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THE B ID -A SK  SPREAD A N D  ITS 

DETERM INANTS FO R STOCKS TR A D ED  O N

TH E ISTANBUL STO CK  EXCH ANG E

Zeynep ÖNDER and Z. Nuray GÜNER*

Abstract

T h is  p a p e r  e x a m in e s  th e  b id -a sk  sp re a d  an d  its d e te rm in a n ts  in  th e  İs tan b u l 

S to c k  E x c h a n g e  (IS E ). T h e  sa m p le  o f  198 s to ck s  is a n a ly z e d  fo r  a p e r io d  fro m  

Ju n e  1 996  to  M a y  1997 . T h e  p ro p o r tio n a l sp read  is fo u n d  to  be an  im p o rta n t 

p a r t o f  th e  tra n s a c t io n  c o s ts  c o m p a re d  to  th e  b ro k e ra g e  fees  in  T u rk ey . E v e n  

th o u g h  th e re  is  n o  m a rk e t m a k e r  in  th e  IS E , the  c h a n g e  in  th e  p ro p o r tio n a l 

sp re a d  ac ro ss  v o lu m e  a n d  m a rk e t v a lu e  q u in tile s  a re  s im ila r  to  th a t o b se rv e d  

in  th e  m a rk e ts  w ith  m a rk e t m a k e rs . A  n e g a tiv e  re la tio n sh ip  b e tw e e n  m e a s u re  

o f  v o lu m e  a n d  p ro p o r tio n a l sp re a d  is o b se rv ed . T h e  sp re a d  in th e  a fte rn o o n  

se s s io n  is  fo u n d  to  b e  s ig n if ic a n tly  h ig h e r  th a n  th a t in  th e  m o rn in g  sessio n . 

P u b lic ’s in e la s tic  d e m a n d  to  trad e  n e a r  th e  c lo su re  an d  in fo rm a tio n - re la te d  tr a 

d in g  a t th e  e n d  o f  th e  d a y  a re  c o n s id e re d  to  be e x p la n a tio n s  fo r  th e  o b se rv e d  

h ig h e r  sp re a d  a t th e  e n d  o f  th e  day.

I. Introduction

T he b id-ask spread is an im portant com ponent o f transaction  costs in all 

m arkets. In theoretical papers, the b id-ask  spread is m odeled  to com pen 

sation the m arket m aker for holding an undiversified portfo lio  position, 

cost o f executing  orders subm itted  by investors and the risk  o f trading 

w ith  investors having  superior inform ation  about security prices. A ltho 

ugh  there is an enorm ous am ount o f research  on the bid-ask spread and its 

three com ponents, i.e. inventory holding, order processing  and adverse se 

lec tion1, in  the U nited  States m arkets (Roll (1984), G losten and H arris
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1 The adverse selection is the risk of trading with investors having more information about the security prices than the 

market maker.
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(1988), Stoll (1989), G eorge, K aul and N im elandran  (1991), H asbrouck 

(1991), L ee, R eady and M uck low (1993), A ffleck-G raves, H edge and 

M iller (1994), C hen, C hristie and Schultz  (1995) and L in, Sanger and B o 

oth (1995)), this issue has rarely  been  exam ined in em erging m arkets 

w hich usually  have different structures and characteristics com pared to 

m ature m arkets (B onser-N eal, L innan  and N eal (1996)). The difference 

betw een transaction  costs o f the N Y SE  and the N A SD A Q  (Î.2 4  percent 

and 2 .94 percent, respectively2) w hich have d ifferent m arket structures 

m akes one believe that the transaction  costs in an em erging  m arket could 

be quite  different from  those in m ature m arkets as well.

The Istanbul S tock E xchange (ISE) is one o f  the em erging m arkets 

w hich has been  attracting the atten tion  o f  m ore in ternational m oney m a 

nagers recently. The ISE  is a  com plete ly  au tom ated  com petitive order 

m atching  m arket and there are no  m arket m akers. Investors as a group m a 

ke the m arket in stocks listed on the ISE. A s a  result, the adverse selecti 

on and inventory risks are shared by  a large num ber o f  investors, possibly 

resu lting  in an efficient pooling o f  risk . H ence, the im portance o f  b id-ask  

spread as a com ponent o f trading costs decreases. O n the o ther hand, ini 

theoretical m odels, the m arket m akers are m odeled to  be risk neutral w he 

reas investors are risk  averse. In  m arkets w ith  no m arket m aker, risk  w o 

uld be shared inefficiently by risk  averse traders thus, the b id-ask  spread 

w ould be higher. Furtherm ore, the low  m arket cap italization  and the sm all 

investo r base o f  the ISE  m ay cause b id -ask  spread to be an im portan t part 

o f  the transaction costs. Therefore, it is d ifficu lt to m ake predictions abo 

ut the size o f  spread in an em erging m arket w ith  fu lly  autom ated  trading 

system  based  on theoretical m odels. It has to be determ ined em pirically.

This paper studies the bid-ask spread and its determ inants for a sample of 

198 stocks listed on the National M arket o f the ISE which has two trading 

sessions with a tw o-hour break betw een them. First, the size o f bid-ask spre 

ad as a com ponent o f transaction costs in  the ISE is determined. Second, 

spread and its individual determ inants are studied using cross-sectional reg 

ressions.

The average spread is found to be 1.84 percent o f the price and it does 

no t show  m uch variability across stocks. This is very sim ilar to the size o f 

bid-ask spread observed for stocks listed on the N Y SE (Huang and Stoll 

(1995) and L in, Sanger and B ooth  (1995)) but sm aller than the proportio 

2 See Lin, Sanger and Booth (1995) and Geoige, Kaui and Nimelandran (1991).
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nal spread reported for the N A SD A Q  securities (George, K aul and N im e- 

landran (1991)). C om pared to brokerage fees, w hich run  around 0.4 per 

cent, the quoted bid-ask spread constitutes a large portion o f  the transacti 

on cost in the ISE. Furtherm ore, the bid-ask spread in the afternoon trading 

session is found to be statistically higher than that in the m orning session. 

Since transaction costs directly affect return on investm ent, investors can 

increase their return by just changing the session that they trade. The cross- 

sectional differences in proportional spread are also exam ined for size and 

volum e quintiles and found that proportional spread, in general, decreases 

as both volum e of trading or size o f the firm  increases. This finding is con 

sistent w ith earlier theoretical m odels and results o f em pirical studies. R e 

sults o f  regression analyses support findings in univariate analyses.

The paper is o rganized  as follow s. The follow ing section p resents the 

trading m echanism  in  the ISE. The m ethodology em ployed in the analy 

ses is exp la ined  in  the th ird  section. The fourth section explains the sam p 

ling procedure and data sources. D escriptive statistics on several variab 

les used in the analyses are presen ted  in the fifth section. M oreover, reg 

ression results exp la in ing  the b id -ask  spread are discussed in this section. 

T he final section sum m arizes and concludes the paper.

II. Trading M echanism  at the ISE

T he ISE has several characteristics that are d ifferent from  the exchanges 

in the US w hich are studied  both  em pirically  and theoretically. First, un 

like the exchanges in  the U S, there is no m arket m aker o r specia list assig 

ned to stocks traded  on the ISE. Investors by subm itting lim it orders act 

like m arket m akers and prov ide liquidity  in  this m arket. T here is com pe 

tition am ong traders in  setting prices, and traders do not need to hold in 

ventories in o rder to m ake the m arket. T herefore, the spread can be expec 

ted to be low er in this m arket. On the o ther hand, if m arket m akers are less 

risk  averse than  the investors jo in tly  m aking the m arket fo r the ISE  stocks, 

then the b id-ask  spread w ould  be h igh in the ISE.

Second, the ISE  has two trading sessions with a tw o-hour break  in bet 

w een them . T his characteristic  o f the ISE  allow s us to study the im pact o f 

short break on the in form ation  production and the size o f  b id -ask  spread. 

In con trast to the overnight break , this tw o-hour break in  the m iddle o f  the 

day m ay not reduce in v es to r’s incentives to co llect in form ation  since in 

vestors can  act quickly  on the in form ation  collected during this day-bre- 

ak. In addition, it m ay give investors tim e to better analyze the inform ati-
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on arrived to the m arket during the previous trad ing  period. A s a result, 

m ore inform ation-based  trading in  the afternoon session than the m orning 

session can be expected. S ince the b id -ask  spread is considered  and m o 

deled to be an increasing function  o f  the asym m etric inform ation, spreads 

observed in the m orning trading session is expected  to be d ifferent from  

that in the afternoon session.

Third, the m axim um  allow able price change from  one transaction to 

the other, tick  size, is a function o f the secu rity ’s price. These tick sizes 

range from  1 percent to 2.5 percen t o f  the price o f  the security and they 

put a lim it on the size o f b id-ask spread .3

III. M ethodology

To study the d ifferences betw een transaction  costs in tw o sessions o f the 

ISE, we use un ivariate  analysis and cross-sectional regressions. In univa 

ria te  analysis, w e test w hether spread differs betw een  tw o trad ing  sessi 

ons. Furtherm ore, we form  m arket value and volum e quintiles in order to 

see how  spread varies across quintiles.

To study cross-sectional d ifferences in spread, regression  analysis is 

used. E arlier research  has docum ented  that the proportional spread decre 

ases w ith the level o f  trading activity (D em setz (1968), and C ohen, M ai- 

er, Schw artz  and W hitcom b (1981)) and stock prices (D em setz (1968) and 

Stoll (1978)), and increases w ith price vo latility  (C opeland and G alai 

(1983), and E asley and O ’H ara (1987)). T herefore, the follow ing tw o reg 

ressions are run for the sam ple stocks:

SPRj = a  + f i i *  M C LO SEj + f i 2 * SRj + Jh  * LM VAL} + f i 4 * VOLUM E, + £,■

SPRj = a  + $  * M C LO SEj +Jh * SR, + A  * LM VAL, + f i 4 * VOLUM E, + f h * S  + £}

In these equations SPRj is the quoted b id-ask  spread for security j. It is 

calculated in tw o d ifferent w ays. The first one is rela tive  to  the closing  pri 

ces in each session, this is called as the proportional spread. T he o ther one 

is the Turkish L ira (TL) spread, w hich is sim ply the difference betw een 

ask and bid  prices. M C LO SEj is the average closing price for security  j 

during our sam ple period, SRj is the standard  deviation o f  returns ca lcu 

lated  using  m id-poin ts o f bid and ask prices. LM VA Lj is the logarithm  o f  

the m arket value o f proportion  o f  shares held  by public  and V O L U M E j is

3 In the appendix, minimum price changes allowed at different price levels are presented.
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a trading activ ity  m easure. Several trading activity m easures such as ave 

rage volum e, (M V O L), average trade size per day, (M A VTS), turnover ra 

te, m easured by the ratio  o f  total trading volum e to to tal num ber o f shares 

held by public , (T U R N ), and daily average num ber o f transactions, 

(M N T) are used in these regression  equations. A dum m y variable, S, ta 

king a  value o f  1 for the afternoon session and 0 for the m orning session, 

is in troduced to the system  to see if  spread differs betw een sessions after 

controlling for o ther factors th at m ight affect the spread as well. B ased on 

the previous studies, it is hypothesized  that there is a negative rela tions 

h ip betw een spread and m easures o f volum e controlling for the price and 

variability  o f  stock prices. Furtherm ore, the larger the size o f  the firm , it 

is m ore likely to be traded. T herefore, the bid-ask  spread for large firm s 

w ill be low er con tro lling  for price and variability  o f  returns on stock.

IV. Sam ple Selection C rite ria  and  D ata

There are no m arket m akers in  the ISE, hence, the best buy and sell orders 

left in  the book  at the end  o f each trading session are taken as bid and ask 

prices. O ur sam ple covers a period  from  June 1996 to M ay 1997.4 Bid and 

ask p rices for each  session  are hand collected from  D ünya, a daily  new s 

paper, for each security  traded  on the ISE till January 1997.  ̂ B id and ask 

prices and the num ber o f  trades in the second part o f  our sam ple are obta 

ined from  databases m ain ta ined  by R E U TER S L td .6 C losing prices and 

num ber o f  shares traded for each session are obtained from  the ISE.

