who had deserted a spouse or children. Pensoners
were required to be ‘leading a sober and reputeble lifé and to edablish their right to a
pension in open court. (Thomson, 1998, pp. 17-19)

Following the upheavd of the Grest Depresson, the Socid Security Act of 1938
introduced two tax-funded flat-rate pensons for the aged. Thee were an income-tested
age benefit payable from age 60, and a universd, taxable flat penson for those over the
age of 65 not on the age benefit. While government discussad earnings-rdated schemes
as wdl, there was no serious atempt to introduce such a scheme until 1975. The scheme
was one of individud accounts, controlled by the date and pre-funded by contributions
from employess and employers A habinger of the politicd voldility to come, it lasted
only 9 months before it was dismantled and contributions refunded following a change of
government? (Ashton and St John, 1988, p. 22; St John and Ashton, 1993, pp. 14, 162).

In 1977, the government of the Nationd Party® replaced the income-tested age
penson and universd superannuation with a sngle, more generous, public penson cdled
Nationd Superannuation. This public pendon was origindly set & 80% (for a maried
couple) of the gross average ordinary weekly wage and 48% for sngle pensoners. It was
an individud, taxable entittement, payable & age 60 regardless of work Satus. While
concerns quickly emerged about the fisca cost of generous universa pensons and the

young age of entitlement, poverty among the aged virtudly disappeared asasocid issue.

From the late 1970s there were cos saving adjusments made to public pension
induding, amid much bitterness the introduction of a surcharge on other income of
pensoners in 1985 (S John, 1992, 1999). There was a sense of betrayd because the
newly dected Labour government had promised not to waer down the pendon in any
way. This was a reforming govenment determined to remove impediments to the
working of market forces. Between 1988 and 1990 government flattened the tax scde and
abolished dl tax subddies for saving without grandfathering exising schemes (St John
and Ashton, 1993, pp. 21-45). The intet of removing privileges from catan dasses of
saving was to encourage a better dlocation of resources. Life insurance companies and
other tax favoured inditutions were not seen as dynamic investors, and it was argued
their dominance in directing savings flows explained, & least in pat, New Zedand's poor
returns to investment. At this time, various compulsory savings schemes were dso
investigated, debated and consdered, but the concept of the smple and traditiond basic
public penson was one not eesly didodged.

2 This earningsrelated mandatory funded scheme met many requirements of the World Bank’s Pillar 2, but
it was administered by the state, with some opt out provisions for those with comparable private
arrangements.

% New Zealand had two major political parties: Labour, with support from the traditional Left and National
with support from the Right.
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Eliminaion of tax subgdies dso had important equity implications The benefits
of tax incentives went mainly to white men who had high incomes and long-term careers
with the same firm. Tax incentives came a the expense of genad tax revenues <
evayone pad for them. Consequently, abolition of tax subsdies had the potentid to
reduce the average tax burden.

The surcharge remained contentious and a Nationd government came to power in
1990 with the promise to reped it. Ingtead, they announced measures in 1991 that would
trandorm the public pendon into a tightly targeted wdfare benefit. A public outcry
forced the government to back down and restore the origind public pengon, but one with
a higher surcharge and a rise in the age of digibility to 65 over 10 years This affected
many who had expected to retire in only a few years & age 60, S0 the government put
some trandtiona measuresin place for this cohort.

In 1991, the Nationd government gppointed the Task Force on Private Provison
for Retirement “to report on policy options to encourage greater sdf-reiance of retired
people’. The Task Force (1992) recommended an improved voluntary regime for private
provison for retirement and the continued integration of public and privae retirement
income through the surcharge. Once again the case for compulsory contributions was
carefully examined and rgjected dong with any ideathat tax subsdies bereintroduced.

An Accord (1993) was signed by the three parliamentary parties Nationd Party,
the Labour Paty, and the Alliance Paty cementing in the voluntay tax neutrd
arangements for private saving. The public penson was to continue as a flat, taxable
penson of between 65 to 725 percent of the net average wage for couples’, linked to
private saving by asurcharge or by progressve taxaion with asmilar effects

The security offered by the Accord was chdlenged in 1996 with the formation of
a codition government that promised a referendum on compulsory savings and abalition
of the surcharge. Amid much acrimony, the public rgected outright, by a vote of more
than 12 to 1, the idea of compulsory savings (& John, 1999). In the meattime the
framework set out in the Accord was endorsed by a comprehensve review, as required
by the Retirement Income Act 1993 (Periodic Report Group, 1997)

In the meantime, however, remova of the surcharge without proper Accord
processes left the universd date pendon vulnerable to further atack. Given the
requirement of universdity, the only way costs could be contained was by raisng the age
of entitement or by reducing the level of the pendon. In September 1998, the
government unilaterdly announced thet the wage band floor would be lowered over time
to 60% from 65%. There was no longer any secure link to wages as there was nothing to
prevent further reductions to the floor once the 60% level was reeched. By 1999, the
mult-party Accord was over, even though the legidation endordng its provisons
remained in effect.

4 Under the wage band formula, NZS was price adjusted each year, unless the net pension fell below the
floor (65%) or rose above the ceiling (72.5%). At hese triggers, wage indexation would restore the
relativity.
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This change was in turn highly unpopular, as was the loss of the Accord and the
loss of certanty for the future The Labour government, eected in 1999, immediatdy
reversed the change to the wage band floor which had seen the penson for a married
couple fdl to 62.8% of the net average wage. From April 2000 the net penson of a
married couple was rased to 67.4 % of the net average wage, retoring confidence thet
the public penson would once again move in tandem with the average wage®. While the
Labour government dso raised the top margind tax rate from 33% to 39%, there was no
uggestion of a return to any kind of income-testing such as thet provided indirectly by
the surcharge.

In an internationd comparison of penson schemes and ther evolution, Paul
Johnson (1999) meade the following judgement of New Zedand:

‘The experience of reform’ in New Zedand has been especidly unhgppy,
protracted and frankly absurd. A full description of dl the reforms
proposed reforms, counter reforms and about turns reed like an
implausible script for afarce’ (p. 20).

While this judgement may be fair, it fals to recognise that throughout the past 15 years,
the dae penson, its gods and its success in preventing povety and encouraging
paticipation and beonging have remained intact. This suggedts that it may be difficult to
didodge a universa firg pillar once it is in place and an dectorae recognises its
advantages.

