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TABLE 1

Main Economic Indicators in Middle East and North African Countries, 2003

GDP
GDP purchasing
per power parity
GDP capita per capita Exchange Population Labor force

Country (USS millions) (USS) (USS) rate (thousands) (thousands)
Algeria 65,993 2,073 6,248 774 31,833 11,336
Bahrain 9,606 13,934 16,900 038 689 329
Djibouti 625 1,373 2,144 177.7 455 116
Egypt, Arab Rep. of 70,000 1,036 3,950 5.85 67,559 20,359
Iran, Islamic Rep. of 136,830 2,061 7,145 8,194 66,392 18,700
Iraq 13,500 547 1,500 2,000 24,700 6,100
Jordan 9,860 1,858 4,320 0.71 5,308 1,628
Lebanon 19,000 4,224 5073 1,508 4,498 1,646
Libya 23,600 4,245 6,300 1.29 5559 1,604
Morocco 44,491 1477 4,012 9.57 30,113 12413
Tunisia 24,282 2454 7,083 1.29 9,895 4,050
West Bank and Gaza 3455 1,026 727 454 3,367 600
Yemen, Republic of 10,831 565 889 1835 19173 6,120

Sources: All data, except as indicated, are from the World Bank World Development Indicators database (2003f, 2004f). Bahrain gross domestic
product (GDP) and population data are from the Bahrain Monetary Agency. Djibouti population and labor data are from the recent population
survey (National Statistical Office). GDP estimates for the Arab Republic of Egypt are based on National Statistical Office data; for Iraq and Libya,
IMF data was used. GDP purchasing power parity (PPP) per capita for Bahrain, Iraq, Libya, and the West Bank and Gaza refer to U.S.government
estimates (the West Bank and Gaza for 2002). Labor force data for the Islamic Republic of Iran are based on official historic labor force partici-
pation rates; for Irag, the most recent data were used and provided by the government.

Note: Labor force data on the West Bank and Gaza assumes 450,000 employed and a 25 percent unemployment rate.
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Preface

This is the first comprehensive assessment of pension systems in the
Middle East and North Africa. While other regions—Central and Eastern
Europe, Central Asia, and Latin America, in particular—have been
actively introducing reforms to their pension systems, Middle East and
North African countries have lagged behind. This is explained, in part,
by the common belief that, because demographics remain favorable—
the countries are young and the labor force is expanding rapidly—
financial problems are still far in the future and therefore pension reform
does not have to be a priority within the broad policy agenda.

The authors show, however, that pension systems in the Middle East
and North Africa are facing important structural problems. Their
current design imposes unnecessary distortions on the economy and,
contrary to general perceptions, can be a source of adverse distributional
transfers. Basically, pension funds today favor middle- and high-income
workers at the expense of low-income workers. Indeed, the systems cover
a relatively modest share of the labor force (33 percent), mostly workers
in the public sector and the formal private sector. Moreover, in the
majority of systems, the returns that individuals receive on their savings
depend on career and wage histories and on enrollment and on retire-
ment strategies. Hence, although redistribution takes place—some indi-
viduals receive higher returns than others—it is nontransparent and can
be regressive.

But financial problems are starting to develop as well. Even if favor-
able demographic conditions persisted, pension systems in the Middle
East and North Africa would run into trouble eventually. The reason is
simple: the benefit promises are not in line with the contribution rates
and the retirement ages. The fact is, however, that as in other regions, the
populations in Middle East and North African countries will grow older
and aggravate the financial problem. Today, most schemes have accumu-
lated large implicit pension debts, ranging between 30 and more than
100 percent of GDP. This debt s related to the promises made to current
retirees and contributors and is often larger than the explicit government
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debt. Unfortunately, this implicit pension debt is seldom taken into ac-
count when setting macroeconomic and monetary policies, thus biasing
policy choices and affecting the credibility of the fiscal framework. In the
absence of rapid interventions, this debt will continue to grow, threaten-
ing the welfare of future generations. Indeed, governments will have to
default on this debt by abruptly reducing benefits for future generations,
increasing revenues (imposing higher taxes on future generations), or
reducing expenditures on other items (such as education and health).
Thus waiting to intervene can be costly and unfair.