Several papers show ed the relationship  betw een spread, and trading 

volum e and size o f  the com pany (Easley and O ’H ara (1987), G losten 

(1994) and D e Jong, N ijm an  and R oell (1995)). In o rder to exam ine w het 

her size o f  the spread differs w ith  respect to volum e and size, the ISE 

stocks are c lassified  into quintiles based on trading volum e or size. The 

firm s w hich  have stocks traded  on the ISE  are not ow ned 100 percent by 

the public. I f  the  proportion  o f  shares held  publicly  is quite low  for a com 

pany, trading in  its stock  is expected  to be low. T herefore, the m arket va 

lue o f  the shares held  by pub lic  İs taken  to be a  better m easure o f  the size

4 Dunya, a daily newspaper published this information starting from June 1996.

5 Unfortunately, the data for this period is prone to human enor.

* Our sample covers a period of one year. It could be extended to a longer period by hand collecting bid-ask prices 

from either daily bulletins of the ISE or the Dunya newspaper. The other alternative would be downloading the bid- 

ask prices from the databases maintained by the Reuters Ltd at the end of every trading session. Given the difficulty 

of hand collecting the data and the network connection problems, data over short sample period is analyzed in this 

explanatory study to get idea about the transaction costs in the ISE.
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of the com pany than the total m arket capitalization  o f  the firm. For that 

reason, the m arket capitalization and the  proportion  o f  shares held pub 

licly are collected from  the w eeldy bulletin  o f  the ISE  and used to calcu 

late the m arket value o f shares held  by the public. Furtherm ore, stock 

splits seem ed to be very com m on on stocks traded  on the ISE. The high 

incidence o f splits observed  on the ISE can be. explained by inflation rate, 

w hich  runs around 75%  annually, o f Turkey.7 It is alm ost im possible to 

find a security that did not have a  split during any g iven  year. Prices and 

trading volum e are adjusted for stock splits and stock dividends. To adjust 

p rices and trading volum e, inform ation on stock splits, stock and cash d i 

v idends are obtained from  the m onthly  bulletin  o f  the ISE.

D uring  the first part o f our sam ple period , June 1996-D ecem ber 1996, 

D ünya new spaper skipped publish ing  bid and ask  prices for afternoon ses 

sions on T hursdays. To reduce the am ount o f data  loss, it is assum ed that 

the bid and ask p rices for a security  cen tered  around its closing price on 

these days.8 Nam ely, the bid and ask prices for those days are determ ined 

using the follow ing equations:

bidj = closej - price stepj

askj = closej + price stepj

Several filters w ere im posed on the data. A s o f  end o f  M ay 1997, th e 

re  w ere 242 securities traded  on the ISE. A stock listed on the ISE could 

be trading in three different m arkets; the N ational M arket, the R egional 

M arket o r the W atch L ist C om panies M arket. B ecause o f the differences 

in m icrostructures and characteristics o f  stocks trading in these m arkets, 

we constrained  our sam ple to stocks listed  on  the N ational M arket.9 F u rt 

herm ore, w e requ ired  the stocks to be  traded  on the ISE  since the beg in 

ning o f  our sam ple period. A s a resu lt, our sam ple consists o f  198 stocks 

listed on the ISE  during June 1996 and M ay 1997.

7 Keeping the price within a reasonable price range is a common explanation given for stock splits. Because of high 

inflation, stock prices get out of that range quite frequently.

8 To see the sensitivity of our results to this adjustment process, we dropped Thursdays from the sample. Results are 

qualitatively the same.

9 Watch List Companies Market operates for only 15 minutes every day between 9:15 and 9:30 since November 27, 

1996. The stocks of companies that do not satisfy the listing reqirements of the ISE National Market or that are de

cided to be removed from the National Market by the Executive Council of the ISE are traded in the Regional Mar

ket (ISE (1997)). Because of the differences in the structure of these markets as well as the characteristics of the com

panies whose stocks are traded in these markets, stocks trading on the Regional and Watch List Companies Markets 

are not included in the sample.
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V. E m pirical Results

Table 1 show s the daily sum m ary statistics on the b id -ask  spread for our 

sam ple o f stocks. Panel A is based on trading activity during the w hole 

day w hereas Panel B is based  on activity during each  trading session se 

parately. The average proportional spread at the end o f  the day is found to 

be 1.84 percent o f the average o f  bid and ask prices. This value is very c lo 

se to the proportional spread reported  for the N Y SE  stocks (Lin, Sanger 

and B ooth (1995) and H uang and S toll (1995)) but sm aller than  the p ro 

portional spread on the  N A SD A Q  stocks (G eorge, Kaul and N im elandran  

(1 9 9 1)).10 The average proportional spread ranges betw een 1.41 and 3.02 

percent. C onsidering  the fact that the average brokerage fee is around 0.4 

percen t in Turkey, the b id -ask  spread constitutes a  large portion  o f the 

transaction co sts .11 T he average TL spread is 244 TL for the stocks in our 

sam ple .12 T he variability  o f  TL  spread is m uch higher, it ranges betw een 

16T L  and 4 ,255TL.

D escrip tive statistics on o ther variables are also presen ted  in Table 1. 

F or exam ple, the  average trade size is around 35 lo ts13 and on average 238 

transactions occur every day. The proportion o f  shares open to public  is, 

on average, 34.1 percen t for the sam ple firm s and it ranges from  0.3 per 

cent to  99 percent. This finding  suggests that the total m arket value cap i 

talization  is no t an appropriate  m easure to classify firm s into size groups. 

H ence, in  our analysis, to tal m arket value capitalization  is adjusted by the 

percentage o f shares he ld  by the public.

To see if  there is any difference betw een frequently  and less frequently 

traded  stocks in the ISE , stocks are grouped  into five quintiles based  on 

daily average n um ber o f trad es .14 Table 2 Panel A  presents the descriptive 

statistics fo r each  vo lum e quintile. The proportional spread is slightly  h ig 

her for the less frequently  traded  stocks. T he m ean proportional spread is 

2.1 percen t in the least frequently  traded  stocks but it declines m onoton i- 

cally to 1.7 percent fo r the m ost frequently  traded  stocks. O ne exp lanati 

on  for the difference in spread betw een the first and fifth  quintile is that

|[) Lin, Sanger and Booth (1995) found that the average proportional spread is 1.24% for 150 NYSE stocks and Geor

ge, Kaul and Nimelandrand (1991) showed that it is 2,94% for NASDAQ securities.

11 In the US markets, the average commission rate is ranging between 1 to 10 percent depending on the price of the 

stock and size of transaction (Sharpe, Alexander and Baily p.71).

12 The spread is approximately $0.30 per share for (he securities of large, actively traded companies (Sharpe, Alexan

der and Bailey, 1995).

13 In general, one lot is 1,000 shares.

14 We also create five quintiles based on their volume of trade, the results are found to be similar.
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investors are m ore likely to trade based  on inform ation  in the less frequ 

ently traded  stocks than m ore frequently  traded  stock. H ence, in order to 

p ro tect them selves from  adverse selection effects, investors in the ISE  g i 

ve bid and ask prices w ith  larger spreads, in terestingly , in the less frequ 

ently  traded stocks, the percentage o f  shares open to the public  is h igher 

than  the o ther quintiles. The stocks o f  firm s w ith  high proportion  o f  sha 

res held  by  the public  are expected  to trade m ore frequently. One explana 

tion for less frequent trading in these stocks, is that som e dom estic o r fo 

reign institu tional investors m ight be  ho ld ing  a large portion o f these 

stocks for the long-term  investm ent purposes. A s a  result, there will be 

less shares available for trading in the m arket.

Panel B show s the descriptive statistics o f  the variables for m arket va 

lue quintiles. A negative rela tionship  betw een  the size o f the firm  and the 

p roportional spread is expected. T he m arket value is m easured as the m ar 

ket value o f  the proportion o f  a f irm ’s shares held  by the public. A lthough 

we did not observe a m onotonic decline in  the proportional b id-ask spre 

ad across m arket value quintiles, there is a 0.19 percen t d ifference b e tw e 

en spreads in the h ighest and the low est m arket value quintiles. H ow ever, 

the T L  spread increases as the m arket value o f the firm  increases, in gene 

ral, due to increase in closing prices.

Table 3 presents the results o f  testing  tw o groups o f  hypotheses. T he 

first group tests the equality  o f m ean spread and m eans o f  o ther variables, 

used in explain ing  differences in  the spread, betw een  tw o trading sessions. 

The second group of hypotheses tests w hether variances o f  these variab 

les are sam e in tw o trad ing  sessions. W e fail to re ject the second group o f 

hypotheses for all the variables. O n the o ther hand, the first group o f 

hypotheses is rejected  only for the m ean proportional spread. The diffe 

rence in percen tage spread in  the m orning  and the afternoon trad ing  ses 

sions is 0 .2  percent. E ven though the d ifference in percentage spreads is 

sm all to claim  econom ic significance, the m ean  proportional spread at the 

end o f  the m orning  session is significantly  less than  the m ean p roportio 

nal spread at the end o f  afternoon session. T his w ill give us an idea about 

the behav ior o f  the b id-ask  spread during  the day.

A lthough w e have only two observations per day, it seem s that at the 

end o f  the day, the spread in the ISE  is h igher as in  the N Y SE  (M clnish  

and W ood, 1992). This behavior o f  the spread is explained  by either the 

m arket m ak e r’s explo itation  o f his m onopoly  pow er or the p u b lic ’s inelas 

tic dem and to trade near the closure (B rock  and K leiden , 1992). H ow ever,
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the higher spread at the closing of the day in the ISE  can not be explained 

by the strategies o f m arket m akers since there is no m arket m aker in this 

m arket. We can explain  the h igher spread at the end  o f  afternoon  session 

relative to the end o f  m orning  session w ith inelastic dem and to trad e .15

Tables 4 and  5 p resen t the regression  results for tw o m easures o f  spre 

ad used in this paper: proportional and  TL  spread. T he independent vari 

ables are the closing  price (M C L O SE ), the standard dev iation  o f  the re 

turn calculated from  the m id-po in t o f  bid and ask prices, (SR M ID ), the lo 

garithm  o f  m arket value adjusted  using percentage o f  shares held  by pu b 

lic, (LM VAL), and several m easures o f  volum e.

Table 4 presents the  results for the proportional spread m easure. T he 

m odels explain  approxim ately  25 percen t o f the variation in bid-ask  sp re 

ad. A s expected, all m easures o f  volum e are negatively  and significantly 

related  with the proportional spread. As trading activ ity  in each  day or in 

each session increases, the b id-ask spread declines. The difference betw e 

en the m orning  and the afternoon sessions are also observed  in the regres 

sion analysis. T he proportional b id-ask  spread in the afternoon session is

0 .20 percent h igher than that in the m orning session for stocks w ith the sa 

m e volum e, price, variab ility  and m arket value. The positive and sign ifi 

cant im pact o f m arket size on bid-ask  spread is found w hen M AYTS and 

T U R N  are used  as m easures o f  volum e. M oreover, the coefficients on the 

closing price and standard deviation  o f  returns are significant in the m o 

dels w ith  L M V O L .

Table 5 presents the regression results for the TL spread. These reg res 

sion m odels explain  99 percen t o f  the variability  in T L  spreads. T hese m o 

dels show  that the m ost im portant factor İn determ ining the T L  spread is 

the stock price. A  negative and statistically  significant relationship  betw e 

en  all vo lum e m easures, excep t m ean o f the daily average trade size, and 

the b id-ask spread is observed. Surprisingly, controlling the closing price, 

variability  and m arket value, the TL  spread in the afternoon session is sig 

n ificantly  h igher than  that in  the m orning  session as w ell, even  though in 

un ivariate  analysis the equality  o f the m ean TL  spread betw een the tw o 

trading sessions cannot be rejected. W hen M AVTS and T U R N  are used as 

m easures o f volum e, like the proportional spread, TL spread increases as

15 The investors will be anxious to trade to get back to their optimal portfolio positions right before the market closure 

because they don’t want to bear the risk of holding portfolios that are not optimal overnight. Therefore, the demand 

at the closure will be less sensitive to the prices. The liquidity providers will take advantage of this inelastic demand 

by offering higher ask and lower bid prices at the closure, hence the bid-ask spread will be larger.
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m arket value increases. H ow ever, standard dev ia tion  o f  returns does not 

significantly  affect TL  bid-ask spread.

VI. Sum m ary and Conclusion

This paper studies the bid-ask spread and its determ inants in the ISE, an 

em erging m arket, for a period  from  June 1996 to M ay 1997. The proporti 

onal spread is found to be an im portant part o f the transaction costs com 

pared to the brokerage fees in  Turkey. E ven though there is no m arket m a 

ker in the ISE, the change in  the proportional spread across volum e and 

m arket value quintiles are sim ilar to that observed in the m arkets w ith  m ar 

ket m akers. R egression results support the findings in the univariate analy 

ses. H ow ever, the relationship betw een the spread and other variables is 

not as m onotonic in the ISE as in the m arkets that have m arket m akers.

