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George Coats’ presentation to Pensions Day at FIAR 2011. 
 
As people who recall the 2001-2003 market downturn will remember, after a crisis many of 
the players are the same but the landscape on which they operate is different. And this time 
it’s worse. 
 
Looking back at best practice across Europe, a mature pension system has three elements: a 
state pillar, supplementary provision through second and third pillars, and a reserve fund to 
support the state pillar when demographic changes tip it into deficit and into which fiscally 
prudent governments pay surpluses of one kind or another  
 
Here, I am very briefly going to highlight a few of government responses to the pressures on 
state pensions and review the impact on a couple of private supplementary pension systems.  
 
Across Europe we have seen a number of countries include parametric reform of state 
pensions in their post-crisis austerity packages. These include freezes on indexation, 
extended contribution periods, the raising of the retirement age and its linking to changes in 
life expectancy. 
 
For funded systems, changes have included the reduction of tax breaks on contributions. 
 
And across east and central Europe governments have reduced the contributions flowing into 
private pensions from the public system and, in the case of Hungary, virtually destroying the 
system, which was the regional pioneer. 
 
But such vandalism is not limited to the CEE, west European governments have also 
sequestered long-term assets that have taken years to accumulate for short-term fiscal relief. 
Late last year the French government transferred the €36bn of assets built up by the Fonds 
de Réserve pour les Retraites (FRR), the French reserve pension fund, to the state’s social 
debt sinking fund, Cades. The FRR continues to control the assets, but as a third-party 
manager on behalf of Cades and with a shorter time horizon.  
 
Similarly, €17bn of the €24bn managed by Ireland’s National Pensions Reserve Fund was 
seized to help shore up the country’s banks. 
 
But why does this matter? Well, as my compatriot, the economist John Maynard Keynes, 
famously said when asked to define the ‘long term’ in the first half of the last century: “In the 
long term we are all dead”.  
 
Well that was then. Now, in the long term we are all retired. 
 
What this means in terms of your pensions system depends on where you live. The 
generosity and design of a state pension system and the efficiency – and indeed existence – 
of a supplementary pension system differs from country to country. 
 
A pension system is a function of a country’s social and economic history and traditionally 
countries don’t look across their border to see what can be learnt from their neighbour. 
Consequently, Europe has been a continent of 40 or so separate laboratories, all reinventing 
the wheel. 
 
European countries exhibit diverse responses to the challenge of providing citizens with post-
retirement income. The Bismarckian approach of most continental countries saw the state as 
the main provider of a pension whereas others followed what we might call an Anglo-Saxon 
model where the state only guarantees a minimum payment that is to be supplemented by an 
occupational pension. In east and central Europe we have variations of the World Bank-
sponsored Chilean model. 
 
But one overall result of the crisis has been that European governments have been made 
aware that they must do something about the demographic effect. 
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It’s been known about for years but prior to the crisis some west European governments had 
failed to begin to adapt their state pension system to that reality although even at that time 
many of the Bismarckian systems look unsustainably generous. 
 
Generally when such systems began they were designed to be paid at age 65 at a time when 
most workers died in their 50s, and when industrialisation was seeing a rapid growth of jobs 
and populations. Then after the second world war, growing prosperity in western Europe 
allowed governments to augment them, often as a form of electoral bribe. A promise to raise 
state pension payments or lower the retirement age has always been seen as a vote winner. 
 
In Spain, for example, a worker with an average wage who had completed the required 
number of years of contributions to the state system could expect to retire on a pension of 
more than €30,000 a year. Allianz Global Investors’ pension sustainability index rated it 
Europe’s second-most unsustainable system. 
 
In Italy, the state pension paid out up to 80% of a final salary and the effective retirement age 
was 57. 
 
Well, as we said, such outcomes were unsustainable. But the responses of governments 
were mixed. To use our two examples there: Italy began parametric reforms relatively early. 
Changes began in the early 1990s.  
 
They were introduced in several packages as governments came and went. But overall, over 
nearly two decades, the Italian state system underwent a general overhaul and payments 
were linked to contributions not salary levels. It’s expected that the average pension 
replacement level will fall to about 48% of a salary from the 80% I mentioned before. 
 
But Spain did little or nothing in the good years leading up to the crisis. The Zapatero 
government just didn’t have pension reform on its agenda.  
 
So now Madrid has it all to do against a background of popular discontent at fiscal stringency, 
rising unemployment and a general lack of confidence in the Spanish economy that sees 
widespread suggestions that Spain may be the next eurozone member after Greece, Ireland 
and Portugal to need a bailout. 
 
So finally this year it took steps. It suspended the annual indexation of state pension benefits 
to inflation and announced an as-yet unimplemented reform package that raises the 
retirement age, strengthens the link between contributions and payouts, and extends the 
minimum contribution period required for a full pension. 
 
Perhaps not surprisingly, Mr Zapatero announced last month that he would not stand in next 
year’s general election. 
 
So there is a first-mover advantage to reform and a political, as well as economic, price to pay 
if you get it wrong. 
 