The authors put forward a comprehensive framework to guide dis-
cussion about pension reform. They emphasize the need to differentiate
between two types of policy choices: (a) those related to the objectives
and the mandate of the pension system and (b) those related to the
mechanisms to implement this mandate. Regarding the mandate, coun-
tries need to make explicit choices about the level of benefits that the
pension system will provide, in particular, which share of preretirement
income should be replaced by the public system and which share should
be the responsibility of individuals. Various factors that influence these
choices are discussed. Ultimately, these reflect social and cultural pref-
erences but, at the same time, face economic and biological constraints.
Pension benefits that need to be financed by a 50 percent contribution
rate or by working 60 years or more are not affordable. When it comes
to the design of the system, the authors emphasize that there are many
options that could be considered. There is no universal model that
should be adopted by all countries: on the contrary, the structure of the
pension system needs to respond to local conditions. What is important
is that basic principles of design are respected in all cases, so that
whichever system is chosen is able to work properly and deliver on its
promises.

My hope is that this book will raise awareness about the need to
rapidly address the problems facing pension systems in the region in
order to minimize negative fiscal, macroeconomic, and welfare impacts.
Readers—policy makers, academics, and all of those interested in pen-
sion reform—will find an objective analysis of the current situation and
useful principles for designing and implementing a sustainable, efficient,
and equitable pension system.

CHRISTIAAN J. POORTMAN
VICE PRESIDENT
MIDDLE EAST AND NORTH AFRICA REGION
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Executive Summary

Most countries of the Middle East and North Africa set up their current
national pension schemes in the 1970s, and no major changes or reforms
have been introduced since then. This report shows why pension reform
is needed and why it is urgent. It sets out the options and the arguments
for different ways forward.

The report highlights six general problems with pension systems in
the region: the pension promise is large and unaffordable; schemes are
financially unsustainable; badly designed rules introduce unnecessary
distortions in labor supply and savings decisions; the schemes are
fragmented and administration is weak and costly; coverage rates are
modest, with important gaps among the self-employed and in rural
areas; and governance structures are not designed to ensure that the
funds are managed in the best interests of plan members.

This is a stark prognosis, but there is some room for optimism.
Middle East and North African countries do have time to act before the
financial problems bite, but the window for action will not last long. It
is, indeed, “time for change.”

The Prognosis

Pension promises in Middle East and North Africa are large and unaffordable.
Pension systems in the Middle East and North Africa target, on average,
a pension for full-career workers of nearly 80 percent of earnings before
retirement. This is much higher than the pension promise in 24 high-
income Organisation for Economic Co-operation and Development
(OECD) countries, in 10 countries in Eastern Europe and Central Asia,
and 9 countries in Latin America and the Caribbean, where pension
replacement rates average 57 percent.

Middle East and North African countries rarely impose a cap on the
level of earnings eligible for pensions (or these ceilings are very high).
For higher-income workers, earning double the average, the target
replacement rate averages more than 75 percent in the Middle East and
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North Africa region, compared with less than 50 percent in 43 countries
in other regions.

"The size and scope of the pension mandate mean that few people will
want to provide for retirement outside the mandatory pension system, in-
cluding middle and high earners. This means that retirementsavings are not
diversified, making them more risky for individuals than they need be and
hampering the development of capital markets through long-term savings
institutions. Finally, high mandates are simply unlikely to be affordable.

Pension systems are financially unsustainable as a result not of future aging
of the population but of poor system design. Because pension schemes in the
Middle East and North African countries are “young,” they are still
running cash flow surpluses, meaning that contribution revenues exceed
benefit expenditures. But this happy position cannot and will not last for
long. The financial projections in this report show that the future flow
of pensions already promised (that is, the implicit pension debt) adds up
to, on average, 80-90 percent of gross domestic product (GDP). This is
often larger than conventional government debt. Even where there are
pension reserves, these probably will be depleted in 10 years or so.

The financial problem is basically explained by the fact that promised
benefits are not in line with retirement rules and contribution rates.
Adjusting these parameters—for instance, by increasing the contribu-
tion rate—could improve financial sustainability, but the necessary
adjustments are unlikely to be feasible.

As an illustration, to pay for pensions of the size that is promised with-
out changing the retirement rules, the pension contribution rate will need
to rise to 30 percent or more, just to cover old-age pensions: adding in
survivors’ and disability benefits, the contribution rate will need to be
higher still. A rise in contribution rates of this degree will have substan-
tial effects on labor costs and so on competitiveness. Even without demo-
graphic change, pension systems will soon encounter financial problems.