T he spread in the afternoon session  is found to be significantly  higher 

than that in the m orning  session. The m arket m aker explo iting  h is/her m o 

nopoly pow er cannot explain this finding  because there is no m arket m a 

ker in the ISE. O n the o ther hand, p u b lic ’s inelastic dem and to  trade near 

the closure m ight be a viable explanation. D uring  the sam ple period, the 

ISE  operates tw o sessions w ith a tw o-hour break  betw een them . S ince the 

m arket closes for a short period at the end  o f the first session, dem and  ine 

lasticities o f  investors at the end o f  the m orning  session is expected  to be 

low er than  that at the end o f  the afternoon  session, this w ill create  the 

spread behav ior observed in the ISE. T his closure m ay also affect the in 

form ation environm ents in tw o trad ing  sessions. The m orning  session fo l 

low s an eighteen  hour long overnight break. O n th e  other hand, the after 

noon trad ing  session is p receded by a short b reak  in trading during busi 

ness hours. Even though, B erry and H ow e (1994) show  that the arrival o f 

public  inform ation  to the m arket during the lunch break  is low, this shoit- 

break  in trading during business hours m ay not reduce the incentives o f  

investors to  collect private inform ation  since traders can trade on that in 

form ation  in a short period  o f  tim e.16 T herefore, the  asym m etric  inform a 

tion in the afternoon trad ing  session m igh t be h igher than that in the m or 

n ing session. Furtherm ore, the size o f  the spread in a m arket w ith no m ar 

ket m aker w ould  be m ainly a  function  o f adverse selection costs, since the 

non-existence o f  the m arket m aker elim inates inventory holding and order

16 Empirical evidence in support of this conjecture can be found in Giiner and Onder (1998).
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processing  com ponents o f  the spread to a m inim um . T his suggests that 

there could be m ore in form ation-related  trading at the end o f  the day, h en 

ce h igher bid-ask spreads.
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Table 1. Daily Sum m ary Statistics

V ariab les M e a n S td  D ev M in im u m M a x im u m

P a n el A ■ W ith in  A D ay  (N=198)

Proportional Spread (%) 1.841 0.232 1.409 3.022

TL Spread 244 499 16 4255

Closing Price 13,709 28,439 764 231,486

Mean Return 0.060 0.308 -0.952 0.780

Number of Shares Held by

Public {in millions) 481 976 4 8250

Proportion of Shares Held

by Public 34.128 20.700 0.29 99

Market Value or Shares Held

by Public 6,631,497 18,869,351 49,300 168,300,000

Number of Shares Traded 11,291,011 17,025,577 265,353 105,354,166

Number of Trades 238 181 45 930

Average Trade Size 35,337 32,738 2,430 189,506

P a n el B - B o th  S ess io n s  (N = 3 96 )

Proportional Spread (%) 1.744 0.242 1.306 3.022

TL Spread 233 476 14 4,255

Closing Price 13,719 28,426 764 232,334

Number of Shares Traded 5,645,506 8,527,819 121,187 54,683,621

Number of Trades 119 91 21 495

Average Trade Size 34,240 31,618 2,190 204,958



Table 2. Daily Statistics by Number of Trades and M arket Value Quintiles
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P a n el A : Q u in tile s  o f  N u m b e r  o f  T ra d es

F ir st Q u in tile  (N = 4 0 )

V ariab le M ea n S td  D ev M in im u m M a x im u m

Proportional Spread (%) 2.076 0.257 1.585 3.022

TL Spread 216 224 16 897

Closing Price 10,928 12,186 764 51,628

Mean Return 0.122 0.274 -0.423 0.750

Number of Shares Held by

Public (in millions) 252 362 18 2,123

Proportion of Shares Held

by Public 40.325 27.411 7 98

Market Value or Shares Held

by Public 3,638,553 6,403,987 79,900 36,010,687

Number of Shares Traded 1,648,621 1,247,012 265,353 5,554,940

Number of Trades 67 13 45 87

Average Trade Size 21,590 16,250 4775 72,922

S eco n d  Q u in tile  (N = 4 0 )

Proportional Spread (%) 1.871 0.163 1.642 2.400

TL Spread 480 938 18 4,255

Closing Price 26,403 51,854 940 231,486

Mean Return 0.045 0.340 -0.732 0.639

Number of Shares Held

by Public (in millions) 333 740 4 4,500

Proportion of Shares Held

by Public 29.275 18.381 9 99

Market Value or Shares Held

by Public 7,508,550 25,915,470 143,550 163,426,500

Number of Shares Traded 4,372,058 5,569,203 291,528 24,985,604

Number of Trades 122 17 89 152

Average Trade Size 30,570 39,031 2,430 189,506

T h ird  Q u in tile  (N = 4 0 )

Proportional Spread 1.846 0.221 1.522 2.613

TL Spread 130 93 27 397

Closing Price 7,085 4,999 1258 22,276

Mean Return 0.020 0.308 -0.952 0.545
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Number of Shares Held

by Public (in millions) 355 508 19 2,520

Proportion of Shares Held 

by Public 32.907 19.225 0.290 98

Market Value or Shares Held
S'

by Public 2,866,350 4,088,244 49,300 21,168,000

Number of Shares Traded 7,043,680 5,789,625 1,575,182 24,501,321

Number of Trades 192 27 157 240

Average Trade Size 32,026 24,602 8,604 107,852

F o u rth  Q u in tile  (N=40)

Proportional Spread 1.715 0.120 1.465 2.008

TL Spread 90 56 17 218

Closing Price 5,305 3,180 1,078 12,388

Mean Return -0.012 0.294 -0,833 0.448

Number of Shares Held

by Public (in millions) 394 402 15 1560

Proportion of Shares Held 

by Public 32.675 15.891 8 87

Market Value or Shares Held

by Public 3,710,064 6,071,240 306,000 28,687,500

Number of Shares Traded 13,612,751 9,390,230 4,519,481 47,292,465

Number of Trades 286 28 241 337

Average Trade Size 42,604 29,174 13,169 160,890

F ifth  Q u in tile  (N = 3 8 )

Proportional Spread 1.698 0.151 1.410 2.098

TL Spread 306 478 18 1,941

Closing Price 19,095 30,699 1,026 123,409

Mean Return 0.127 0.312 -0.864 0.780

Number of Shares Held

by Public (in millions) 1,099 1,849 30 8,250

Proportion of Shares Held 

by Public 35.526 20.118 2 86

Market Value or Shares Held

by Public 15,897,254 31,062,573 316,800 168,300,000

Number of Shares Traded 30,750,940 28,534,820 3,785,248 105,354,166

Number of Trades 537 169 338 930

Average Trade Size 50,664 41,810 8,254 166,384
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P a n el B - Q u in tile s  o f  M a r k e t V alue

F ir st Q u in tile  (N = 4 0 )

V aria b le M ean S td  D ev M in im u m M a x im u m

Proportional Spread (%) 1.976 0.233 1.561 2.461

TL Spread 144 180 16 1054

Closing Price 7,293 9,605 764 58,581

Mean Return 0.058 0.331 -0.732 0.737

Number of Shares Held

by Public (in million) 79 68 4 324

Proportion of Shares Held

by Public 41.757 25.824 0.29 99

Market Value of Shares Held

by Public 316,895 129,026 49,300 518,336

Number of Shares Traded 4,986,122 7,966,254 265,353 47,292,465

Number of Trades 142 81 50 360

Average Trade Size 28,950 31,310 2,505 160,890

S eco n d  Q u in tile  (N = 4 0 )

Proportional Spread (%) 1.814 0.205 1.465 2.347

TL Spread 173 378 20 2,419

Closing Price 9,684 21,565 1,002 138,045

Mean Return 0.026 0.302 -0.833 0.750

Number of Shares Held

by Public (in million) 181 185 5 800

Proportion of Shares Held

by Public 25.125 13.742 7 65

Market Value of Shares Held

by Public 887,067 233,133 519,217 1,321,600

Number of Shares Traded 8,017,607 9,095,246 357,449 42,820,866

Number of Trades 195 100 46 401

Average Trade Size 31,129 24,930 2,519 106,194

T h ird  Q u in tile  (N = 4 0 )

Proportional Spread (%) 1.804 0.247 1.496 3.022

TL Spread 111 87 24 328

Closing Price 6,191 4,550 1,410 19,051

Mean Return 0.041 0.226 -0.414 0.480
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Number of Shares Held

by Public (in million) 282 245 24 1,132

Proportion of Shares Held

by Public 36.450 20.469 11 98

Market Value of Shares Held

by Public 1,823,845 352,823 1,355,200 2,610,000

Number of Shares Traded 11,949,809 11,583,573 762,234 52,404,041

Number of Trades 250 139 56 614

Average Trade Size 40,139 27,282 8,604 118,755

F o u rth  Q u in tile  (N=40)

Proportional Spread (%) 1.830 0.248 1.409 2.613

TL Spread 303 '665 18 3,911

Closing Price 17,015 37,720 1,026 216,609

Mean Return -0.010 0.380 -0.952 0,585

Number of Shares Held

by Public (in million) 528 546 15 2324

Proportion of Shares Held

by Public 34.750 17.398 9 86

Market Value of Shares Held

by Public 4,252,663 1,098,241 2,622,000 6,375,000

Number of Shares Traded 14,663,686 24,394,156 309,696 105,354,166

Number of Trades 250 179 49 718

Average Trade Size 38,361 37,238 3,312 166,384

F ifth  Q u in tile  (N=38)

Proportional Spread (%) 1.786 0.175 1.543 2.261

TL Spread 501 749 27 4,255

Closing Price 29,133 42,638 1,258 231,486

Mean Return 0.189 0.255 -0.569 0.780

Number of Shares Held

by Public (in million) 1,377 1,874 38 8,250

Proportion of Shares Held

by Public 32.474 21.430 2 87

Market Value of Shares Held

by Public 26,889,934 36,917,182 6,500,000 168,300,000

Number of Shares Traded 17,129,769 22,765,457 349,319 94,944,263

Number of Trades 359 274 47 930

Average Trade Size 38,253 40,805 2,430 189,506
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Table 4 - R egression R esu lts o f  Quoted Percentage Spreads for ISE  stocks

P a n e l A : E n d  o f  th e  S e ss io n  

N  =  3 9 6

a

P a r a m ete r

E st im a te s

1.094
t -s ta tis tic s

7.697

P a r a m ete r

E st im a tes

2.125

t -s ta tis tic s

18.455

P a r a m e te r

E st im a te s

2.286

t-s ta tis tic s

19.848

P a r a m ete r

E st im a tes

1.862

t -s ta tis tic s

16.707
MCLOSE (000 TL) -1.649 -4.165 -0.188 -0.442 0.462 1.169 0.133 0.361
SRMID (.%) 0.911 2.404 0.317 0.750 0.779 1.798 0.608 1.551
LMVAL -0.003 -0.359 -0.031 -3.957 -0.046 -5.812 -0.009 -1.157
S 0.209 10.966 0.200 9.297 0.200 9,454 0.212 10.626
LMVOL -0.094 -10.835

MAVTS (million shares) -1.153 -3.142
TURN -1.177 -4.730
MNT -0.00Î -8.764
R-square (%) 38.820 22.350 24.720 33.490
F-statistic 51.119 23.756 26.937 40.788

P a n e l B : E n d  o f  th e  D a y

N  = 1 9 8  s to c k s

a 1.394 6.897 2.414 14.259 2.591 15.337 2.138 13.141
MCLOSE (000 TL) -1.775 -3.037 -0.204 -0.324 0.474 0.812 0.113 0.207
SRMID (%) 0.724 1.290 0.085 0.135 0.616 0.958 0.406 0,700
LMVAL -0.006 -0.551 -0.037 -3.126 -0.052 -4.499 -0.013 -1,095
LMVOL -0.099 -7.771

MDAVTS (million shares) -1.125 -2.138
TURN -0.649 -3.525
MDNT -0.570 -6,338
R-square{%) 27.520 7.040 10,600 21,240
F-statistic 19.700 4.732 6.838 14.279

Nft
vî
aCD

O:
3

C~

Table 5 - R egression  R esu lts o f  T L  S pread s for  IS E  stocks

— ------------------------------------------------------------------------------------------------------------------------------------ --------------------------- ----------------------------- ----------- f— ........ ........ — .................

P anel A: 

N = 396

E nd o f th e  Sess ion

P aram eter P aram eter P aram eter P aram eter

E stim ates t-sta tistics E stim ates t-statistics E stim ates t-statistic E stim ates t-statistics

a -92.417 -2.857 51.118 2.089 71.168 2.890 -4.606 -0.194

M CLOSE 16.472 182.548 16.694 184.909 16.761 198.539 16.709 211.837

SRM ID (%) 40.493 0.469 -47.815 -0 .533 22 .672 0.245 23.849 0.285

LM VAL 0.566 0.328 -3.645 -2 .156 -5.308 -3.168 1.291 0.770

S 24.276 5.587 22.873 5.016 22.988 5 .090 25.404 5.977

LM VOL -12.852 -6.517

MAVTS (m illion shares) -103.000 -1.323

TUR N -161.897 -3.044

M NT -0.207 -7.967

R-Square (% ) 98.180 99.090 99.120 99.220

F-statistic 9539.011 8633.476 8800.538 10006:107

P anel B: E nd o f th e  D ay

N  = 198 stock s

a -73.015 -1.852 77.791 2 .467 99.780 3.158 16.225 0.553

M CLOSE 17.262 151.306 17.519 149.285 17.586 161.131 17.527 178.286

SRM ID (%) 3.476 0.032 -98.615 -0.842 -16.374 -0.136 -15.147 -0.145

LMVAL 0.289 0.133 -4.526 -2.061 -6.308 -2.914 1.091 0.523

LM VOL -14.418 -5.771

M DAVTS

(m illion shares) -91.880 -0.938

TUR N -90.110 -2.615

M DN T -115.816 -7.146

R-square (%) 99,410 99.300 99.320 99.450

F-statistic 8173 .826 7030.109 7247.733 8862.459

M C L O S E  =  m ean  c lo s in g  price

S R M ID  =  Standard d ev ia tio n  o f  return on  m id -p o in t o f  b id  and ask  prices  

L M V O L  =  L ogarithm  o f  m ean  v o lu m e  o f  trade

L M V A L  -  L ogarithm  o f  m arket v a lu e__________________________________

M D A V T S  =  m ean  o f  th e  d a ily  average trade s iz e

T U R N  =  tu rn over rate

M D N T  -  m ean  d a ily  num ber o f  trades

S =  S essio n  in d icator variable

>
Fr
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Appendix

There are 10 price categories on the ISE. For each category the m inim um  

price change allow ed is specified. C hanges in  price of a security in any 

price categories should be m ultip les o f the m inim um  price change for that 

price category. The m inim um  price changes for the price categories are 

listed  below.