Themodd of thethreepillars

New Zedand gppears to be swvimming agang the tide. The World Bank, in a report titled
‘Averting the Old Age Criss, popularised the concept of a pensgon system supported by
three pillas. While there are numerous interpretations of what these pillars look like
(Willmore, 2000), the World Bank defined the pillarsin the following way

1. Non-contributory (mandetory basic penson)
2. Contributory (mandatory forced savings)
3. Contributory (voluntary savings)

The fira pilla is an anti-poverty pillar that is non-contributory and guarantees a
minimum income in old age. The second is a forced savings pillar thet provides benefits
only to contributors, and, in generd, provides the most benefits to those who contribute
mod. Rllar 3 is a voluntary savings pillar, avalable to anyone who wants to supplement
the retirement income provided by the firg two pillars The firg pillar protects the ederly
from abolute poverty (consumption bedow a minimum subgstence leved), whereas the
second two pillars protect them from rdative poverty (a fdl in consumption following
retirement).

® The actual adjustment was more than required to restore the floor; thus, the size of the pension increased
significantly.
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Red world countries place differing emphass on eech of these pillars, depending
whether the concern is primarily with absolute or rather with rdative poverty. The fird
pillar is invariadly public, financed by government on a pay-asyou-go bass PFillar 2 has
adso traditiondly been public and pay-as-yougo; increesingly it is private and prefunded,
in pat or in whole. The World Bank encourages governments to prefund Rllar 2 and to
dhift its management from the public to the private sector to minimise fiscd risk. When
Fllar 2 is financed on a pay-as-you-go bass and is public, the contributions of workers
and ther employas ae someimes described as ‘payroll taxes. However, pension
schemes, whether prefunded or not, promise grester benefits to those who contribute
more, so Rillar 2 contributions are best described as forced saving rather than taxation.
The third pillar is identicd to the second, except that it is dways prefunded and is
typicdly private because paticipetion is voluntary. Findly, contributions to pillars two
and three need not result in pendons. Benefits can be (and often are) drawn as a lump
um or as a series of withdrawas beginning at a specified age.

Some of the World Bank daff subsequently revised their definitions for two of the
three pillars by resarving the term “Rillar 2 * for fully funded, privatdy managed schemes
and by placng dl public schemes, contributory or not, in Rllar 1 (Willmore, 2000).
Usang this revised definition of the two World Bank pillas, Fox and Pamer (1999)
reported “in 1994 most of the world had Rillar 1 sygsems’ and “only Chile and Audrdia
had a second pillar sysem.” In this pgper we assume that the World Bank podtion is that
dl eanings-rdated pensons should be privady managed and prefunded in Rllar 2,
leaving to Rllar 1 the task of reducing poverty with flat, universal pensons financed on a
pay-as-you@ bass On this bass, New Zedand for more than a century has had only
Fillar 1 and Rillar 3, except for its brief flirtation with a public Rllar 2 in 1975.

Does New Zealand' stwo-legged system make sense?

If the purpose of pendon sysems is to provide adequate incomes for al older people,
while minimisng fiscd cods and digortions that impede growth, we can use this as an
ided, againg which to assess the operation of penson sysemsin the red world.

Red world Rllar 1 schemes are sddom successul in achieving even the limited
god of protection agang absolute poverty in old age (World Bank, 1994, pp. 239-244
and pp. 117-118). With an eye on the budget, governments frequently exclude from the
benefits of Rllar 1 those who do not contribute to Rillar 2; these are typicdly workers
with low lifetime earnings, such as domedic sarvants caregivers, agriculturd labourers
and workers in the informa sector. Old-age pensons dmost everywhere are a privilege
of urban workers in the forma sector. Covered workers amount to perhaps 45 percent of
the labour force in developing countries with a rdaivey high income, such as Chile ad
Mexico, 25 percent of the labour force in middle-income Colombia and Peru, and 11
percent of workers in lowincome India Governments typicdly use means tests and
employment-tests to deny Pillar 1 pendons even to many workers who contribute to
Fillar 2.
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Governments often gppropriate contributions to a public Rllar 2 for the purpose
of redigributing income and alleviaing povety. This collgpse of the firg two pillars into
a sngle public pillar hes the effect of converting forced savings into payroll taxes with
al the inequities that regressive taxation can imply (World Bank, 1994, p. 119; Willmore,
1999). The World Bank in its 1994 report recommends wisdy that governments shift to
broader, more progressive taxes to finance thefirg pillar:

“Heavy rdliance on a broad tax base, such as an income or consumption
tax indead of a payrall tax, is the mogt effident in the long run, ance it
reduces the tax rate needed to finance bendfits It is dso most consstent
with the redigributive function of the public pillar, paticulardly when
coverageis broad” (p. 243).

It would seem thaefore tha New Zedand is well advanced in meding this
recommendation of the World Bank. Coverage under the fird pillar is dmost complete,
with only a few exduded on resdentid grounds. The funding is from generd taxation not
a payral tax. While it is true tha the older populaion are predominantly found in the
lower quintiles of the income distribution (Statistics New Zedand, 1998)°, the elderly are
not a focus of public concern about poverty. New Zedand has no formd poverty line, but
unoffidd poverty lines do not suggest that poverty was a dgnificant problem until the
gze of the universal penson began to dip rdaive to the average wage in 1998. Even o,
the severity of poverty isfar lessfor the dderly than for children. (Stephens et a, 2000).

One of the issues debated by the public in New Zedand is whether the penson
should be means tesed. The World Bank (1994, p. 240) pointed out the negative
consequences of such a palicy for the firg pillar. Frd, the adminigrative smplicity of
the programme would be lost; adminidrative costs would rise, as would opportunities for
corrupt behaviour on the part of government officids. Secondly, means tests act as a tax
on retirement income, discouraging saving for retirement as well as continued work in
old age. Third, meanstested benefits become characterised as ‘wefare, which reduces
their political gpped and discourages gpplications from the digible poor.