Pension schemes have badly designed rules that damage incentives and
arbitrarily redistribute income between members. Basing pension entitle-
ments on final salary, rather than the average of pay over the lifetime, is
unfair and open to abuse. The history of earnings recorded by the
pension scheme can be manipulated so that the final salary, which
determines the pension, is high, while pay in earlier years, on which
contributions are levied, is lower. Moreover, individuals whose earnings
rise rapidly over their career, who tend to be relatively well paid, receive
relatively more from the pension system than those whose earnings rise
slowly (thatis, they receive larger benefits relative to their contributions).

Pension schemes in the Middle East and North Africa also favor and
thus encourage early retirement. While the normal age for pension
eligibility is typically 60, people often can draw the pension at age 50 or
earlier. Early retirees see no adjustments of their benefits or pay a penalty
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that does not reflect the cost of paying the pension for a longer period.
Again, this implies that workers retiring earlier get a better return on
their contributions than those who retire at the normal age or earlier.

Because the implicit returns on the contributions that members pay
depend on their wage history and strategies regarding enrollment and
retirement, the redistribution that takes place within the pension system
is not transparent. Basically, middle- and high-income individuals can
receive better treatment than low-income individuals.

Administration of pensions is fragmented, often with two or more schemes
for different groups of workers. This is unnecessarily costly and limits the
mobility of the labor force across sectors. There are economies of scale in
managing pension plans, so running multiple programs means that
administrative costs are higher than they need be. An integrated
approach, with a single program for all workers, is more efficient.

It is often impossible to transfer pension rights between different
pension schemes, or the procedures are cambersome at best. This makes
labor markets rigid because the movement of the labor force between
sectors is less fluid. Both public and private sectors could benefit from a
flow of workers between employers.

Finally, benefit formulas and eligibility conditions vary considerably
among the schemes. Fragmentation then becomes another source of
inequalities, as the mandatory pension system treats workers in different
sectors differently.

Much of the workforce remains uncovered by a formal pension scheme,
reflecting the structure of labor markets. Around a third of the workforce in
Middle Eastand North African countriesis covered by the pension system.
Coverage rates are higher in predominantly public sector economies, such
as Libya, or in countries with special programs for agricultural workers and
the self-employed, such as the Arab Republic of Egyptand Tunisia.

While better incentives for individuals to contribute and for systems to
improve their administrative capacity to track contributions could expand
coverage and reduce evasion at the margin, the main driver will be the
capacity of the economy to generate jobs in the formal sector. Prospects
today are not encouraging, and a considerable part of the labor force will
continue to lack access to appropriate income security during old age.

Governance and administration of pension schemes are weak. In particular,
pension reserves are not managed in the best interests of their members.
Tripartite boards, with representatives of government, employers, and
trade unions, are common. Nominated members often lack the expertise
necessary to manage large and complex financial institutions, and
responsibilities are blurred.

The resultis that, where there are pension reserves, investment policies
are risky, governed more by political influence than by the interests of pen-
sion scheme members. Most reserves are in the form of government debt,
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in part reflecting the state of development of capital markets. However,
the debt is rarely formal or marketable. Holdings in private sector enter-
prises are often in companies managed directly by the pension fund. Their
value is difficult to determine, the relative performance of the companies
is difficult to assess, and the companies’ solvency is often questionable.

In addition, administrative capacity is generally weak, amplifying the
problems. Although no survey of administrative capacity has been
conducted across countries, the quality of management raises issues
regarding the administration of collection and record keeping, identifi-
cation of plan members, payment of benefits, information technology
infrastructure, and administrative costs. In particular, information tech-
nology systems are either outmoded or nonexistent. This makes it
impossible for workers to check the accuracy of records and to know the
pension entitlement that they have earned.

Finally, pensions involve a long-term commitment: today’s policies have
implications for years and decades to come. Middle East and North African
countries are making pension promises that will be difficult or impossi-
ble to keep. With serious financial problems impending, the time for a
change in pensions is now.

The Way Forward

Countries considering pension reform ought to differentiate policy
discussions at two levels: (a) general principles and objectives for the
pension system and (b) mechanisms for implementation.