Stock  P rice

M in im u m  

P rice  C h an ge

1 0 -  1,000 TL 10 TL
1,025 - 2,500 TL 25 T L

2 ,5 5 0 -  5,000 TL 50 TL
5,100 - 10,000 TL 100 TL

1 0 ,2 5 0 -2 5 ,0 0 0  TL 250 T L

25,500 - 50,000 TL 500 TL

5 1 ,0 0 0 -  100,000 TL 1,000 T L

102,500 - 250,000 TL 2,500 TL

255,000 - 500,000 TL 5,000 TL
510,000 TL  and above 10,OOOTL
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A bstract
T h is  p a p e r  a n a ly z es  p o ss ib le  c o m o v e m e n ts  am o n g  m jo r  f in an c ia l m a rk e t r e 

tu rn s  fo r  th e  p e r io d  b e tw e e n  Ja n u a ry  1986  and  Ju n e  1997. T h e  b as ic  f in d in g s  

o f  th is  p a p e r  a re; a m o n g  th e  d e v e lo p e d  c o u n try  s tock  e x c h a n g e s  o n ly  th e  U S - 

U K  a p p e a rs  to  h a v e  a c o m m o n  m o v e m e n t in  the  lo n g  ru n ; s to ck  e x c h a n g e s  o f  

M e x ic o  an d  th e  P h ilip p in e s  re f le c t a  “ p iv o ta l” c h a ra c te r  sin ce  th e ir  re tu rn s  tend  

to  co in te g ra te  w ith  a n u m b e r  o f  m a rk e t re tu rn s  re p re se n tin g  d if fe re n t le v e l o f  

d e v e lo p m e n t an d  re g io n a l c h a ra c te ris tic s ; m ark e ts  o f  th e  sam e  reg io n s  su c h  as 

th e  L a tin  R e g io n  o r  th e  F a r  E a s t R e g io n  sh o w  a  c o m o v e m e n t o f  re tu rn s  w h ile  

th is  is  n o t true  fo r  G re e c e  an d  T u rk ish  s to c a k  ex c h a n g e s; fu r th e r  in v e s tig a tio n  

re la te d  w ith  th e  Ja p a n e s e  s to c k  e x c h a n g e  sh o u ld  b e  c a rr ie d  o n  s in c e  th e  re su lts  

p e r ta in in g  to  J a p a n  m ig h t b e  an in d ic a tio n  o f  in te rn a tio n a l p o rtfo lio s  w ere  u sed  

to  b e  h e d g e d  o n  th is  m a rk e t. T h is  p a p e r is im p o rta n t b e c a u se  it a p p lie s  th e  sta- 

te -o f- th e -a r t n a m e ly  D y n a m ic  O rd in a ry  L e a s t S q u a re s  o v e r the  re tu rn s  o f  v a r i 

o u s s to c k  m a rk e ts  an d  b e c a u se  it  in v e s tig a te s  the  long  ru n  re tu rn s  o f  th e  I s ta n 

b u l S to c k  E x c h a n g e  in  re la tio n  w ith  a n u m b e r o f  s to ck  m ark e ts .

I. Introduction

This paper aims at searching for the evidence of cointegrating relations bet 

ween different stock m arkets o f the world. To this end, a “Dynam ic Ordinary 

Least Squares” approach is applied, as proposed in Stock and W atson (1993).

In  quest o f  co in tegration  equations o f the stock m arkets, first it is se 

arched for the existence o f  stationarity  in each  individual index and then 

for the existence o f  coin tegrating  relation  betw een  the pairs o f  m arkets. 

U pon the stock  m arket pairs, w hich reflect evidence o f  co integration, 

D ynam ic OLS m ethod  is applied in order to obtain the coin tegration  equ-

1 State Planning Organization, GDAPCE-Financial Markets Dept., 06100, Yiicetepe, Ankara 

Tel : (0312).230.87.20/6171 Fx: (0312).232.10.89 e-mail: kniaIatya@dpt.gov.tr. and Middle East Technical 

University, Dept, of Economics, 06531, Ankara. The earlier version of this paper was presented under the title “A 

Dynamic Cointegration Analysis Among the Stock Markets” at the 60Ih Conference of Applied Econometrics 

Association which was held in Paris on June 11-12,1998. Thanks to Hakan Berument, Ignacio Mauleon and Sanvi 

Avouyi-Dovi for their invaluable comments. Naturally all errors belong to the author of the article.

mailto:kniaIatya@dpt.gov.tr
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ation coefficients. F inally as a m ean to  confirm  the results, residuals o f  the 

coin tegration  equation is searched for the condition  o f stationarity.

T here is a w ide literature concerning the transm ission  o f  effects am ong 

the stock m arkets. A lthough this article  do not aim  to  investigate the m ec 

hanism , rap id ity  or the extent o f  transm ission  o f  price volatility  it, 

hum bly, d iscusses about the evidence o f  com ovem ents am ong the stock 

m arket indices o f  various countries reflecting  d ifferent characteristics.

The fo llow ing  section explains about the data w hich is fo llow ed by the 

section reflecting  the econom etric m ethodology. A pplication o f the m et 

hod and the regression  results are p resen ted  in section IV.

II. The Data

The data used in this research are the m onth-end local currency index v a 

lues o f d ifferent stock m arkets. The data w as dow nloaded from  the IFC  

E m erging  M arket Indices provided  by D A TA STR EA M  Ltd.

The stock m arkets analyzed in this paper are the U SA  (N Y SE), C ana 

da, the UK , G erm any, Japan, A rgentina, M exico, Chile, G reece, Turkey, 

South K orea, T hailand  and the Philippines. O f those, 5 are developed co- 

untry-m arkets w hile  the o ther m arkets are selected from  the developing 

countries representing  various regions on the world. H ence, d ifferent tim e 

zones, hem ispheres, trading blocks and d ifferent levels o f  developm ent, 

w hich m ight have effect on the w ay the im pulses are transm itted am ong 

the stock m arkets, are represented in the  d a ta  set.

The period  o f  analysis extends betw een January  1986, w hen the Istan 

bul S tock E xchange started  operation, and June 1997, the date ju st before 

the E ast A sian C risis started. T hus, the task  o f detecting  the behav ior o f  

the Istanbul S tock E xchange m arks the  beginning  o f  the sam ple period. 

O n the o ther hand, the upper lim it is determ ined in  reference to the recent 

A sian Crisis; since the volatility  o f  the stock indices gained m om entum  by 

July  1998 the direct result o f  this developm ent w ould  be adding outliers 

to the analysis, w hich in  turn  w ould likely  cause distorting effects on the 

results. T herefore, in o rder to contro l the  effect o f  the outliers, instead o f 

using  dum m ies, it is preferred  to truncate  the sam ple period  at the end of 

the first h a lf o f  the year 1997.

The data is used in  logarithm ic form . T herefore, the coefficients obta 

ined  by the  regressions m ust be in terpreted  accordingly. A nother po in t to 

note is th at the analysis is based upon local-currency indices and no t on 

U SD  indices. T his is done in order to con tro l possib le  outliers and distor- 

tive factors, such as rap id  depreciation  o f  the currency or persisten t appre-.
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ciation both o f  w hich d isto rt the relative yields o f stock exchanges.

III. M ethodology

T he question “if  the econom ic series m ove together in the long run” has be 

com e an im portant issue over the last decade. If  one can detect a cointegra- 

ting relation betw een the tim e series then this relation m ight lead to unders 

tand the nature o f such a connection. H ence, exploring a cointegrating rela 

tionship betw een tim e series involves estim ating cointegrating vectors.

R egarding  the estim ation  o f co integrating vectors a num ber o f research  

studies p roposing  d ifferent m ethods o f releasing efficient estim ators have 

been presented. O f those, one o f  the m ost popular is the procedure  offe 

red  by Johansen  (E nders,1995) w hich depends upon the lagged  values on 

endogeneous variables. H ow ever, an alternative m ethodology on estim a 

ting the coin tegrating  vectors w ith  efficien t estim ators has been  stipulated 

(S tock and W atson, 1993).

T he above-m entioned  alternative m ethodology is easy to com pute sin 

ce it involves a D ynam ic O LS w ith a num ber o f  leads and lags o f  the exp 

lanatory variable(s). T he m ethod  can be used in 1(1) type series and p ro 

duces asym ptotically  efficien t and Johansen  equivalent estim ators. A lso, 

in coin tegrating  equations w ith m ore than tw o variables this m ethod  p ro 

v ides in form ation  as to  w hich variables are cointegrated.

A s an illustration  o f  the D ynam ic OLS m ethod the two variable case 

m ight be considered;

Follow ing the guidelines o f  the original m odel (S tock and W atson, 

1993) let Y l and X t are tim e series w hich are 1(1) and the triangular repre 

sentation fo r these series is

(1) A Y t = u,

(2) X t = Bo + 0 Yt + V[

w here  u t and  vt are bo th  stationary stochastic p rocesses and both  are as 

sum ed to be G aussian (in o rder to perm it the developm ent o f the G aussi 

an M L E  for 0). I f  those erro r term s are also independent o f each o ther then 

w e can w rite

(3) E(v, i A Y i ) = E (v t I u , ) = d(L)A Y t

H ence, using  (3), (2) m igh t be denoted  as,

(4) X, = fio + 0 Yt + d(L) A Yt +  z t



K a m u r a n  M a l a t y a h

w here A Yt and z t are independent and z t = v£ - E (vt I ut ).

Supposing the data is generated  this w ay the likelihood is realized  on 

the pre-and post-values o f  A Y( . So, inference for ( can be m ade by being 

conditional on Y t. In  this fram ew ork, it is stated (S tock and W atson, 

1993)) that the series in tegrated  w ith  the o rder o f one (i.e. 1(1)) release e f 

ficient D ynam ic OLS estim ators w hich are equ ivalen t to Johansen  estim a 

tors and are distributed w ith % 2  .

So, in this fram ew ork, dealing w ith series w hich are individually  1(1) 

and w hich have 'a  single coin tegrating  vector, one regresses one o f  the va 

riables onto contem poraneous levels o f the  rem ain ing  variable, leads and 

lags o f their first differences and a constant.

IV. Application of Dynam ic OLS to the Stock M arkets Data

h i the ligh t o f the dynam ic cointegration p rocedure pairs o f stock m arket 

data will be analyzed as regards to co in tegration  relation. To this end, first 

the stationarity o f individual series w ill be sought. Then, pairs o f series 

w hich are individually 1(1) w ill be tested if  there exists a co integrating re 

lation betw een them. A t the third stage, D ynam ic O LS is applied in o rder 

to confirm  the coin tegration  relation ob tained  in the form er stage and to 

estim ate the coefficient (0). Finally, E ngle-G ranger m ethodology on the 

residuals o f cointegrating  relations o f  each D ynam ic OLS regressions w ill 

be analyzed if the residual series are 1(0), further confirm ing the existen 

ce o f  cointegration.

The general regression  equation to be  used is p resen ted  below ;

(5) Ln Y , = &  + 6i Ln X t + 0 2 A L n  X, (-q) + ... +

0 3 A Ln Xt (-1) + ...+  0§ A L n Xt (+1) + ...+  0 9  A L n Xt(+T)

H ere the lag in terval is taken  to be 1 - 4, an  in terval w hich is supposed 

to be long enough to cover all the transm ission  effects am ong the stock 

m arkets due to the dynam ic nature o f  the relations. The lag in terval is ad 

ju sted , for a few  pairs o f  stock m arkets, if  the coin tegrating  relation fades 

aw ay before a lag length o f 4. H ence, those  lag intervals are taken  w hile 

applying D ynam ic OLS m ethod and this n um ber o f  lags as w ell as leads 

are guaranteed in the regressions.

At this point, the results o f  the above m entioned tests could be analyzed;
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A. Stationarity of the Series:

T able-1 enlists the stationarity  condition o f the series. For this, A D F test 

is applied. H ence, the nu ll hypothesis o f  “existence o f unit ro o t” is tested. 

T he levels o f  the series g ive un it roots w hile the first differences o f the lo 

garithm ic values o f  the  series turn out to be stationary with a confidence 

level o f 99%  as g iven  below.

TABLE I V . l : Unit Root Tests (First Differences) (1)

A N Y SE -5.74 **

A CA N -5.63 **

A U K -5.64 **

A G E R M -5.45 **

A JA P -4.84 **

A A R G -4.34 **

A M E X -4.07 **

A C H IL -5.09 **

A G R -5.18 **

A T U R K -4.92 **

A K O R E -5.00 **

A T H A I -5.35 **

A PH IL -4.26 **

(1)* 5% Critical Value:-3.4807 

«  1% Critical Value : -2.8833

So, first condition  fo r the D ynam ic O LS analysis is satisfied. A t this 

poin t, the second step o f  spotting the existence o f coin tegrating  vectors 

m ight be p rogressed  onto.