Nonetheless, many countries, especidly developing countries, meet  taxpayer
resgance in collecting tax revenue, 0 finance of the firgd pillar can present mgor
problems. If age of digibility is set rather high, say & 70 years, it is important to retan
dissbility as a sufficent test for a basc pendon, for the very poor are more likdy to
become distbled a an ealy age, and are less likdy to live long enough to collect a
penson based on age. A second way to limit coverage is with a means tedt, but one that
does not gigmetise the recipient as a pauper and does not discourage saving or work.
This can be accomplished with an ‘ex pot’ means tes, by granting a universal penson
based on age or disaility, then ‘cdawing back’ some or dl of the pensons of wedthier
ctizens by imposng an gopropriate surtax on ther income. This was the gpproach taken
in New Zedand for 15 years and was the focus of much contention and debate.
Nevertheless there were advantages to the surcharge as it was cdled.

® Figures on equivalised household income basis.
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The role of the surcharge in New Zealand

As noted above, the government of New Zedand introduced in 1985 a controversd
surcharge on pensoners  other income over an exempt amount. Since government
reduced the tax rate for the top income bracket from 66 percent to 48 percent in 1986, and
then to 33 per cet in 1988, the effect of the surcharge was to restore some tax
progressvity for taxpayers over the age of 60 (S John, 1999). The initid raionde was,
however, purely cost saving. Since the surcharge on recipients of pensons was a form of
income teding, there is some inherent disncentive to save dnce individuds could
consume ther retirement savings during their pre-retirement years to avoid the surcharge.
However the surcharge was a very mild income test, which only gpplied to income above
a generous exemption. In 1998, the last year of its operation, it was esdimated that only
16% of dl pensoners were afected and fewer ill logt ther entire penson through the
surcharge (PRG, 1997, p. 48).

The surchage d peformed a useful function in limiting or diminging pengion
payments to those over the age of entittement who were 4ill in the workforce. There is no
tes of retirement in the New Zedand sysem. By operding through the tax sysem, the
surcharge avoided stigmatising redipients or forcing them to fill complicated forms’. It
provided an dement of intergenerationd equity as New Zedand reforms dnce the ealy
1990s had dressed targeting, low taxes and user fees for other groups In particular the
younger generation faced high direct cods for ther tetiary education and an onerous
loan system (St John and Rankin, 1998).

Regadess of the judification, the surcharge became the politidan’s nemess,
eventudly dameging both mgor politicd paties It was removed in 1998, leaving
pensons fully universa, dthough some targeting is provided through the progressive tax
sructure. Since 2000, the top rate of tax has been 39% for tota incomes over $60,000, O
the wedthiest of pendoners retain only 61% of the gross pension.

While there are numerous views concaning the role and ussfulness of the
aurcharge, it can be agued that paliticians themsdves were the ones that ensured its
demise. Perceptions of unfamess and unacceptability were moulded in  politica
discourse rather then reflecting genuine outrage on the part of the older population.

SQustainability

The Periodic Report Group (PRG, 1997) concluded that the current pendon, with the rise
in the qudifying age to 65 by 2001 and the wage band formula for indexation described
above was adequate, efficient and sustainable. From 2015, some wdl-sgndled, moderate
modifications could be introduced to curb codts if necessary. As a percentage of per
capita gross domestic product (GDP), New Zedand's gross penson currently amounts to
around 74% for a married couple and 49% for a single person. The pendon is taxable as
regula income, with the result that net pensons are smdler than gross pensons. For a
couple with no other income, the net pension after tax amounts to 63% of GDP, and, for a

" Which is not to say that the surcharge itself was not complex. Had it remained in effect it could have been
smplified.
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gngle person in the same dtudion, the net penson is 41% of GDP. PRG projections
showed thet, with no change in rules for digibility or in the indexation formula, net fisca
cogts would increase from 4% of GDP in 2000, to around 9% of GDP over the next 50
years. These ratios seem modest when compared to other countries. In comparisons with
other countries it must be remembered that New Zedand has no hidden tax subgdies for
retirement income provison, and avery low codt regulatory regimefor private

The PRG agued that society would have to address the issue of integration of
public and private provison. It presented for discusson a number of options, including
the posshility of returning to a surcharge type arangement by tresting New Zedand
Superannuation as a negative income tax.

Thesmpleanalyticsof flat, universal pensions

We have seen that the projected fiscd cost of a universd Rillar 1 is rativey modest for
New Zedand. What about other countries, which may want to follow the example of
New Zedand? Fortunatdy, it is a dmple métter to estimate cods, provided we know the
proportion of the population thet will be digible for a penson, and the levd of that
pension in relaion to per capita GDP.

Suppose that r represents the proportion of the population eigible for a flat
penson of py, where y is per capita GDP and p is the raio of the pendon to GDP.
Pensons are financed on a pay-asyou-go bass from taxes amounting to 100t per cent of
gross domestic product (GDP). Bdancing the Pillar 1 budget requires that expenditures
equa revenue or, equivdently, that expenditure per capita (rpy) equd revenue per capita

(ty):
oy =ty .
Solving for t (taxes as a proportion of GDP) yidds
t=rp.

In words, the fiscdl cogt of a universa Rillar 1 (as a proportion of GDP) is equd to the
proportion of the population digible for pensons times the ratio of the penson to per
cgpita GDP. Costs will be higher the higher the penson, and the larger the proportion of
the populdion that is digible to recave it. In low-income countries especidly, it is
advisable to st the pension in reldion to per capita income rather than the average wage,
gnce wage daia refer to the forma sector of the economy, whereas much of the
population tails in the informa sector. A reasongble target for a Rillar 1 penson might be
one-third or one-hdf of per cgpita GDP. In countries with widespread foreign ownership
or a large foreign debt, the level of gross nationd product (GNP) is more rdevant than

8 The World Bank claims that New Zealand pensions, as a fraction of GDP, are twice those of Australia
(World Bank, 1994, p. 177), but fails to account for the surcharge or the effect of taxation on the net cost of
public pensions in New Zealand. The age of digibility is aso higher for men in Australia than it has been
in New Zealand, and the costs of tax subsidies for private provisionin Australia are notaccounted for.
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gross domestic product (GDP) as an indicator of both the tax base and the income of
resdents.

Table 1 provides cdculations of t, the taxes reguired to finance a basc penson, as
a proportion of GDP, for various vaues of r (the proportion of pensones in the
population) and p (the basic pension as a proportion of per capita GDP). These figures are
for illugraion only. The tax reguirements of any paticular plan can be cdculated essly
by solving the equation t= rp. In the firg cdl of table 1, for example, t = (0.02)(0.3) =
0.006 or 0.6% of GDP.