Regarding the objectives, pension systems around the world concen-
trate on guaranteeing a basic level of income at retirement (adequacy
function) and/or ensuring a minimum level of replacement of before-
retirement income (insurance function). Middle East and North African
countries will need to make explicit choices about the objectives of the
pension system. Thus societies will need to determine the level of pen-
sion entitlements that the system will guarantee at various levels of
income. These choices reflect social preferences and cultural factors
(such as family structure and the capacity of individuals to save on their
own for retirement). In all cases, choices need to be affordable. Replace-
ment rates that require a 30 percent contribution rate are neither
affordable nor sustainable. In general, there is little rationale for the pen-
sion system to be the only source of retirement income, particularly
among middle- and high-income workers.

Regarding implementation, countries have a large pool of pension
systems from which to choose. These systems can be classified along
three dimensions: how they are financed (pay-as-you-go, fully funded,
government budget, or some combination), how pensions are calculated
and risks distributed (earnings-related schemes, defined-contribution



Executive Summary

XXv

schemes, or some combination), and how the system is managed (for
example, private or public management, centralized or decentralized
management). There is no unique model that should be implemented.
Choices need to respond to local economic, political, and social condi-
tions. These choices, however, need to be based on sound economic
analysis. In all cases, basic norms for the proper operation of the system
should be respected. In the Middle East and North Africa, the following
principles should guide the reform:

® The pension system should provide benefits that are adequate and
affordable to all workers.

* The pension system should be financially self-sustainable, thus guar-
anteeing that pension promises can be kept.

* If redistribution takes place, it should be transparent and progressive
(that is, from high- to low-income workers).

* The pension system should not distort incentives, and this requires a
closer link between contributions and benefits.

In most Middle East and North African countries, current defined-
benefit schemes are likely to remain an important part of the mandatory
pension system. An integrated reform strategy will then involve inter-
ventions in the following areas:

o Improving financial sustainability, incentives, and equity of current
earnings-related schemes. This will imply realigning promised benefits
with contribution rates and retirement rules and establishing a closer
link between the earnings on which contributions are paid and the
earnings on which pension entitlements are calculated.

o Mitigate the impacts of the reforms on women and review policies that dis-
criminate against them. The necessary changes in benefit formulas and
eligibility conditions are likely to affect more women than men. Thus
it is necessary that adjustments for them will be more gradual. In ad-
dition, women should have the same rights when it comes to trans-
fering pensions to their survivors. Special interventions will also be
required to better protect the rights of divorced women and those
married to men with multiple wives. Finally, it is important to iden-
tify and cost mechanisms to maintain a minimum level of contribu-
tions to the pension fund during the child-bearing years.

o Identifying mechanisms to finance the current implicit pension debt in a trans-
parent manmner while making future liabilities explicit. Pension reform will
ensure that the pension rights accrued by new contributions will be
sustainable. The reform, however, will not eliminate the current im-
plicit pension debt—that is, the flow of pension promises to current
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retirees and current contributors. It is important to make this implicit
debt explicit (that is, in the form of formal government debt) and to
design transparent financing mechanisms. In addition, to improve the
credibility of the fiscal framework, it is desirable that new implicit
pension liabilities be backed by explicit government debt.

o Improving governance and administration. Reforms include improving
the mechanisms to select the governing body, accountability, and
investment policies to ensure that pension schemes are run in the best
interests of members. In addition, work is needed on improving
institutional capacity and administration, which will include invest-
ments in information technology systems. Finally, it is important to
review the institutional organization of the pension system to ensure
a gradual integration of the various schemes. In the meantime,
“bridges” are needed to facilitate mobility across schemes.

* Expanding coverage. Efforts are needed to explore ways of extending
the formal pension system to vulnerable groups. However, this policy
should follow reforms that put the pension system on a financially
sustainable footing.

* Diversifying the retirement-income provision. Countries with a core of
sound banks and insurance companies and a clear agenda to support
financial sector development (for example, Jordan, Lebanon, and
Morocco) should consider higher levels of funding in the mandatory
scheme. It is also desirable to promote the development of voluntary
private pensions, which implies having in place the appropriate
regulatory and supervisory framework.