B. Cointegration Tests:

Table-2 enlists the pairs o f  stock  m arkets having  at least 1 cointegrating  

relation. The series are tested  against the nu ll hypothesis o f  “there are no 

coin tegrating  vec to rs” . A s it is observed, M exico and the Philippines turn 

out to  be stock m arkets w hich reflect co integration relations w ith m any o t 

her stock  exchanges.

As stated above, the  coin tegrating  relation  betw een the m arkets is so 

ugh t w ith in  4 lags due to the dynam ic nature o f stock exchanges. H ow e 

ver, since the coin tegrating  relation fades aw ay after 1 lag betw een Japan- 

K orea and  T hailand-P hilipp ines, after 2 lags betw een K orea-Philippines
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and after 3 lags betw een G reece-Phiiippines the existence o f cointegrating 

vector am ong those m arkets are analyzed w ithin  the m entioned  lag inter 

vals.

A fter search ing  for the existence o f co in tegrating  vectors, the stage o f 

application o f the D ynam ic OLS m ight be passed  onto;

C. Dynam ic OLS Results:

Table-3 prov ides the results confirm ing the Johansen  test results. The 9 ( 

coefficients are calcu la ted  and can be found  in Table 3.

R eferring  to the calculated  9i values, w e can see that Japan reflects a 

negative coin tegrating  relation  w ith m ost o f  the stock  exchanges that co 

in tegration is reported with.

A fter estim ating  the coefficients o f the current level o f the explanatory 

variab les, w e can turn our attention to a m ethod o f  guaranteeing  the co in 

tegrating relations. H ence, we refer to the A D F tests o f the residuals o f 

each co in tegrating  equation.

D. Stationarity o f  Residuals:

In o rder to verify  the results reflecting  co in tegration  betw een the stock 

exchanges w e g lance at the residuals o f  these equations and their A D F 

tests. Since the coin tegrating  relations should  p rove  them selves in their re 

siduals w ith  1(0) at level values, we expect our regressions to  show  such 

behavior.

Table-4 confirm s the results o f  Table-2 and Table-3. H ow ever, w e see 

that the residuals o f the coin tegration  regressions, N Y SE -PH IL , CA N - 

M EX , JA P-K O R E , A R G -PH IL , A R G -K O R E  and M E X -K O R E  produce 

poor results w hile the residuals o f  the reverse regressions (PH IL-N Y SE, 

M E X -C A N , K O R E-JA P, PH IL -A R G , K O R E -A R G  and K O R E -M E X ) in 

d icates 1(0). S ince the corresponding  entries on the m atrix  con tradict w ith 

each o ther and at least one o f  the sym m etric  relations reflect satisfactory 

results, we think that this irregularity  stem s from  the sam ple size.

Y. Interpretation o f  the Results

The results indicate  that there exists a  long-run  tendency in a num ber o f 

stock m arket indices to m ove together. Especially, Japan, M exico  and the 

Philippines produce results to w orth m entioning . S tock  exchanges o f  M e 

x ico and the Philippines tend  to co in tegrate  w ith  m o st o f  the m arkets un 

der consideration. O n the o ther hand, the equations in w hich Japan takes
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place produce negative  0i values w ith the exception o f K orea. The nega 

tive coefficients m igh t be accepted  as an indication o f portfo lio  d iversifi 

ca tion  over the Japanese  m ark et and could  be investigated fu rther to conc 

lude on that.

A m ong the developed  country  stock exchanges no indication o f co in 

tegration appears excep t the U K -N Y SE  relation. T hough this does not 

m ean public  in form ation  is not transm itted (C heung and K w an, 1992) bet 

w een  those stock exchanges and contained  in the equity  prices nor does it 

m ake any im plications about sp illover effects or in traday pattern  com pa 

risons betw een overlapping  stock exchanges and cross-listed  stocks (W er

ner and K leidon,1996). R ather, it ind icates that a long-run  system atic c lo 

se rela tionship  does no t ex ist am ong the stock exchanges o f  the developed 

countries (C orhay et.al.,1993).

In the regional basis, the L atin  stock exchanges show a long-run  rela 

tion am ong them selves w hile a  sim ilar finding m ight be stated  fo r the Far 

E ast S tock E xchanges. H ow ever, this is no t true for Turkey and Greece. 

O n the o ther hand, M exico  and the Philippines m ight be said to function 

as “p ivo ta l” m arkets since they seem  to be related w ith stock m arkets o f 

d ifferent regions and o f  d ifferent groups.

A s the m eans o f  com m unications and trading technology develops 

(B ennett and  K elleher,1988) the close links are detected  am ong the stock 

m arkets. Increased  trade, w ider in ternational operations and m obility  o f 

short term  capital m ight be  an explanation  o f  long run relation  in the stock 

exchange indices. B y these findings in  hand it is possible to conclude that 

price variab ility  is transm itted  continuously  am ong certain  stock  exchan 

ges w hile noth ing  precise can  be  stated about the continuous transm ission 

o f  price volatility  am ong the m arkets by m erely g lancing at the results. A l 

so , based  on the  findings o f  this analysis, research  on the arrival rate o f 

public inform ation  (C han e t.a l.,1996) and  its effects on volatility, volum e 

and b id-ask  spread patterns am ong the coin tegrated  exchanges could be 

furthered.



TABLE IV.2 : Johansen Cointegration Test Results (1)

NYSE CAN UK GERM AP ARG MEX CHIL GR TURK KORE THAI PHIL
NYSE 4.19 16.01* 10.16 9.08 5.50 26.87** 7.66 8.76 12.41 9.88 10.82 16.38*
CAN 3.15 9.56 6.55 3.59 21.90** 7.81 9.82 7.06 9.46 10.46 14.38
UK 10.16 7.94 4.83 32.75** 10.77 7.42 18.94* 10.14 10.06 16.80*
GERM 8.41 9.35 27.27** 9.79 12.42 12.70 10.95 11.07 17.66*
JAP (2) 32.55** 19.38* 17.82* 16.85* 8.05 16.43* 12.89 16.21*
ARG 23.96** 20.42** r  11.75 3.83 20.22** 10.38 20.43**
MEX 30.02** 18.23* 20.11** 22.73** 18.04* 18.16*
CHIL 18.37* 10.73 13.51 12.78 17.58*
GR (2) 7.42 18.54* 12.37 15.97*
TURK 10.88 13.07 16.51*
KORE (2) 17.14* 18.83*
THAI (2) 20.13**
PHIL

(1): ** indicates 1% level of significance and * indicates-5 % level of significance

(2): Lag interval is 1-4 except Japan-Korea, Thailand-Philip.,Koiea-Phil. and Greece-Phil.

-------------------- ---------------------------------------------------------------------------------------------- ---------------------------------- ------------- ------

TABLE IV.3 : Dynam ic OLS Cointegration Test Results (1)

NYSE CAN UK GERM AP ARG MEX CHIL GR TURK KORE THAI PHIL

NYSE 1.11
(0.02)***

0.24

(0.01)***

0.41
(0.02)***

CAN 0.11
(0.01)***

UK 0.90

(0.02)*«

0.22

(0.01)***

0.13

(0.004)***

0.38

(0.01)***

GERM 0.20

(0.01)***

JAP -0.004

(0.003)

-0.08

(0.02)**

-0.10

(0.02)**

-0.09

(0.04)

0.22

(0.07)*

-0.15

(0.03)**

ARG 7.96

(1.48)**

3.38
(0.1324)***

3.88

(0.13)***

9.07

(1.05)***

5.12

(0.34)***

MEX 4.25

(0.18)***

6.29

(0.56)***

4.65

(0.18)***

4.14

(0.32)***

-2.22

(0.47)**

0.28

(0.01)**

1.10

(0.03)***

2.05

(0.09)***

0.64

(0.02)***

3.01

(0.3055)***

1.83

(0.06)***

1.68

(0.06)***

CHIL -2.91

(0.38)«*

0.23

(0.01)***

0.89

(0.03)***

1.67

(0.09)***

1.55

(0.06)***

GR -0.8

(0.19)**

0.40
(0.03)***

0.49
(0.03)***

0.95
(0.15)**

0.53

(0.05)***

TURK 7.20

(0.15)***

1.42

(0.07)***

2.46

(0.10)***

KORE 0.37

(0.11)*

0.05

(0.004)***

0.12

(0.02)**

0.28
(0.04)***

0.35

(0.03)***

THAI 0.47

(0.02)***

1.85

(0.13)***

0.82

(0.03)***

PHIL 2.31

(0.10)***

2.57

(0.09)***

-1.01

(0.28)***

0.14

(0.009)***

0.52

(0.02)***

0.54

(0.03)***

0.99

(0.07)***

0.35

(0.01)***

1.09

(0.03)***

i 1

(1): Null Hypothesis is “no cointegration exists”

*** indicates 1% level of significance, ^indicates 5 % level of significance and * indicates 10 % level of significance. to
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VI . Conclusion

In this paper D ynam ic OLS m ethod is applied in investigating the co in 

tegration relations betw een  a num ber o f  stock exchange indices. The re 

sults show  that the developed m arket indices do not cointegrate except the 

U K  and N Y SE. A m ong the m arkets Japan show s interesting  results since 

these results m igh t be the ind ication  o f  a g lobal portfolio  diversification. 

A lso, M exico and the Philippines stock exchanges act as p ivo ta l m arkets 

since they seem  to coin tegrate  w ith  d ifferent country stock exchanges rep 

resenting  different reg ions and  different stages o f developm ent.
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D E FIN IT IO N , TH EO RY A N D  
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Abstract
B ased  o n  a n u m e ric a l a p p lic a tio n  th iit e m p lo y s  so c ia l an d  e c o n o m ic  p a ra m e 

te rs  o f  th e  T u rk ish  e c o n o m y , th is  s tu d y  a tte m p ts  to  d e m o n s tra te  th a t th e  c u r 

r e n t c o lla p se  in  th e  T u rk ish  so c ia l se c u r ity  sy s tem  is n o t u n a v o id a b le . T h e  p re 

s e n t so c ia l se c u r ity  sy s te m  in  T u rk e y  is b a se d  o n  th e  d e f in e d  b e n e f it  m o d e l o f  

p e n s io n  p ro v is io n . O n  t h e  o th e r  h a n d , re c e n t p ro p o sa ls  fo r  re fo rm  in th e  s o c i 

a l secu rity  sy s te m  are  b a s e d  o n  a m u ltip il la r  sy s tem , w h e re  o n e  o f  th e  a lte rn a 

tiv es  is  a  d e f in e d  c o n tr ib u tio n  p e n s io n  sch em e . U tiliz in g  a d e f in e d  c o n tr ib u t i 

o n  m o d e l an d  T u rk ish  p a ra m e te rs , th is  s tu d y  re a c h e s  th e  fo llo w in g  fin d in g s : 

firs t , b a se d  on  T u rk is h  p a ra m e te rs , th e  le v e l o f  re t ire m e n t p e n s io n  is v e ry  se n 

s itiv e  to  th e  re t ire m e n t ag e . S e c o n d , th e  p en s io n  ra te s  to  b e  p a id  to  re tire e s  are  

v e ry  se n s itiv e  to  th e  re a l ra te  o f  re tu rn s  re a liz e d  b y  p en s io n  fu n d  in v e s tm e n ts . 

A n d  fin a lly , u n d e r  a  d e f in e d  c o n tr ib u tio n  m o d e l, w h e re  c u rre n t p a ra m e te rs  o f  

th e  T u rk ish  e c o n o m y  a re  u se d , re a s o n a b le  lev e ls  o f  p en s io n  are  fo u n d  to  b e  

w ith in  reach .

I. Introduction

The In ternational L abour O rganization  (ILO ) has ex tended the concept o f 

social risks to be covered  by  publicly  organized social security system s by 

including  m edical care, sickness benefits, unem ploym ent benefits, old- 

age benefits, em ploym ent in jury benefits, fam ily  benefits, m aternity  bene 

fits, d isability  benefits and  su rv ivors’ benefits (ILO  C onvention N o. 102, 

1952). In other w ords, all risks associated with w ork, health  and re tire 

m ent are included in the coverage o f the expanded concept o f  social secu 

rity. H ow ever, social security  system s around the w orld are now  suffering 

from  serious econom ic, financial and social problem s. N ot only can so 

cial security  system s not fully  and equitab ly  fulfill their expanded m issi 

ons and in tended functions, but they are also financially  d istressed beca 

use o f adverse dem ographic developm ents as reflected  in a w orsening ra-

* Department of Management, Boğaziçi University, Bebek 80815, İstanbul. 