It isimportant to remember that t represents the cost of providing agiven flat
pension, py. To lower net fiscd codts, authorities could gross up and tax the flat pension,
leaving pensoners with no income ather than the pengon in the same net position as
before. Higher income pengonerswill pay tax on their penson a their highest margind
tax rate and receive lessin net terms. Imposing a surcharge to ‘claw back’ more of the
pension from wedlthier recipients can lower net cogts even more. Very poor countries
perhaps cannot afford to provide pensions to able-bodied workers, regardless of their
income or age. In these drcumatances, the criterion for digibility could be disgbility—
inability to work at a steady job—rather than age. Or, the age of digibility could be st
rather high, say age 70. In dl cases, disability aone should be sufficient grounds to
receive a penson. Otherwise benefitswill go dioroportionatdly to the wedthy, who are
more likely to reech the age of digibility, rather than to the poor, who are more got to
become dissbled and die early in life.

Table 1. Taxes (as percentage of GDP) Required to Fund Flat. Universal Pensions.
(hypothetical eligibility and pension size parameters)

Pension Size Eligible Residents (% of Total Population)
(% of per capita GDP)

2 10 20 30

30 0.6 3 6 9

50 1 5 10 15

100 2 10 20 30

Source: Authors’ calculations.

India provides a useful illugration of cadculaion of the gross cods of universd
provison of a badc penson. A means-teded Rllar 1 has been in effect in that country
gnce 1995. Approximatdy 2.2 million “deditute’ persons aged above 65 years recelve
pensons of 75 rupees (less than 2 US dadllars) a month (Expert Committee, 2000). A
pension this Sze amounts to little more than 5 per cent of Indid's per cgpita GDP, S0 even
without means-testing would not dran the govenment's budget. Thee ae
goproximately 30 nillion persons in India today who are more than 70 years of age, ad
some 50 million who are 65 years of age or older. This conditutes about 3% and 5% of
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the population, respectively. Therefore, the gross cost of providing al persons aged 65 or
more with the current penson would be only (0.05)(0.05) = 0.0025 or one quarter of one
per cent of GDP. Universd provison of a more generous penson equd to one-third of
the country’s per cgpita GDP would cost around 1% of GDP with an age cut-off of 70
years, and 2% of GDP with an age cut-off of 65 years.

A key paamege in cdculation of penson cods is r, the proportion of the
population that is digible to receve a basc pendon. Table 2 reports United Nations
esimates of padt, present and future vaues d this parameter for the world, as wel as for
the more developed and the less developed parts of our planet. The bad news (at least for
penson cods) is that the population of the world is ageing. Fifty years ago only 5% of the
population were older than 65 years Today nearly 7% are that old, and in fifty years
people this old are projected to make up anywhere from 13.7 to 19.8 per cet of the
population, depending on assumptions made regarding projected fetility and life
expectancy. The gsory is much te same for the population aged 70 years or more, which,
as a proportion of tota population, grew from 2.9% in 1950 to 4.4% in 2000 and is
projected to reach from 9.6% to 13.9% of the totd by the year 2050. The good news for
pension cods is that there ae proportiondly fewer aged in low-income countries, and this
will continue to be the case for a leadt the next fifty years.

What is the effect of ageing on the income of taxpayers who finance a universa
Rllar 1? A little-recognised fact is that, so long as productivity gans keep per capita
GDP from fdling (or from fdling vay much), and 0 long as the public penson is
andler then per capita GDP, taxpayers will be better off following the ageing of the
population than they were before the onsat of the ageing crigs This is true regardiess of
the increase in the proportion of the population thet is digible for a penson, and happens
because per capita GDP refers to the entire population of a country, retirees as wel as
workers,

This fact can be demondrated with a hypotheticd example. Suppose that a
country offers a universd penson of py to dl digible resdents and recipients of these
pensons pay no taxes, nor do they have any other income. We assume p < 1, i.e the flat
pension is less tian per capita income. Let w denote the average income of the rest of the
population. Income per capita is then a weighted average of these two average incomes,
the weights being the share of pendoners () and the share of non-pensoners (1-r) in the
totd population:

y =rmy+(Q-nw
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Table 2. Aged Persons (65+ and 70+ years) as a Percentage of Total Population,
1950, 2000 and 2050.

Growth World More Less Least

Year Variant Total Developed Developed Developed

65+ 1950 5.2 7.9 3.9 3.3
2000 6.9 14.4 5.1 3.1

2050 (high) 13.7 22.1 125 6.8

2050 (medium) 16.4 25.9 15.0 8.1

2050 (low) 19.8 30.0 18.2 9.8

70+ 1950 2.9 4.8 2.1 1.8
2000 4.4 10.0 3.0 1.8

2050 (high) 9.6 16.7 8.5 4.1

2050 (medium) 11.5 19.6 10.2 4.9

2050 (low) 13.9 22.7 125 5.9

Note:  More developed regions comprise North America, Japan, Europe and Australia/New
Zealand. The rest of the world is defined as less developed, and includes 48 countries
defined by the United Nations General Assembly to be least developed.

Source: United Nations, World Population Prospects: The 1998 Revision. Volume II: The Sex
and Age Distribution of the World Population (United Nations, Sales No. E.99.XI111.8, New
York, 1999).

Solving for w yidds:

w=yldl-rp)/(1-r).

Suppose now that income per capita (y) remains unchanged, as does the size of the public
penson (py), but there is an increase in r, the proportion of the populaion digible for a
penson. What hgppens to w, the average income of the population that is too young to
receive a penson? The surprisng answer is tha w increeses 0 long as the public
pengon is less than per cgpita income. In other words, the income of the nonretired
population increeses when p is less than one for in that case w is an increesng function
of r.

In fact, even if per cgpita income fdls it is possble for w to increase following an
increase in r. By how much can yfdl before w no longer rises with an increese in r? This
is rdatively essy to cdculae Initidly (year 0) w is equa to v (1- rop) / (1- o). Inyear 1,
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fdlowing arieinr, to r;, w becomesw; = y; (1- r;p) / (1- ry). For wy > wy, it is necessay
thet

Vil Yo > [(1- top) / (1- 1)) / [(1- rap) / (1- 11)] .