And then there’s another problem. While the cutting of benefits paid by a Bismarkian system 
may resolve a future fiscal problem, it raises questions about how to make up the difference 
in the post-retirement income of those who will retire after the cuts have kicked in.  
 
The issue is that when a state system pays out an adequate income, it effectively blocks the 
development of an alternative. Why should people deprive themselves of current consumption 
for an extra benefit they don’t think they will need and fear that anyway they will never receive 
due to market volatility? 
 
Previously, Spain did little or nothing to encourage the evolution of a supplementary system. 
For one it would require telling voters that they will not get the pensions they expect and that 
their fathers got.  
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Last December an all-party committee released 20 recommendations on pensions, one of 
which was to enhance transparency by providing information on expected pension benefits. 
Another, and linked, recommendation was to encourage coverage through workplace 
pensions with tax incentives. 
 
But this is far from a guaranteed solution. To take the example of Italy again, private pensions 
were encouraged in one of the earlier reforms back in the 1990s. But the subsequent 
participation rate was low.  
 
Again, politicians were reluctance to highlight the full implications of the changes they were 
making to the state system. So by 2005 total assets under management in all forms of private 
pension funds was only around €50bn, or 3% of GDP. And a generally low contribution level 
meant that future benefits would fall far short of making up for a lower state pension. 
 
The government’s answer was to encourage employees to pay a traditional severance 
package from employers, known as the trattamento di fine rapporto (TFR), into an 
occupational pension fund. 
 
And the figures looked good. The annual new flow of TFR money was estimated at around 
€19bn, or nearly 40% of the total holdings of pension funds.  
 
The government decided not to make the move mandatory but to exploit inertia through the 
mechanism of ‘silent consent’, so that if by the end of June 2007 an employee had not 
disagreed with the move, their TFR would be transferred to a pension fund. 
 
But in the event only a fifth of employees acquiesced by the deadline. 
 
And what about those with what we called the Anglo-Saxon model? In some, the Nordic 
countries and the Netherlands, the trend is for occupational pensions to be mandatory.  
 
But I’d like to look briefly at the UK because in the past many saw the British system as one of 
the best in Europe. But the widespread defined benefit pensions offered by strong employers 
with which employees stayed for most of their working lives now belong to the distant past. 
Many such systems have closed and most of the rest have been closed to new members.  
 
Now the norm is a defined contribution pension into which, generally, relatively small 
contributions are paid.  
 
And there is a problem of coverage. Many, especially those in lower-paid jobs, have no 
supplementary provision. The authorities have responded with a workplace pensions reform. 
Under the law, from next year it will be an employer’s duty to automatically enrol all of their 
eligible employees into a qualifying pension scheme. 
 
But the scheme is not mandatory for employees. So the use of automatic enrolment is, like 
the Italian TFR iniative, an attempt to use inertia to boost participation. Employees will have to 
actively opt out rather than opt in. But the example of Italy suggests it may be dangerous to 
rely on inertia.  
 
But let’s look at two pension systems from countries that were severely hit by the crash. In 
both Ireland and Iceland pension funds were thriving before the crisis.  
 
Then Iceland was the first economy to collapse as a result of the crisis. Ireland’s financial 
system followed shortly afterwards.  
 
The joke in Dublin in early 2009 was that the difference between Iceland and Ireland was one 
letter and six months. 
 
But where are they now? Well, Ireland’s pension funds had a huge local bias focused not only 
on the Irish market but also its banks and the construction sector. So when the crash hit, 90% 
of Irish pension funds were under water.  
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As a result, the pension funds looked for a relaxation of rules from the regulator and it 
complied. 
 
But Iceland’s pension funds after the crash were the only part of the country’s financial and 
commercial sectors still standing. Its authorities tried to get the pension funds to repatriate all 
their foreign holdings. When that didn’t happen the government imposed capital controls, 
meaning that pension funds cannot invest any of their new money abroad. 
 
But some 95% of the local stockmarket vanished after the 2008 banking collapse leaving the 
pension funds with a poverty of investment opportunities. As a result, Iceland’s pension funds 
have been forced to fall back on ingenuity. 
 
In late 2009 some 16 pension funds jointly set up a private equity company to buy stakes in 
indebted companies that Iceland’s restructured banks had turned into equity. The plan is that 
the restored companies will eventually be floated on the local stockmarket, providing a 
healthy return and the same time helping get Iceland’s economy back on its feet. 
 
I think that is a very positive approach. 
 
But overall in Europe, are there still problems over the horizon or has the worst past? 
 
Well, I mentioned regulators just a moment ago. After each crisis regulators rush in to ensure 
the last crisis doesn’t happen again. 
 
Now we are looking at the imposition of Solvency II on occupational pension funds. As the 
head of one Swedish occupational pension fund told me last autumn: “We had a real life 
stress test in 2008. It was a six-sigma event and we did very well.” In many countries 
occupation pension funds fear what the implementation of Solvency II will mean for their asset 
allocation and their long-term returns. 
 