E-mail: mercan@boun.edu.tr
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tio  of w orking  to retired  people. In  particu lar, in m any coun tries of L a 

tin A m erica and C entral and Eastern  E u rope, state-run na tional social se 

curity system s cause a significan t drain  on the budge t w hile reducing  na 

tional savings, capital accum u la tion  and grow th o f the econom y. In addi 

tion, deteriorating  social secu rity  conditions are claim ed to lead to m ajor 

labor m arket d istortions (H olzm ann, 1997). W ith  inadequa te  coverage and 

insufficien t funding o f social secu rity  system s, a g lobal search for an effi 

c ient system  has started w hile p roposed  approaches and solu tions cause 

hea ted  social and political debates.

Turkey is am ong coun tries facing severe social security system  prob 

lems. The debate in Turkey has received pub lic a ttention only after the de 

ficit in the state-run social security system  started to  accoun t for abou t one 

third o f the total pub lic sec tor budge t deficit, w hich runs a t around 9 per 

cen t o f  G D P (K enar et al., 1996 and T U SIA D , 1997). In the Turkish soci 

al security system , the ratio o f actively w orking people to retired persons 

has also been declining. By generally  accepted actuarial standards, the op 

tim al m agnitude o f this ratio ranges from  four to six. This ratio in Turkey 

has declined to alm ost tw o (TU SIA D , 1997). Fu rtherm ore, curren tly  abo 

ut h a lf o f the actual labor force is ou tside the form al social security sys 

tem  coverage (TU SIA D , 1997). M oreover, w o rk ers’ contribu tions are re la 

tively sm all, and financial returns o f pension fund assets are low as the go 

vernm ent has depleted social secu rity  funds through transfers to the gene 

ral budge t at unfavorable  term s. The final ou tcom e has been low  retirem ent 

benefits and poor quality  o f  social secu rity  system  services. D espite incre 

asing life expectancies observed in the Turkish society, am endm ents to 

early retirem ent provisions have reduced  re tirem ent age to an average o f 

50 years because o f political m issteps resu lting  from  popu lism  and short 

sightedness (K enar et al., 1996). A ccording  to the statistics pub lished by 

the State P lanning O rganization (D PT), life  expectancy o f  an average p er 

son retiring at age 50 is abou t 25 years (Tem el Yapısal D eğişim  Projeleri 

K om ite Raporları, DPT, 1995). T hat such a social secu rity  schem e w ith a 

relatively  short w orklife o f approxim ately  30 years and a long retirem ent 

period o f 25 years can operate in  an actuarially  feasible and financially so 

und m anner is a rem o te  possibility. T hat is the reason w hy recently  alm ost 

all social security param eters including cu rren t retirem ent age, curren t le 

vels o f prem ium  con tribu tion, adm inistration o f accum u la ted  funds, level 

o f governm en t contribu tions, level o f  retirem ent pay and even the organi 

zational struc ture o f  the social secu rity  system  have becom e the focal po 



D efin ed  C o n tr ib u t io n  M o d e l: D e f in itio n . T h e o ry  and  an  A p p lica tio n  fo r  T u rk ey 35

int o f curren t social, econom ic, and political debate in Turkey. S tudies by 

ILO  (1996) suggest that the expected  level o f deficit caused by the social 

security system  at large will reach 7.1%  of the G D P by 2005. In a nu tshell, 

all things considered, the Turkish Security System  is observed to provide 

below -par services and benefits. It also constitu tes a m ajor drain  on the 

budge t that runs large deficits. One shou ld no te that, unfortuna tely, Turkey 

is experiencing such problem s despite favorable dem ographic factors such 

as a young popu lation. This is in contrast to w orldw ide trends o f  an aging 

popu lation as the prim ary  reason for the social security crisis. As the po 

pu la tion gets o lder in abou t 20 years, it is m ore likely that Turkey will fa 

ce an additional w ave o f  social secu rity  system  crises. Therefore, if  under 

taken, the social secu rity  reform  shou ld  address bo th  the existing  problem s 

and the potential adverse fu ture dem ographic developm en ts.

Today, the social security reform  has top prioty in the social and econo 

m ic reform  agendas around the w orld. However, the scope of the reform  is 

lim ited as it tends to concentrate m ostly on pension plan aspects o f social 

security. Similarly, this study focuses only on old-age security issues w it 

hout investigating other social risks to be covered by the social security sys 

tem.

In  this study, we start w ith  a  discussion of the current social and  econo 

m ic param eters o f  Turkey that are closely related to the social security sys 

tem  and then undertake a num erical analysis to argue that Turkey even un 

der current econom ic conditions, does not have to suffer from  a potential 

social security system  collapse or unacceptable retirem ent pay or service 

quality. M ore specifically, this study raises the follow ing questions: Is the 

social security system  near bankruptcy because o f unavoidable econom ic, 

social and dem ographic factors o r is Turkey experiencing such a m ounting 

problem  because o f erroneous political and social choices resulting from  

populism  and short-term  preferences? To address these issues, we first 

apply existing social security param eters o f  Turkey to a defined contribu 

tion pension fund system  rather than the current defined benefit pension 

fund system  and then extend it by establishing reasonable and plausible 

conditions to find out w hat kind o f  retirem ent benefits such a system  co 

u ld  generate for the average Turkish pensioner. I f  a defined contribution 

system  can produce satisfactory retirem ent benefits under Turkish param e 

ters and p lausib le  conditions, then our argum ent that the defined benefit 

system  in  Turkey has collapsed because o f poor social and political cho 

ices m ade by the public decision m akers will gain m ore appeal.
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In this study, we do not in tend  to argue the suprem acy of the defined 

contribution  system  over the current defined  system . E ach system  has its 

m erits and dem erits. M oreover, as docum ented  in Chili in 1980’s, both the 

decision and the process to sw itch from  one system  to another prove hard 

and problem atic  from  political and socio-econom ic perspectives (D ia 

m ond and V aldés-Prieto, 1994). A s a  m atter o f  fact, it is probably easier 

to start a new  system  rather than im plem ent a  sw itch from  an old system  

to a new  one. H ow ever, if  we show  that there exists a viable alternative 

social security  regim e by  p inpo in ting  w eaknesses o f  the current system , 

we can argue the im portance o f  a defined con tribution  system  in a m ulti 

p illar m odel o f  social security system  organization. S tudies by the W orld 

B ank (A verting the O ld A ge C rises, 1994), T U SIA D  (Turkish Industia- 

lis ts ’ and B usinessm en’s A ssociation, 1997) indicate  that a m ultip illar sys 

tem  is preferab le  to a system  w ith  only  one alternative.

We first explain  how  a defined con tribution  system  w orks and is m o 

delled in the academ ic literature. N ext, w e investigate  whether, g iven cur 

ren t Turkish param eters coupled with reasonable years o f  w orklife and ra 

tes o f contribution , a defined con tribution  can provide an adequate and 

sufficient level o f retirem ent incom e. Finally, it is the purpose o f  this re 

search to  study the im pact o f years w orked and real returns on accum ula 

ted social security funds on pension  plans.

Tn the next tw o sections, som e relevan t defin itions for form al pension  

system s and alternative system s are provided. A detailed  discussion o f the 

generally  accepted m odel o f the defined  contribution  system  is presented. 

It is then  follow ed by num erical applications o f  the m odel using  Turkish 

param eters. Finally, a sum m ary o f  the study and suggestions are offered 

in the last section.

II. Formal Arrangem ents for Old-Age Security

Today, in line w ith the objective o f d istribu ting  social w elfare to a w ider 

segm ent o f  the  population , governm ents have founded state-run form al 

old-age security  organizations w ith  the purpose o f  prov id ing  incom e sup 

port w hen individuals can not w ork  due to old age or d isability  and suffer 

reductions in their living standards. H istorically , form al old-age security  

system s have been form ed either by the state o r by em ployers. An organi 

zed and efficien t old-age security system  is expected to  provide at least 

three basic  functions: generate savings, red istribu te incom e, and provide 

old age insurance (A verting O ld A ge C risis, 1994).
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The first func tion o f  savings p rovision  is to force individuals under the 

coverage o f the pension system  to save w hile they are produc tive so as to 

cover against reduc tions in  fu tu re  living standards. In o ther w ords, form al 

pension system s attem pt to distribu te  ind iv iduals’ incom e and expend itu 

res m ore evenly over their lifetim e by transferring their savings and ex 

penditu res from  one phase o f  their life  to another. D uring h igh-produc ti- 

vity and h igh-incom e periods o f an ind iv idual's  life, consum p tion  is redu 

ced to allow  h igher consum p tion  du ring la ter stages o f h is/her lifetim e 

w hen the produc tive capacity  and earnings have been reduced.

The second and a very im portant function, especially o f the state orga 

nized retirem ent pension system s, is generally to redistribu te  incom es 

am ong individuals under the coverage o f the social security system . Inco 

m es o f h igh-life tim e earners are redistribu ted  tow ard individuals w ith 

low -lifetim e incom e, the m ain puipose being to prevent low -incom e ind i 

viduals from  falling below  poverty  level at som e point later in their lives.

The third  generally  accepted  func tion  o f  form al pension  system s is the 

insu rance function. A  pro longed  recession , or an econom ic crisis, or 

w rong investm ents by the individual, or periods o f high infla tion can to 

tally w ipe ou t or dram atically  erode the real savings o f  individuals. Fu rt 

herm ore, for people liv ing  beyond their average life expectations, the le 

vel o f their savings m igh t prove to be inadequa te  at a later stage in their 

lives. In the circum s tances m entioned above, the form al retirem ent pensi 

on system  serves an insu rance function.

Form al arrangem ents for old-age security provision function under 

vastly varying structures. T here are three basic types o f  form al organizati 

on: first, state-run p lans; second, em ployer-organized occupa tional plans; 

and third, individual and personal savings plans. B u t if  one considers the 

w orld as a w hole, inform al system s for incom e security, nam ely support 

am ong m em bers o f the extended fam ily, are still the m ain m ethod for the 

p rov ision  old-age security. U nder these kinds o f  support system s, produc 

tive m em bers o f the fam ily provide support to those m em bers w ithin the 

fam ily w ho are no  longer productive due to old age. The W orld B ank esti 

m ates that about 70 per cent o f  the elderly and about 60 per cent o f  the 

w orld ’s labor force are under coverage o f  the inform al arrangem ents for in 

com e support (A verting the O ld Age Crisis, 1994). H ow ever, changing so 

cial and econom ic conditions have resulted  in changes in  the structure and 

size o f the fam ilies. Contrary to ru ral and agricultural p roduction  periods, 

in the era o f  u rban  and industrial production, children are no longer consi 
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dered to be “an inpu t to the produc tion process, or an investm ent good, or 

a source o f social security, bu t they are now  considered to be only a sou r 

ce o f love, or a pu re consum p tion goo d ” . H ence, the fam ily size becom es 

sm aller and inform al and interfam ily support system s becom e weaker.

W hile inform al system s o f  old-age support have been w eakened, fo r 

m al state-run system s of old-age support are also under financial stress. 

E ither due to the struc ture o f the system s or unfavorable dem ographic de 

velopm en ts, form al state-run system s are also unable to provide the level 

and quality  o f  services expected from  them . H ence, various governm en ts 

and international organizations have been  a ttem pting  either to reform  the 

existing o ld-age incom e secu rity  institu tions, o r to subs titu te  form al sys 

tem s o f  old-age support for inform al arrangem ents. T hese efforts have led  

to the discussion o f alternative w ays o f  p rov id ing  old-age incom e security, 

and advantages and disadvantages o f  various form s o f  social security sys 

tems. The section below  takes a look at those alternative w ays o f  old-age 

incom e secu rity  provision  and attem pts to shed som e light on the techn i 

cal term s and concepts arising du ring the discussion o f alternatives.

III. Alternatives for Formal Pension Systems

In high and m iddle incom e industria lized  coun tries, several a lternative or 

ganizational form s for form al pension  system s are being  discussed.

Form al pension system s can be c lassified  on basis o f  m u ltip le criteria. 

A ccording  to one point o f  view, pension  system s can  be d ifferentiated as 

to  w hether they are m andatory o r volun tary. V olun tary pension  p lans co 

uld be in the form  o f personal savings p lans or em ployer-sponsored  occu 

pa tional pension  plans. These volun tary  pension  p lans, if  g iven tax incen 

tives, grow  rapidly  and reduce a lo t o f  the financial bu rden on govern 

m en ts. They are preferred  as they reduce governm en t contribu tions, bu t 

these plans do not facilita te  any incom e redistribu tion. T hat is because 

they  m ostly  include h igh-incom e individuals.

In  m anda to ry  p lans, the state assum es the bu rden o f  m anagem en t bu t 

the bu reaucra tic  struc ture generally resu lts in  inefficiencies and high ope 

rational costs. T hese kinds o f m andatory  plans are first in troduced  for 

pub lic w orkers, then for em ployees o f  large corporations, and finally  for 

low -incom e w orkers and the self-em ployed.