The right-hand-dde (RHS) of this inequdity is the mog the rétio of vy to y, can fdl
before w begins to fdl as wel. Since r is dways less than unity, and 1 > 1, for dl p<l
the RHS of the inequdity mug take a vaue less than unity. In short, it is entirdy possble
for w to increase following an increese in r and adecreasein y.

Thee resllts may seem counterintuitive to some reeders, SO an  aithmetic
example might be useiul. Suppose authorities set the universd public penson a 50% of
per capita income (p = 0.5) and project an ‘ageing crigs of mammoth proportions some
fifty years in the future. Elderly resdents digible for a pendon are projected to increese
from 10% to 30% of the population (r increases from 0.1 to 0.3). The ratio of taxes to
GDRP is for this reason projected to triple as well, from 0.05 to 0.15. Per cgpita income (y)
is not expected to change In this example, the average income of non-pensones (w)
prior to the ‘ageing crigs is (1-0.05)/(1-0.1) y or 105.6 per cent of per capita income,
After the ‘crigs, without any reduction in the generosty of Rllar 1, the projected after-
tax income of beleaguered taxpayers will increase to 121.4 per cent of per capita income.
The income of pendoners remans dable & 50 per cent of the unchanged per capita
income. How can this be? The explanaion is smple A lager proportion of the
population is now consuming less than average per cgpita income, leaving more income
for the rest of the population to enjoy.

Now, suppose that the projections are deemed optimidic. There is a danger that
per cgpita income may fdl over the next fifty years What is the maximum amount thet y
can fdl without rellting in a fdl in w? From the RHS of the inequdity above, we can
cdculatethat y, asaproportion of the origind y, can fdl to
[(1-0.05)/(1-0.1)]/[(2-0.15)/(1-0.3)], or 0.869. So long as per capita income of the entire
population fdls by less than 13.1%, the average income of nonpensoners, after tax, will
not fdl. The dze of the badc pendon (py) will nongthdess fdl adong with per capita
income, for p (the pendon as a portion of per capita income) is condant but not y (per
capitaincome itsdf).

New Zealand does not have a second pillar. Isit disadvantaged?

The case for a fird pillar is compeling: no one wants to see workers forced to toil until
they die or retire with less than a subsdence levd of income If the date doesn't
guarantee ome minimum dandard of living, families and private charities will gep in,
and mogt likdy provide a sodd safety net that is much less even, one tha misses many
of the ddely. But why mandate a second, earnings-rdated pilla? Why should society
care whether a worker has the means to consume well above a subsgtence levd during
retirement?  Governments of course would like workers to enjoy a comfortable
retirement. But they dso would like them to own a home, est plenty of vegetables and
exedse regulaly, yet they do not mandate home ownership, purchase of vegetables, or
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an exadse regime. For the mogt part, they leave this to individud choice Why don't
they leave pensonsto individua choice aswdl?

Pendons are different, it is sad, fird because governments ought to protect
taxpayers from the demands of penniless retirees, second because they ought to protect
workers from ther own short-Sghtedness, third because of adverse sdlection problems in
the annuities market and fourth because of a bdief that a funded second pillar encourages
the devdlopment of capitad markets and facilitates a country’s growth (World Bank, 1994,
pp. 26-38). We consder each of these rationdes:

Moral hazard and myopia

If the guarantee of a minimum income in old age discourages people from saving for
their own retirement, mora hazard is sad to exid. In essence, the exigence of a fird
pillar makes the second pillar necessay. Martin Fedgein (1998, footnote 1), for
example, judifies forcing dl workers “to save sone fraction of thar wage and day
income’ on grounds that the pendons of the fird pillar are means tested. This however,
only judifies fordng workers to save enough to finance a minimum pension, enough to
insure that they will not become digible for a Rllar 1 penson. Hightincome workers
would contribute no more than low-income workers to Rillar 2, and they would receive
the same basc penson. Those who prefer additiond retirement income adways have the
option of voluntary contributions to Rillar 3.

We do not obsarve in any country the fla, low pensons that the ‘taxpayer
protection’ retionale would predict for Rllar 2. Interestingly, such a sysem was offered
to New Zedand voters in 1997 and rgected by 92.8% of them in a referendum (S John,
1999). Voters regarded as bizarre the idea of saving only enough to replace the badc
pengon, and even more bizarre the novd idea of a celing which the wedthy would reach
rapidly but the poor would never reach. The mechanics of the interface between Rllar 1
and the proposed Rillar 2 meant that a dollar more of penson from Rllar 2 would
effectivey reault in the loss of a dollar of penson from Rilla 1. The pendon funds of
those who were unable to reach the savings cap were to be ‘topped up’ by the State by
enough for a capitd sum suffident to purchase an annuity equivaent to the besc dae
penson, which would ultimady dissppear. The savings of the poor, which were
supposed to promote self-responghility, would thus have no effect on the sz of thar
retirement pensond

Not surprisngly then, nowhere are the pensons of Rillar 2 cgpped a a subsstence
levd. Indead, mandatory contributions and benefits increase with earnings to a point far
beyond the basic penson of Rllar 1. The usual explanaion for this pattern of pengons is
that governments are paterndigtic and seek to protect not the taxpayers but rather workers
themsdves. The bdief is tha a lees some workers are S0 shortsghted that they would
consume too much of ther sdary and save too little for retirement if they were free to
choose ther own paten of lifetime consumption. The implidt assumption is that
govenment knows best: without compulsion, individuds would make migtekes that they
later come to regret. So government forces each worker to save enough to avoid any
dragtic fal in hisor her gandard of living in retirement.
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Thee same arguments for mandatory saving gpply equdly to withdrawas during
retirement. Workers do not escape from mora hazard or myopia $mply because of age.
In a traditiond second pillar, which is defined benefit and pay-as-yougo, retirees receive
a pendgon, which is a series of payments pad on a regular bads until the degth of both the
participant and any dependent spouse. These payments are often indexed, explicitly or by
cusom, to prices or wage levels. In a defined contribution, prefunded PRillar 2 an
individual account exigs in the name of eech worker. There is no automdic penson.
Ingteed, the accumulated savings must be converted into some sort of an annuity, thet is,
into a dream of payments extending perhgps until the desth of the participat or the
paticipant and any designated dependent. The posshility exids then, that workers might
receive dl or a pat of thar savings as a lump sum payment on retirement. But, if saving
was mandaed in the firgd indance, the same logic surdy dictates that no lump sum
payments be dlowed. Otherwise a myopic retiree, or one that wants to ‘game the
sysem, would quickly spend these proceeds suffering a consequent reduction in his or
her gandard of living.

