
If mammon is the new god,
then economists are the
new theologians.

Economists attribute
m a m m o n  w i t h
omnipresence, direct-
ing actions through
Adam Smith’s ‘invisi-
ble hand’. They claim
mammon in purest
form – the stock mar-
ket – is omniscient,
or, equivalently, in their more
formal language it is ‘informa-
tionally efficient’ and achieves
‘Pareto optimality’. Naturally,
some of the more zealous sects
within the economist commu-
nity seek to make markets
omnipotent by extending their
reach into ever more spheres of
human activity.

The latest sphere they wish
to convert is pensions. How a
society treats its dependents,
including its aged, has long
been a familial contract, but
had evolved over the last cou-
ple of centuries into a social
contract, as family ties weak-
ened with industrialisation. The
next phase, starting in Chile in
1981 and spreading around the
developing world by that mis-
sionary sect, the World Bank, is
now replacing the social con-
tact with the financial contract.
Specifically, they want every
worker to have their own indi-
vidual retirement account
investing in stock market secu-

rities, which will provide for
them when unable to work.

The UK is almost
converted. Ireland has
before it the Pensions
B o a r d ’s  5 0 0  p a g e
tome, Special Savings
for Retirement: Report
on Mandatory Pension
System.  The report
‘recommends that the
most appropriate and

practical approach to improv-
ing the position of pensioners
in Ireland would be a combina-
tion of an increase in the State
pension with a mandatory sup-
plementary system…and indi-
viduals would hold Special
S av i n g s  f o r  R e t i r e m e n t
Accounts’ (p. 94). So before us
is the Irish compromise: the
current system of state pen-
sions plus individual retirement
accounts. The recommendation
is backed up by a debate-sti-
fling appendix stretching to
355 pages of figures that esti-
mates and contrasts the effects
of the proposed system on the
economy with alternatives.
Such figures are, of course, as
accessible as Latin to most.  

On deciphering, the figures
presented in these appendices
are blasphemous - or so it is
claimed in a paper of mine just
published in the June 2007
Quarterly Economic Commen-
tary of the Economic and
Social Research Institute. The

figures presented are inconsis-
tent with market values. They
assume that individuals will fill
their retirement accounts with
risky assets and, naïvely, do not
model the consequences of the
risks assumed. The perverse
logic running through all the
costings is that the more invest-
ment risk that is taken on, the
higher the ultimate pension.
Indeed, it can be demonstrated,
reworking with their figures,
that there is no pension crisis at
all because the state can work
financial miracles by achieving
a real return of 4.6 per cent per
annum, through investments in
the National Pensions Reserve
Fund, on bond borrowings that
cost a mere 1.75 per cent real
return per annum to service.
Ignoring investment risk and its
consequences will inevitably
lead to such inconsistencies.

But the stock market does
not ignore risk. In fact, the
whole point of the market is to
price and transfer risk in an

economy. In his preface to A
Tract on Monetary Reform
(1923), J.M. Keynes remarked,
‘It is often supposed that the
costs of production are three-
fold, corresponding to the
rewards of labour, enterprise,
and accumulation. But there is
a fourth cost, namely risk; and
the reward of risk-bearing is
one of the heaviest, and per-
haps the most avoidable, bur-
den on production.’

All the figures change dra-
m a t i c a l l y  w h e n  p r o p e r
allowance is made for the mar-
ket price of risk. We can illus-
trate the impact in a simple,
stylised way. This shows the
present value of a pension,
payable for 20 years from age
65, as a function of the invest-
ment return assumed. For sim-
plicity, we plot the assumed
investment return above wage
escalation, implicitly assuming
that pensions will increase in
line with wages.  

Assuming investment returns
is in line with wage increases
the present value of a pension
is 20, irrespective of the cur-
rent age of the pension saver.
This is because the pension of
one unit is payable for 20 years,
so at a 0 per cent rate of dis-
count it has a present value of
20 units .  As the assumed
investment return increases rel-
ative to wage increases the pre-
sent value of the pension
reduces, and reduces faster the
younger the pension saver as
the discount period increases.

However, it can be shown
that low risk investments (e.g.,
index-linked bonds) deliver
returns of the order of 0 per
cent above wage escalation,
while more risky equity invest-
ments have historically deliv-
ered returns of the order of
about 3 per cent per annum
above wage increases. Indeed,

low risk investments typically
have a large guaranteed com-
ponent (hence they are low
risk), so we can say with a high
degree of confidence that the
ultimate return will be close to
the expected. We cannot have
anything like that confidence
for the expected return from
risky investments – paradoxi-
cally, we can anticipate that we
will not get what we expect
from such investments.

Going back to the figures, we
can make a crude, but insight-
ful, identification between mar-
ket values and present values.
The market value of a pension
backed with low risk invest-
ment is of the order of 20 (as we
discount at 0 per cent) while for
equity investments (as we now
discount at a rate of 3 per cent)
it is of the order of is signifi-
cantly lower – for a 40 year old,
it has a value of just 7.2 (as
highlighted by an arrow). The
market cost of the pension to a
40 year old is 20 assuming low
risk but falls to 7.2 when
assuming equity risk. We con-
clude that the market cost of the
investment risk is a whopping
12.8 (that is 20 less 7.2) or two-
thirds of the market value of the
pension (12.8 divided by 20).