A ccording  to another view point, pension  plans can be classified on ba 

sis o f em phasis on savings enhancem ent o r incom e redistribu tion. B ased 

on the choice o f  priorities and the ensuing  organiza tional struc tu re, diffe-
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ren t types o f risks arise. If the savings priority  is chosen then fu tu re  pen 

sion paym en t levels are uncertain. T his is because the retu rn  on accum u 

lated pension  savings is dependent on the general econom ic clim ate and 

the type o f investm ents chosen. These savings-oriented pension  plans are 

called defined contribu tion  system s and their fu tu re pension  paym en t le 

vels are a  func tion  o f  the investm ent o f  contribu tions m ade by savers. In 

these institu tions, fu tu re  paym en ts are unde term ined and uncertain. T h e 

refore, pension savers u nder these types o f savings and pension  plans are 

subjec t to w hat is so-called the investm ent risk.

A different a lternative, the  defined  benefit system  focuses on incom e 

redistribu tion  aspects o f  pension  plans. In defined benefit plans, p a rtic i 

p a n ts ’ entitlem ents for pension  pay are predeterm ined on the basis o f ye 

ars w orked, or possib ly  the average pay obtained in the last coup le  o f  ye 

ars. These system s also carry  som e d ifferent risks such as disability  risk, 

longevity  risk induced  by a long life tim e. In  such cases, o ther participants 

are faced  w ith the financial bu rden of the disabled  or long liv ing person. 

Fu rtherm ore, bo th  o f the com peting  alternatives are subjec t to the risk  o f 

erosion o f  savings due to inflation. S ince non inflation indexed pensions 

suffer erosion o f  real value o f savings, cu rren t alternatives include full or 

partial indexation to inflation , or w ages. It shou ld  also be stressed  that 

h igh political risks cou ld  arise under defined benefit system s because p o 

litical m otivations cou ld  increase pension pay w ith  no econom ic rationa 

le and the finances o f  the system  cou ld  be dram a tically  w orsened. D efi 

ned contribu tion  system s do not carry  these kinds o f po litica l risks, and 

pruden t m anagem ent o f  pension  funds usually covers the inflation risk  in 

a significant way.

From  another perspective, pension  system s cou ld be based on a “Pay 

A s You G o ” (PAYG) system , w here one generation finances the retire 

m ent o f  the preced ing  one. A s an alternative to this system , one could ha 

ve fu lly-funded or partially -funded  system s. In a PAYG system , the cu r 

ren t incom es cover the current expenses o f  the pension  organization  and 

there are no accum ulated  funds. In such funds, w hen the dependency ra 

tio (ratio o f pensioners to actively  w orking people) increases, the ability  

o f the fund to pay an adequate pension  is reduced. In contrast, in a fully- 

funded system , as a p rincip le , the current incom es of the system  and the 

p resen t value o f  past accum ulations should cover all current paym ents. In 

such system s, if  the passiv ity  ratio  (ratio o f  years in retirem ent to years at 

w ork) is sm all or if  the real returns on fund investm ent are high, a h igher



4 0 M e tin  R. E rcan - D eniz R. G ökçe

pension pay level becom es feasible. D efined  contribu tion  system s are, by 

definition, to tally  funded. H ow ever, defined  benefit system s, even if they 

are in itially  form ed w ith  a fu lly-funded s truc tu re, over tim e lose the fu lly- 

funded na tu re  due to longer periods o f  retirem ent, o r due to econom ic and 

dem ographic changes. U ncertainties su rrounding  expec ted  retu rns on ac 

cum u la ted  funds, life expec tancies and incom e levels lead to a  gap in ac 

tual and expected pensions.

Finally, pension  system s are also  c lassified  according  to  w ho assum es 

the m anagem ent o f the  pension fund. T he alternatives are either state-run 

pension system s or p rivately-m anaged pension  funds. W hile som e state- 

m anaged pension  funds realize positive  real rates o f  return, generally sta- 

te-run pension  funds frequently suffer from  negative real rates o f  return  as 

they invested on low -yield  governm ent securities. T his results in low er 

than expected even negative real rates. T his phenom enon  can be nam ed as 

“hidden inflation tax co llection” . On the o ther hand, p rivately-m anaged 

pension  funds m ay also be subject to heavy losses. In  particular, funds in 

vested in capital m arket instrum ents decline in value sharply  with unfavo 

rable stock price  m ovem ents.

B ased on the above definitions, we should  define the largest o f the T ur 

kish pension system s, Sosyal S igortalar kurum u (SSK ), serving over 26 

m illion people, as an unfunded PAYG and a defined  benefit system , em p 

hasizing distribution  aspects o f the social security  provision . A s explained 

above, like m ost system s o f  its kind, SSK  has huge deficits.

IV. A n A ltern a tiv e  P en sion  P lan: D efin ed  C o n tr ib u tio n  M od el

In  this section, w e investigate the rela tionsh ips am ong pension  rate, con 

tribution rate, length o f  w orking life  and length  o f  retirem ent life by using 

a m athem atical m odel1. The presen tation  starts w ith  the sim plest possib le  

set o f  assum ptions and later introduces m ore realistic  ones to explain  the 

financial structure o f  the  general defined  contribution  m odel. F irst sim p 

lify ing  assum ption  introduced to the m ode] is that o f  a zero real in terest 

rate. This assum ption  allow s the com parison  o f  flow s o f contribution 

paym ents and pension  paym ents at d ifferent points in tim e w ithout a ne 

ed fo r com pounding  and discounting. Initially, it is also assum ed that the 

grow th rate Of rea l w ages is zero. In  addition, pensions are assum ed to be 

indexed to either p rices or w ages and thus m aking  inflation im m aterial in 

all calculations involved (alternatively, one m ay  assum e that the inflation

1 The pension model presented here is due to Vittas (1993).
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ra te  is zero). U nder these sim plify ing  assum p tions, the defined  contribu 

tion pension p lan  collects contribu tions over the w orking life o f the w or 

ker into a fond and then  spreads the paym ent o f a pension  over the reti 

rem ent life. O ne im plicit assum p tion  is that the cost o f m anagem ent o f the 

pension p lan  is zero  (alternatively, one m ay assum e that the governm ent 

covers the cost o f  m anagem ent o f  the pension fund). The m odel can ea 

sily be m odified  to include m anagem en t costs.

U nder the above assum p tions, if k  stands for the contribu tion  rate, and 

W  represents the gross real w age, and p is the gross pension  rate or the 

rep lacem ent ra te  (ratio o f  the pension  to the gross real w age) and n is the 

length o f the w orking  life, and if  m  is the length o f life in retirem ent, then 

w e can w rite the rela tionship  betw een the contribu tion  rate and the gross 

pension rate as:

(1) k * W * n  = p * W * m

E qua tion  (1) states that if  a  w orker contribu tes the sum  o f  k .W  for n 

years, then he/she w ill collect the sum  o f p .W  for m years.

Solving equa tion (1) for p  yields:

(2) p  = k *
m

E qua tion  (2) show s that the greater the contribu tion rate and the gre 

ater the ratio o f  w ork ing  life over retirem ent life, the greater w ill be the 

gross pension rate. Fu rtherm ore, if  one considers that p  is the ratio o f  the 

pension  to the gross real w age before deduc ting contribu tion  and if the 

sym bol b is in troduced  to represen t the net pension  rate (ratio o f  the pen 

sion to the net w age) received  after deduc ting contribu tion, one can  ob 

tain  net pension rate as:

(3) b =
(1-k)

As a num erical exam ple, under the  assum p tions o f zero grow th rate o f 

real w ages and inflation  rate, i f  k= 20% , n~25 and m =20, then  p= 25%  

and b=31.25% . T his m eans a pensioner will be able to obtain a pension 

paym ent equaling  only to 31.25%  of the real w ages. H ow ever, when abo 

ve assum p tions are m odified  to k= 20% , n=30, m =15 (longer w orking li 

fe, shorter retirem ent, constan t lifetim e), gross and net pension rates be 
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com e 4 0 %  and 50%  respectively. In o ther w ords, under the second set o f 

assum p tions, pension  paym ents reach  a levei o f  50%  of real w ages. If  we 

go back to the assum p tions o f n -2 5  and m = 20  w hile increasing  k to 30% , 

p and b becom e 30%  and 53.57%  respectively.

To m ake ou r analysis m ore realistic , let us relax initial sim plifying as 

sum p tions one by one. F irst, the real in te rest rate is assum ed to be positi 

ve, w hile m ain tain ing  initial assum p tions o f  zero grow th rate  o f real w a 

ges and inflation level. I f  the contribu tion  paym ents are paid  at the end o f 

each year, contribu tion  for the first year will collect in terest for (n-1) ye 

ars, those for the second year for (n-2) years and so on, w hile the con tri 

bu tions for the last year w ill co llect no interest. A t the tim e o f retirem ent, 

the accum u la ted  com pounded value o f the fund will be equal to the value 

o f all d iscoun ted  pension  paym ents for m  years.

If  S denotes the accum u la ted  value o f a stream  o f paym ents for n  ye 

ars invested at a real in terest rate o f r% , and A  stands for the discoun ted  

value o f a s tream  o f paym ents for m years d iscoun ted  at a real rate o f  in 

terest o f r % ,  both com pu ted  at the tim e o f  the retirem ent, then the new  ob 

jec tive  func tion  o f  the pension plan becom es:

(4) k * W * S  = p * W * A
w here

(5) S = ( l+ r ) in_1) + ( l+ r ) (tl_2) + ...+  (1+r) +1 

and j j j

( 6 )  A = a ^ + 7 W  +  ' ' - - o T i j ;" +

O ne can  view  S as the fu tu re value in terest facto r on an n-period  an 

nuity  and A  can be seen as the present value fac to r on a  d ifferent m -peri- 

od annuity. It shou ld  be no ted the sam e real in terest rate r is used  and 

com pu ta tions are done at the po in t o f  retirem ent.

U nder above definitions, equa tion (2) becom es:

(7) p =  k * - 5 —  .
1 A

It shou ld be observed that if r~0% , S and A  equal n and m  respec ti 

vely. Sim ilarly, for positive values o f  in terest rate, S is g reater than n w hi

le A  is sm aller than m . This is why, g iven  the con tribu tion  rate  k, positive
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real in terest rates generate  a pension  rate p larger than the pension  rate le 

vel under a zero per cen t real interest rate assum p tion.

W hen one allow s for a positive rate o f grow th of real w ages (g) in 

addition to a positive  real in terest rate (r), the algebra o f the defined  con 

tribu tion  m odel becom es m ore com plicated. L et us firs t assum e equality  

o f r and g. W hile  the essence o f analysis rem ains, the sam e resu lts do 

change. W hen real w ages are indexed to inflation, a positive grow th rate 

o f real w ages can still be necessitated  by such fac tors as increases in pro 

ductivity, seniority  and responsibilities. U nder this set o f assum p tions, 

both the con tribu tions and  the real w ages will earn  interest.

U nder the assum p tion  o f r=g , equa tion (7) is transform ed to (8) as:

(8) k * W * F  = p * W *  ( l+ g ) (n“° * A

In this equa tion , F  represents a cash  flow that grow s at rate g, earning 

interest at rate  r. O n the o ther hand, A is the sam e as in equa tion  (6).

(9) F = ( l+ r ) (n l) + ( l+ g )* ( l+ r) (n_2) + (1+g)2 * (l+r)("-3> +

+...+  ( l+ g ) (n“2) * ( l+ r )+ ( l+ g ) (,,_1)

If  the assum p tion  o f  r=g  is superim posed on the above set o f equa ti 

ons, F  becom es:

(10) F=n * ( l+ g ) (n-f)

and equa tion  (8) is sim plified as below:

(11) k  * W  * n * ( l+ g ) (ll_1) = p * W  * ( l+ g ) (ll' l) * A

B y sim plify ing  equa tion  (11) under the assum p tion o f r=g, the pension 

rate becom es:

(12 ) p =  k * —^

To m ake ou r analysis m ore realistic , if  both r and  g are assum ed to be 

positive bu t not equal w hile  indexa tion o f real w ages to inflation  still con 

tinues, F  changes to (13) as:
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(1+rV5 - ( l -g )n
(13) F = —---- }- .. \  ^

(r - g)
B asic equa tions transform  to :

(14) k * W * F  = p * W * G * A

w here G= ( l+ g ) (tl' 5), solving equa tion (14) for p yields:

(15) p  = k  * ^
G * A

As show n in Vittas (1993), sim ilar analyses can also be conduc ted  for 

the defined  benefit m odel for pension plans, Fu rtherm ore, the m odelling 

p rocedu re  cou ld  be m odified to facilitate the indexation  o f  pension pay 

m ents to w ages rather than to inflation. T he m odel cou ld  easily be m odi 

fied to include m anagem en t costs. In num erical applica tions, one shou ld 

no te that equa tion  (13) becom es singu lar when r=g. In such a case, equa 

tions (8), (9) and  (10) shou ld be used to solve for p.

V. An A pplication of the Defined C ontribu tion  M odel for Türkey

In this section, we num erically study the relationships betw een real re 

turns on accum u la ted  pension funds and levels o f  pension paym en ts for 

various leng ths o f w orking life and retirem ent periods and rates o f contri 

bu tion. It is no t our in tention to lend support to any specific social secu 

rity m odel, bu t to argue that far better pension paym ents can be offered to 

pensioners if  the accum u la ted  pension funds are inves ted  say, at around 4 

percen t in real term s (relatively m odest levels by T u rkish  standards (Y ıl 

dırım , 1996).