This would seem to be the logic, yet the World Bank in its 1994 report (p. 331)
left open the posshility of lump sum payments by dedaing “In a mandaory saving
scheme workers should not be required to purchase annuities with their entire retirement
saving” More recently, the World Bank (2000, p. 8) has éaborated on this postion,
recommending that paticipants in a mandatory Fillar 2 be required only to purchese “a
minmum, indexed annuity with adequate survivor's provisgon, with flexibility for any
remaning relirement savings” The minimum is s & the levd of Rllar 1 (“the sodd
safety net”) for both the participant and any dependent spouse, and begs the question as
to why saving in excess of that necessry to purchese a minimum pengon or annuity is
mandated in the fird ingance.

As New Zedand's firg pillar is universa, taxpayers would not bendfit from a
mandatory second pillar unless some type of means tet were applied, possbly in the
form of an effective surcharge. One could dso ague tha an effective Rillar 1 prevents
the mora hazard that arises when people are left to rdy on ther own saving. Society
would not dlow penniless retirees to darve, 0 they dould be forced to provide for a
basc penson during ther working lives The tax funding of Rillar 1 extracts a
compulsory contribution from dl taxpayers, and in this manner overcomes the problems
of mord hazard and myopia

Adver se selection and annuities

The decisgon to purchase an annuity is an irreversble decison, for a very good reason. If
insurance companies were to dlow annuitants to reverse thar decidon a any time, then a
person whose hedth becomes bad would naturaly want to cash in his annuity. A poor
person, especidly, benefits from kegping options open. He might need cash for a medica
emergency, or for a bout of hard times in the family (unemployment, crop falure). And
the poor typicdly face very high red interest rates on borrowing, 0 the best invesment
they can meke might wel be in owner-occupied housing, land, tools other family
busness, or in the educaion of therr children. Even beiter nutrition can be seen as
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invesment a extrendy low leves of consumption. The poor have short expected
lifeimes in any event, 0 an annuity is less gopeding to them, especidly if they ae
pooled with wedthier people, who live longer on average.

In the cas= of New Zedand, the aisence of Rllar 2 annuities is less sgnificant
given thet Rillar 1 provides an inflaion and wage linked penson sufficient to cover basc
needs of consumption in retirement. Neverthdess there are myopia and adverse sdection
aguments tha may agoply. Middle income New Zedanders are unlikdy to voluntaily
purchase annuities without the underpinning of some kind of government support, be it in
tax, inflaion adjusment or in provison of grester liquidity. The quedion remains, is it a
good idea for them to convert their savings into an annuity? If this will be done only with
the simulus of government subsidies, one must ask whether society wants to use its fisca
resources for a programme that will dioroportionatdy benefit those who are better off.

Developmental issues

The fourth resson often given for a funded second pillar is that penson funds promote
depth of cgpitd markets. New Zedand may be vulnerable on this score. It has a very
undeveloped share market and its tax regime encourages excess investment in housing
and red edate. Of course, penson funds are not the only, nor perhgps even the best, way
to promote capitd markets. Governments could aso subsidise resdents purchases of
shares in mutud funds, or even the direct purchase of socks and bonds in the locd
market.

The Labour Alliance Codition government has proposed the creation of a fund, to
be inveted & ams length by an independent boad so that the firg pillar will be
prefunded in part by new assets accumulated on the Crown baance sheet. While there are
few deails avalable, there are some ironies here for New Zedand. In the 1980s and the
1990s the government sold mogt of its state-owned assets and the income derived from
dividends of these has steadily dropped. A fund such as the one proposed may end up
buying shaes in these vey privaised busnesses While debt repayment technicdly
accomplishes the same fiscd outcome as assst accumuldion, the perceptions of the
public regarding the ability of the date to meet its future commitments to pensons may
perhaps be enhanced. The requirement to build up assts for the fund may meen tha the
government can ress tax cuts in the face of large projected surpluses. Given the current
account deficit and overseas debt problem of New Zedand® this may be the best way to
be fiscaly responsble in the light of the ageing of the population. In its favour, too, the
scheme would have low adminigration codts as there would be no individua accounts

Incentivesfor contributionsto Pillars 2 and 3 (tax subsidies)

Almogt everywhere except New Zedand, retirement savings are taxed more lightly than
savings for other purposes. It is not clear, why this is done. Perhaps governments believe
that subsdistion of savings (granting a higher retun to saving) might have a pogdtive

® The current account deficit in the year 2000 amounts to 8.2% of GDP, and the gross overseas debt
exceeds 100% of GDP.
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effect on privatle or naiond saving. Theordicdly, the effect might be postive or
negative. After dl, if person eans a greater return, she might well save less dnce less
saving is required to reech a spedific target savings. Empiricaly, the best evidence is that
subgdies and tax incentives affect the form but not the amount of saving (Engen, Gde
and Scholz, 1996). In other words, saving that flows into subsidised retirement plans is,
on average, a the expense of other, nonsubsdised, forms of saving. This point is
important that it merits emphasis and repetition subsidies, including tax incentives, have
no discernible effect on private saving.

Following Dilnot and Johnson (1993) and Dilnot (1996), we identify three points
of taxaion of savings contributions to the schemes, income and capital gains generated,
and benefits pad. At each of these three points, the cash flows can be taxed (T) or

exempted (E). Of the aght resulting permutations of T and E, the fdlowing five are of
interest. Each has an gppropriate name:

TTE Comprehendveincome tax
ETT Deferred income tax

EET Classcd expenditure tax
TEE Pre-paid expenditure tax

EEE Tax haven

The dmplest way to illudrate the differences in these taxation regimes is with the
ad of an exanple Assume tha there is a proportiond (flat) income tax a the rate of
20%. Savings in the amount of 100 units are invested 10 years before retirement. The rate
of interest is 10 per cent per annum and we assume there is no price inflation.