The report is organized in six chapters. Chapter 1 discusses motiva-
tions and objectives and details the main findings and messages of each
of the chapters. Chapter 2 discusses the initial conditions for pension
reform, including demographics, macroeconomic prospects, and the
level of development of the financial sectors. Chapter 3 takes stock of the
public pension system in the region and identifies the main problems
that necessitate attention. Chapter 4 introduces a general framework for
pension reform. It describes a set of minimum conditions that any
reform program will have to meet: the specific content of these pro-
grams clearly will have to reflect local economic, social, and political
conditions. Given the relevance for most countries in the region, chap-
ter 5 treats separately the issue of how to improve the management of
public pension funds to serve the interests of plan members. Finally,
chapter 6 provides a brief overview of where Middle East and North
African countries stand in the reform process and discusses future
prospects.
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CDG
CIMR

CMR
CNR
CNR
CNRA
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GASS
GCC
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GDP
GEPF
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IRR
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NIB
NSSF
OECD
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Acronyms
and Abbreviations

Caisse d’Assurance Sociales des Non-Salariés, Algeria
Caisee de Dépot et de Gestion, Morocco

Caisse Interprofessionnelle Marocaine de Retraite,
Morocco

Caisse Marocaine de Retraite, Morocco

Caisse Nationale de Retraite, Djibouti

Caisse Nationale des Retraites, Algeria

Caisse Nationale de Retraite et d’Assurance, Tunisia
Caisse Nationale de Retraite et de Prevoyance Sociale,
"Tunisia

Caisse Nationale de Sécurité Sociale, Morocco
Conseil National de Sécurité Sociale, Tunisia

Conseil National de Sécurité Sociale, Djibouti
Canadian Pension Plan

Comité de Suivi des Etudes Actuarielles, Morocco
Civil Servant Retirement Organisation, the Islamic
Republic of Iran

End-of-service indemnity, Lebanon

Civil service pension fund, Yemen

Gulf Cooperation Council

Private Pension Fund, the Republic of Yemen

Gross domestic product

Government Employees Pension Fund, Egypt
General Organisation for Social Insurance, Bahrain
Implicit rate of return

Management and Planning Organization, the Islamic
Republic of Iran

National Investment Bank, Egypt

National Social Security Fund, Lebanon
Organisation for Economic Co-operation and
Development

Organisme de Protection Sociale, Djibouti
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Acronyms and Abbreviations

PFC Pension Fund Commission, Bahrain

PPEEPF Public and Private Enterprises Employees Pension
Fund, Egypt

PPP Purchasing power parity

PROST Pension Reform Options Simulation Toolkit

RCAR Régime Collectif d’Assurance et de Retraite, Morocco

RNS Régime des Non-Salariés, Tunisia

RSA Régime Salaries du Secteur Agricole, Tunisia

RSAA Régimes Salaries Associés du Secteur Agricole, Tunisia

RSNA Régime des Salariés Non-Agricoles, Tunisia

SSC Social Security Corporation, Jordan

SSF Social Security Fund, Libya

SSIU Social Security Investment Unit, Jordan

SSO Social Security Organization, the Islamic Republic of
Iran

SSwW Social Security and Welfare, Iraq

BOX 1

Glossary of Key Technical Terms

Accrual rate. The share of the preretirement income (income measure) that the worker
receives on retirement for each year of contribution.

Full-career worker: An individual who joins the system at age 20 and contributes until
the normal retirement age or until the maximum replacement rate is reached.

Implicit rate of return. Technically, the rate of return that equates the present value of
contributions to the present value of future pension payments. Since individuals pay
contributions (an operation similar to depositing savings in a bank account) and, on
retirement, receive pensions (an operation similar to withdrawing savings from a bank
account), it is possible to compute the implicit rate of return on the contributions.

Income measure. The income used as the basis for computing the pension—for in-
stance, the average of the last 10 years of salaries. Technically, the pension is equal to the
income measure times the accrual rate times the number of years of contributions.

Pension wealth. The value at the time of retirement of discounted future pension
payments.

Replacement rate. The pension divided by the last wage.

Vesting period. The number of years during which individuals have contributed and
accumulated pension rights.

Indexation of pensions. The process by which the value of pensions is adjusted over
time—for instance, as a function of inflation.

Revalorization of wages. The process by which the wages included in the calculation of
the pension are adjusted—for instance, by inflation.