The market cost of the pen-
sion is 20, not the 7.2 produced
by the methodology employed
by the Pensions Board. Their
figures are not market consis-
tent, a cardinal sin in the new
creed. The proposed new pen-
sion system is fundamentally
flawed, built on unreliable
returns from risky investments.
Such a foundation will give
way with another 1929, 1974,
or a run of over two decades
with a negative real return as
delivered by the world equity
market in the first two decades
of the twentieth century, or a
run of over 50 years with a neg-

ative real return as delivered by
the French and German stock
markets or, in short, the materi-
alisation of some of the risks
that are factored into the cur-
rent price of risky assets.   

The paper, Valuing Ireland’s
Pension System, comes to a
simple but significant insight
when all the figures are put on
a market consistent basis. It
shows that the higher adminis-
tration charges of moving to
individual retirement accounts
of about 1 per cent per annum
in the saving period will reduce
the ultimate pension by about
20 per cent. That is, the key dif-
ference between pension sys-
tems is in their administration
efficiencies – the size of pen-
sions out for contributions in.
The current state pension sys-
t em en joys  nea r  op t ima l
economies of scale and the
efficiencies of simplicity that
produce pensions of the order
of one-f ifth higher than the
p r o p o s e d  i n d iv i d u a l i s e d
accounts for the same level of
contributions. A sustainable
pay-as-you go system, reassur-
ingly like our current system,
can easily be developed from
our current starting point. It
requires that the current state
pension be structured more as a
f inancial contract, with the
associated financial discipline,
than the ill-defined, politicised
social contract it has been to
date. This requires the removal
of political discretion from
state pensions – a challenge not
to be underestimated – but
surely justified by a pension 20
per cent higher for all. So
refined, our current pension
system will be engineered to
last another 100 years.

Dr Shane Whelan is an actuary
at the UCD School of Mathe-
matical Sciences.
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Individual retirement accounts are less efficient than
state pensions - Government needs to reassess its strategy
The Pension Board’s latest report on mandatory pensions recommends an increase to the current system of state pensions plus individual retirement accounts. Shane
Whelan, however, writes that some of the figures in the report are ‘blasphemous’, and argues that the higher administration charges associated with moving to individual
retirement accounts will ultimately reduce a pension by about 20 per cent. Instead, he recommends that the Government uses the current state pension system as a starting
point, which ‘enjoys near optimal economies of scale and the efficiencies of simplicity’ and restructures it along the lines of a financial contract.

Green paper or amber light for pensions?
With the Government’s Green Paper on pensions due to be published in September,
the Irish Association of Pension Funds (IAPF) is holding a conference on October 2nd
to discuss the issues arising from the paper.

Shane Whelan

The issue of pensions
formed a major compo-
nent of the National Pay

talks in 2006. Indeed at one
stage the issue threatened to
prevent any agreement being
reached .  Howeve r,  when
Towards 2016 was f inally
agreed it included a commit-
ment from the Government to
issue a Green Paper on pen-
sions. The work in relation to
the preparation of the Green
Paper  was  headed by the
Department of the Taoiseach. It
was originally envisaged that
this would be published around
Easter but this was deferred
because of the general election.
It is now intended that the
Green Paper will be published
in September.

There are huge challenges
ahead for pension systems
throughout Europe and Ireland
is no different. People are liv-
ing longer at the same time as
people are having fewer chil-

dren. This will result in the
working population becoming
much smaller relative to the
retired population.

In 2006 there were 4.3 peo-
ple in work for every 1 person
aged over 65. In 2056 this is
estimated to be 1.4 people in
work for every 1 person aged
over 65. As people live longer
the cost of providing pensions
has risen and this has placed a
lot of strain on traditional types
of employer sponsored pension
provision.

While the State pension has
risen considerably in recent
years it will not be sufficient on
its own to allow most people to
maintain their lifestyle in
retirement. As only just over 50
per cent of the working popula-
tion have supplementary pen-
sion coverage there may be
serious issues ahead for the
country if this issue is not tack-
led now. Ireland does have a
window of opportunity in that

our ratio of workers to retired
people does not fall as rapidly
as in most other European
countries. It is important that
this opportunity is availed of
and is not wasted. The Green
Paper should be the initial step
in this process.

On October 2nd, the Irish
Association of Pension Funds
(IAPF) is holding a major con-
ference which will be the first
time that these issues will be
debated publicly following the
publication of the Green Paper.

It will be addressed by the
Minister for Social and Family
Affairs who has responsibility
in this area, Martin Cullen T.D.
and by the Social Partners and
industry experts. The confer-
ence will also look at issues to
consider when addressing the
challenges ahead for trustees,
whilst taking account of cur-
rent national and European
issues affecting pension funds
and employers.
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‘A sustainable
pay-as-you go system,
reassuringly like our
current system, can
easily be developed
from our current
starting point.’