TTE ETT EET TEE EEE
Contri buti on 100 100 100 100 100
Tax -20 - - - - -20 - -
Fund 80 100 100 80 100
Ret urn 93 116 159 127 159
Fi nal Fund 173 216 259 207 259
Tax - - -43 -52 - - - -
Net Pension Fund 173 173 207 207 259

In the firg column (TTE), which corresponds to the comprehensve income tax, saving is
with &fter-tax income, S0 only 80 of the 100 units reaches the fund. The returns are dso
taxed, but not the benefits, so after ten years the fund grows to 173. The second column
(ETT) is a defared income tax, because contributions are exempt wheress both the
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earnings and the benefits are taxed. In this example, the rate of taxation does not vary, S0
the first two regimes produce identica results. If a person expects to be subject to a lower
raae of tax in retirement, then defered income tax has an advantage over the
comprehendve income tax. The third and fourth columns (EET and TEE) for the same
reason produce the same result, a net fund of 207. These refer to expenditure taxes, which
ae more favourable to saving. Findly, when contributions, earnings and bendfits are dl
exempt from tax, the fund growsto 259 a retiremen.

It is sometimes sad that an EET (or TEE) regime for retirement savings ‘mimics
a consumption or expenditure tax. This is not true. An expenditure tax exempts dl sving
from taxation, not saving for a particular purpose. The case for an expenditure tax is that
consumption today is taxed the same as consumption tomorrow. This requires al saving
be exempt from taxation, as well as the earnings on saving and invesment (unless, of
course, they are consumed). And there would be no corporate income tax snce, by
definition, corporations do not consume. On the other hand, a comprehensve income tax
treets ditizens according to their ability to pay and this in effect, is the sysem chosen by
governments everywhere. Only two countries —ndia and Ceylon (now Si Lanka—have
expearimented with an expenditure tax, and it proved to be extremdy unpopular in eech
country. Another argument in favour of an expenditure tax is the fact tha with inflaion,
income taxes fdl on nomind rather than red returns from investment. The expenditure
tax promises to olve this by exempting dl invesment returns and dl capitd gains from
the tax base. But the income tax could be reformed, and has been reformed in a number
countries with a higory of high inflation, to tax only red invesment eanings and red
capitd gains. (See Kador, 1955 and Pechman, 1980.)

In any event, thetypicd taxation of savings around the world is asfollows:

TEE For home ownership
EET For approved retirement savings
TTE For dl other savings

Home ownership and retirement savings are dmogt everywhere favoured over saving for
other purposes. In the case of owner-occupied housing, tax authorities ought to impute
the rentd vaue of the home and add it to the income of the homeowner for the purposes
of cdculating taxable income. This is rady done, presumably because voters didike
paying taxes in cash on imputed income that they have never seen. Norway is one of the
few countries to tax imputed rent in this way, but the imputed rent is rather low (2.5% per
year of the taxable vaue of the house), capitd gans are not taxed, and young people
saving to buy ahome recaive a pecid tax deduction (EIU 1999).

In the case of retirement savings, the typicd trestment is EET, but trestment is
sometimes even more generous. A number of countries, for example, tax benefits & a
reduced rate when they are teken as a lump sum rather then as an annuity (Dilnot and
Johnson, p. 7). Wha accounts for this generous provison of tax shdters for retirement
savings? In the case of mandatory penson schemes (Rillar 2), they are said to encourage
compliance. In the cae of voluntay savings (Fillar 3), the motive seems to be
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paerndism: tax subgdies dlow governments to reguire that savings be ‘locked in' until
retirement. Governments are avare that these tax incentives are codly, and for that
reeson aways limit the amount of income that can be shdtered in this way. Sice
retirement savings are not avaldble (or avalable only upon payment of a large pendty)
for any purpose other then retirement, this type of subsidy is more vauable to the wedthy
than to the poor, who are in a lower tax bracket and have greater need D retain access to
their savings in the event of an emergency such as illness or unemployment. In the United
States, according to andyds prepared by the Department of Treasury (cited in Orszag and
Orszag, 2000), two-thirds of dl tax subgdies for retirement saving go to the wedthiest 20
percent of the populaion while only one-eighth go to the bottom 60 percent of the
income digtribution.

In sum, tax subgdies for retirement saving are common, but they are codtly and
they have regressive effects on income didribution. They are harmful to the poor and

affect only the form, not the amount, of private saving in an economy.

The experience of New Zedand in ridding itsdf of tax subddes is a sdutary one.
A rgpid change from EET to TTE produced large windfal gans for those dreedy
draving highly taxed pensons (as thee became tax-free). There was a one-off
opportunity for schemes to write down the vaue of pensons being paid to account for the
future taxable nature of the earnings in the fund, but many finds were in actuarid surplus
and did not need to do this The government missed a chance to tax the accumulated
penson funds thus much of the retirement pool became EEE (St John and Ashton,
1993). The timing of the change was unfortunate, as it coincided with a severe downturn
in propety markets a sock maket crash and the 1991 recesson. There was little
atention pad to the oveadl effect of the reform on saving for retirement. Neverthdess,
ance that time, dthough various task forces have examined the case for tax subsdies, no
one has sarioudy proposed that they be rentroduced in New Zedand. Once they were
removed, ther regressve, complex and unhdpful nature became transparent for al to see
(Report of The Taskforce on Private Provision for Retirement, 1992).

Coverage of pension systems

Approximatdy  two-thirds of the world's forma labour force (Pdacios and Pdlares-
Mirdles, 2000), 85 percent of the its households (Holzmann et. d., 1999) and 90 percent
of its working-age population (Gillion €. d., 2000) lack any form of income security in
od age With the exception of a few high-income countries in the OECD, guaranteed
minimum pendons of the firg pillar goply only to those who contribute to the second
pillar, and coverage is very low in devedoping countries. The privaisaion promoted by
the World Bank, which favours defined contribution schemes and individua accounts,
does nothing to expand coverage. On the contrary, it typicdly results in decreased
coverage because benefits are linked more tightly to contributions, so there is less
redigtribution and less reason for the poor to participate.

Egdle James (1999), lead economig for the 1994 World Bank Report,
acknowledges the limited pengon coverage in devdoping countries and concludes tha
“contributory insurance for many of these workers, paticularly for low income workers,
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is neither feasble nor dedrable’ (p. 1). Expanson of the firgt pillar would then seem to
be a logicd way to extend coverage to these workers However James rgects this
solution on grounds that incomes are didributed very unequdly in developing countries
Her reasoning is asfollows

“When income is unequd, a uniform benefit that is ressonble from the
point of a poor worker would be negligible for a rich worker who would
therefore be uninterested in supporting it. But a benefit that is high enough
for the rich worker would exceed the wage levd of a poor worker, and
would be veary expensve for the economy as a whole Rdaedly, when
incomes are vary unegud, typicaly only a minority of people pay generd
taxes and these people would oppose financing a universd  bendfit. ...
Note tha the OECD countries with universd bendfits dl have a high
degree of income equdlity.” (p. 3)

Ms James concludes on a rahe pessmidic note Pendons a leest in deveoping
countries, will have to be financed with earmarked taxes, and penson benefits linked to
taxes pad. She dlows for the posshility of means-teted assstance for the dderly, but
cautions thet “to avoid negaive effects on the contributory program, redidribution via
socid assgtance to the uninsured should not be ‘too’ generous.” (p. 18)

Nonethdess, this conduson is not very convincing, snce the same reasoning
would agpply a fortiori to government services such as schooling. There is widespread
illiteracy in developing countries, and the level of primary education thet is adequete for
a poor worker is not likey to interest a wedthy taxpayer. Moreover, the cost of primary
education adequate for the wedlthy exceeds the wage of a poor worker, and would not be
afordable for the economy as a whole. Governments nonethdess attempt to provide dl
ctizens with schooling & the primary leve, even though they are not dways successful.
Primary education is financed from generd revenue, not earmarked taxes. Some
taxpayers, in countries of dl levds of devdopment, pay for private schooling because
they want a higher or a least a different gandard from that offered by the government.
Many of these taxpayers are rddively wedthy; others have modest means. Governments
do not provide rebates to childless taxpayers or to those who pay for private education,
dthough some governments have begun to experiment with vouchers.

If universal provison of primary schoaling is feesble <0 is universdl provison of
basc pensons Unlike public schooling, public pendons ae of vaue to everyone,
regardless of income, rdigion or family gructure. There is never a need for taxpayers to
replace public pengons with privete provison, for they can supplement public pensions
with thar own savings Politicdly, from the perspective of how dtizens vdue the
benefits, universd provison of public pensons should be even more popular than
universal schooling.
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Concluson: New Zealand asa mode for other countries

New Zedand's universd firg pillar provides every resdent with retirement income It is
not a just a minima “safety net for the poor”, but neither does it provide for al needs of
wedthier dtizens in ther old age Some pensoners receve a larger income than the
average pay they received during their working years. This is certainly true, for example,
of women who have a higory of little or no atachment to the paid labour force There is
no karm in this and much potentid for good. With a universal pension, society recognises
contributions of dl kind, not just contributions from paid work. As for workers who
ubsg on low incomes, if socety for whatever reason finds it difficult to improve ther
lot during their working years, it can & leest give them an opportunity to escape poverty
inthar old age.

A univesd Bllar 1 is wel suited to changing family dructures, characterised by
more divorce and separdion, widowhood and living done. The principle has been to
keep the older population contributing and participating in the economy though adequate
income support. There are no disncentives to continue part time or full time work, save
those that arise from the progressivity of the tax system.

There is no second pillar in New Zedand, but there is a third pillar. Everyone has
the option to save for retirement in whatever way is mos suitable and efficent & each
dage in the life cyde Authorities do not tax retirement savings any differently then
savings for any other purpose thus do not incur any hidden ‘tax expenditures on this
account.

While tax neutrdity is a god in New Zedand, it has not yet been achieved. Since
1990, the government has not provided any tax subsdies for retirement savings or for
private penson plans, but owner-occupied housing is taxfavoured. Homeowners are not
obliged to declare imputed rents as income, nor are there capitd gans taxes for mogt
persond red edtate transactions.

New Zedand encourages private provison of pendons through an advertisng
campagn run by the Office of the Retirement Commissoner. It is true that removd of tax
subsdies resulted in a fdl in coverage of workers in occupationd plans. Nonethdess, the
flexibility of a vountay PRillar 3 has many advantages provided that individuds
recognise that they mus teke persond responghility for accumulating savings on which
they can draw to supplement the public penson. If desred, they can convert a portion of
thee savings into an annuity & any time, but the annuity market is thin and unaitractive
in New Zedand, asit isin most countries around the world.

We have demondrated that ageing in itsdf does not judify a reduction in the Sze
or scope of universdl old age pensons, a least for leves of basc pendons one might
expect to find in the ‘red world’. Universd pensons can be criticised, however, on
grounds that they do nothing to amdiorate poverty in other age groups. The World Bank
(1994, pp. 76-82) argues that, Snce poverty rates anong children in many countries are
higher than poverty rates among old people, it makes little sense to target the old for
gpecid treatment. According to the World Bank, it is children, not the dderly, who merit
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gpecid treatment. There is much truth to this pogtion. Poverty is tragic wherever it
occurs, and is epecidly tragic when it affects the lives of the young. Nonethdess it is
not necessxry to choose between heping to lift children from poverty and helping the
ddely who are poor. The beauty of Fillar 1 is that it disributes the primary cost of caring
for eech ddaly generaion on an adility-to-pay bess This removes from low-income
workers much of the burden of saving for their own old age. They have the opportunity to
invest this income in the nutrition, hedth and education of thear children. More
importantly, Rllar 1 frees the aged from dependence on the generodty of ther adult
children. These children in some cases may not exid, they may live in poverty, or they
may be burdened by need to care for ther own children. With a universd Rillar 1 in
place, dl this becomes less important. Fillar 1 is good vaue, for it provides the entire
population with security and peace-of-mind.

With some cavests, then, New Zedand would gopear to be a useful mode for
provison of pensons in developing countries. It is a modd that offers vauable lessons as
wdl to countries tha would like to reform overgenerous and complex sysems
Researchers everywhere ignore New Zedand, even as they lavish atention on Chile, a
country with a sysem tha excdudes more then hdf the working population from
pendons. We suggest that the experience of New Zedand is worthy of atention, and
perhgps even of emulation.
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