W hen one studies the num erical applica tions, it im m ediately  becom es 

clear that w hen the rea l interest rate  exceeds the grow th  rate  o f real w a 

ges, for exam ple, at such a m odest real in terest rate  o f fou r per cen t and 

real w age grow th  rate o f tw o per cent, gross pension rate easily reaches 

50% , W hen  rea l rates of retu rn  on accum u la ted  pension funds are above 

the real g row th  rates o f  w ages by at least 5-6 per cent, pension rates jum p 

over 100 p er cen t o f average gross incom e at w orking life. U nder such 

ex trem e assum p tions, average pension  incom e is even  greater than  the 

average incom e earned  during w orking period.

T he firs t s im u la tion  is run by feeding ac tual param e ters o f  Turkish so 

cial secu rity  in to  the m odel (TU SIA D , 1997 and DPT, 1995). We take an
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18% con tribu tion rate (k), 30 years o f  w orking life (n) and 25 years o f re 

tirem ent life (m) for an average w orker w ho jo in s the w orkforce at age 20. 

Table (1) lists values o f gross pension  ra tes (p) for a com bination  o f real 

in terest rate (r) and grow th  rate  o f  real w ages (g) under above underlying 

assum p tions. For exam ple, w hen  g=3 and r=6, gross pension rate o f 66 per 

cent is obtained.

U sing the sam e (n), (m ), (k) w hile keeping  (g) constan t at 3 per cent 

bu t increasing (r) to 7 per cent, the pension  rate m oves up to 85 per cent 

o f  real w ages. T he im plications o f th is conclusion are striking. In a co 

un try like Tu rkey w here, in the last ten  years, real returns on m oney m ar 

ke t instrum en ts, stock  m arket investm ents, and T L  fixed-incom e invest 

m ents have easily and frequen tly  exceeded 20 per cent in real term s (Yil- 

d m m , 1996), if pension  fund accum u la tions o f w orking people were in- 

vested  at com petitive m arket rates, it w as possible to obtain average pen 

sion rates exceeding  even average real w ages earned du ring the w orking 

years. This clearly  dem onstrates how sensitive the pension paym ents are 

to the returns on pension fund accum u la tions. This also indicates the un 

n e c e s s a ry  bu rden  im posed on w orking people by the state-run re tirem ent 

schem es in  Turkey th rough inefficien t investm ent policies.

Table (2) p resents gross pension  rates calcu la ted  using con tribu tion  ra 

te (k) o f 10 per cent, w hich is observed in the successfu l C hilean experi 

ence o f  the defined con tribu tion  pension schem e (AFP, T he C hilean P ri 

vate Pension  System , 1996). W e also increase w orking life (n) to 35 ye 

ars, and reduce (m) to the actual life expec tancy at age 55 in Tu rkey o f  21 

years (DPT, 1995). Even in an environm en t w here contribu tion  rates are 

alm ost halved, as long as the real in terest rate exceeds the real grow th ra 

te o f  w ages by over 2-3 per cent reasonable pension paym ents can still be 

obtained. For exam ple, w hen r and g are set to be 6 and 3 per cent res 

pectively, the pension  rate  (p) is found to  be 50.5 per cent.

W e undertake a d ifferent experim ent in Table (3). H ere, he con tribu ti 

on rate (k) is m oved up to 20 per cent w hile n is kep t at 35 years and m at 

21 years. T his achieves a dram atic im provem ent over pension  paym ents. 

W ith g=3%  and r=6% , the longer w orking  life m oves the pension rate (p) 

from  the p revious 50.5 per cen t up to 101.1 per cent. T his dem onstrates 

the significance o f  the relationship  betw een longer w orking  life and hig 

her pension levels.

In Tables (4) and (5), w e analyze the effects o f the proposed  retirem ent 

age o f 60 by ILO  (1996) on pension rates. R educing k  again to 10 per cent
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and setting n -  40 and m =17 (retirem ent at 60), for exam ple, w hen g=3%  

and r=6% , the pension  rate becom es 70.6  per cent o f real wages.

Tn Table (5), we set k  again at 20 per cent w hile keeping  all o ther as 

sum p tions used  for Table (4). W ith n=40 and m ~17 (retirem ent at 60), the 

pension  rate  increases to 141.1 per cen t at g-3-%  and r=6% . In other 

w ords, retirem ent at age 60 under reasonab le  param e ters can provide w or 

kers w ith an average pension  significantly  exceeding  their average inco 

m e from  w ork  fo r an average o f 17 years.

VI. Conclusion and Suggestions

Sum m arized below  are som e of the relevan t resu lts o f  the study:

1. The num erical analysis suggests that pension  system s are ex trem ely 

sensitive to  the length o f w orking life  and length o f  life in retirem ent. E s 

pecially, as has been the case in Turkey, shortening  the length o f w orking 

life w hen life expectations are actually  increasing  can dram atically  dete 

riorate the ability  o f the system  to p rov ide an adequate level o f  pensions.

2. T he num erical analysis also show s that the pension  rate  is also very 

sensitive to real returns realized on the pension  fund. R egardless o f  w het 

her the fund  is m anaged publicly  o r privately, as long  as the contributions 

o f the w orkers obtain  an adequate real rate o f  return  in line w ith  those ob 

tained  by m oney and capital m arket investo rs, pensioners w ould  no t su f 

fer from  an incom e insufficiency or falling liv ing  standards during re tire 

m ent. O ur findings also suggest that, even at the curren t average contribu 

tion o f 18 per cent, pension  paym ents can be im proved as long  as the re 

al returns are over the real grow th rate  o f  w ages by 3-5 per cent. B ased  on 

our resu lts, several suggestions can be m ade. F irst, shortsightedness in  the 

past and resorting  to social security funds at below  m arket rates by po liti 

c ians should be im m ediately  abandoned. O ne should  bear in  m ind that 

early  retirem ent p rovisions in troduced in  this decade have been very cost 

ly to the financial health o f  the pension  system . There is no  doubt that 

early  retirem ent p rovisions coupled  w ith  increased  life  expectancy have 

d istorted the financial structure o f  the social security  system , w hile dete 

rio rating  coverage o f  social security  risks. Second, num erical applications 

suggest that lengthening  of the w orking life  to  reasonable levels and lif 

ting o f early retirem ent provisions w ould  have a  positive  im pact on  p en 

sion rates. Furtherm ore, the study indicates, even  at the current p aram e 

ters o f the social security system , as long as accum ulations o f w orkers 

earn com petitive m arket rates o f return, pension  rates m ay im prove. O ur 

analysis also  show s the pow er o f  the defined  con tribution  system  in  im~
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prov ing  pension rates. T his finding  is relevan t because the defined  con tri 

bu tion system  is recom m ended to  be adopted as part o f a  m u ltip illar sys 

tem  by the W orld B ank  (1995) and T U SIA D  (1997). Fu rtherm ore, this 

study indicates that som e advantages can be obtained in the provision  o f 

adequa te  retirem ent pay, if  the defined  contribu tion pension  system  is 

adopted  as part o f  a m u ltip illar system .

Table 1: G ross Pension R ates

k=  18% n= 30 m = 25 

g: G row th  rate o f  real wages

0% 1% 2 % 3% 4% 5%

0% 21.6 18.8 16.4 14.5 12.9 11.6

B
K l

&
•1-1
CO

1% 28.4 24.5 21.3 18.7 16.6 14.8

2 % 37.4 32.0 27.7 24.1 21.2 18.7

3 % 49.2 41.8 35.9 31.0 27.1 23.8
<D
<D

4 % 64.6 g t S i i f 46.5 39.9 34.6 30.2

iJEj 5% 84.9 I S l S l 60.2 I 8 Ö 44.2 38.3

73
<D

6 % 111.3 92.8 I 1 I I I 1 66.0 48.6

7 % 145.9 120.8 100.9 S Ê Ê 3 È i ü 61.7
Î-H 8% 191.0 i l B É i I l l i l i l l l i l l 8 I S Ü I 78.4

9% 249.8 204.6 168.9 140.5 117.8 99.6

10% 326.2 265.8 218.3 180.6 150.6 126.5

Table 2: G ross Pension R ates

k = 1 0 %  11=  35 m =  21 

g: G row th  rate  o f  real w ages

0% 1% 2% 3% 4% 5%

0% 16.7 14.1 12.1 10.5 9.2 8.2

1% 22.1 18.6 15.8 13.6 11.8 10.3

2 % 29.4 24.4 20.6 17.5 15.1 13.1
Pi

3 % 39.2 32.3 26.9 22.7 19.4 16.7
V
<o

4 % i Ä B : 42.9 35.4 29.5 24.9 21.3

Ö 5% f iS H i 46.6 38.6 32.3 27.3

’13 6% W S Ë Ë Ê a ü l l ä l l l l Ä 3 i 41.9 35.1

& 7% 127.6 101.6 1 1 8 1 7 1 m m m 45.3

8% 172.0 t i l l ! 08.5 87.5 58.7

9% 232.1. 182.2 144.4 115.6 93.4 76.3

10% 313.4 244.4 192.4 152.9 122.7 99.4
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Finally, a w arning is due. If  such a defined  benefit system  is not incorpo 

rated into a  state-run m u ltip illar social security  system , h igh-incom e gro 

ups are m ore likely  to shift their funds in to p rivate  pension funds and low- 

incom e w orkers w ill have to settle w ith  inadequa te  levels o f  retirem ent 

pays offered by the state-run security  system .

Table 3 : Gross Pension Rates

k= 20%  n= 35 m = 21 

g: G row th rate  o f  real w ages

0% 1% 2% 3% 4% 5%
0% 33.3 28.3 24.3 21.1 18.5 16.4

<D 1% 44.2 37.1 31 .6 27.1 23.6 20.7

jV 2% 58.8 4 8 .9 41.1 35.0 30.2 26.2

to 3% 78.4 64 .6 m & m 4 5 .4 38.7 33.4
£Q 4% 105.0 1 M İI mm  ä m m m 4 9 .9 42.6

£ 5% 140.9 114.0 H i ! W M M , 64.5 54,6

6% 189.4 101.1 83.8 § 7 0  g i t
& 7% 2 5 5 .2 203.1 İ H 132.8 109.1 90.7

8% 344.1 1 S S İ l l f i® 175.0 142.6 117.4

9% 464.3 I S Ü 288 .8 231 .1 186.8 152.6

10% 626.7 488 .9 384 .8 305 .8 2 4 5 .4 198.8

Table 4: Gross Pension Rates

k= 10% n=  4 0  m = 17

g: G row th  rate  o f  real w ages

0% 1% 2% 3% 4% 5%

0% 23.5 1 9 .5 16.4 14.0 12.1 10.6

<D 1% 31.4 25.7 21.3 18.0 15.4 13.3

C/3

2% 42.3 34.1 2 8 .0 23.3 19.7 16.8

3% 4 5.7 37.0 30.4 25.3 21.4
4)5-10) 4% 78.1 61.6 4 9 .2 39.9 32.9- 27 .4
C

HH 5% 107.1 66 .0 52 .9 43 .0 35.5
Is 6% 147.7 113.9 89 .0 7 0 .6 56.7 46 .2
c d 1 % 204 .5 156.2 120.8 94 .7 7 5 .2 60.6
t-l

8 % 284 .0 2 1 5 .0 164.7 127.8 100.5 8 0 .0

9% 395.5 2 9 7 .0 2 2 5 .6 173.4 134.9 106.4

10% 551.8 411 .3 3 09 .9 2 3 6 .2 182.1 1.42.1
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Table 5 : Gross Pension Rates

k= 20% n= 4 0  m = 17 

g: Growth rate o f  real w ages

0% 1% 2% 3% 4% 5%

0% 47.1 39.0 32.8 28.0 24 .2 21.2

<L> 1% 62.8 51 .4 42.7 36.0 30.7 26.6

2% 84.5 68.3 56 .0 46 .6 39.3 33.6

GO 3% 114.5 91 .4 74 .0 60.8 50 .6 42.8
£<D 4% 156.2 123.1 98.5 79.9 65.8 54 .9

5% 214 .3 167.0 132.0 105.8 86 .0 7 1 .0

1 6% 2 9 5 .4 227 .8 178.1 141.1 113.4 92 .4
06 7% 4 0 9 .0 312.3 241 .6 189.4 150.5 121.2

8% 5 6 8 .0 4 3 0 .0 329.5 255 .6 200 .9 160.1

9% 7 9 1 .0 5 93 .9 451.1 346 .8 269 .9 212 .7

10% 1103.5 822 .6 619 .8 472 .3 364.2 284.3
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Abstract
P r o p o s i n g  f a r - r e a c h in g  r e f o r m s  i o  p e n s i o n  s y s t e m s ,  th e  W o r ld  B a n k  h a s  r e 

c e n t l y  s u g g e s t e d  th a t  th e  e x i s t i n g  p a y - a s - y o u - g o  s y s t e m s  in  m a n y  r i c h  a s  w e l l  

a s  p o o r  c o u n t r i e s  s h o u l d  b e  r e p l a c e d  b y  f u l l y  f u n d e d ,  m a n d a t o r y ,  p r e f e r a b ly  

p r i v a t e  p e n s i o n s ,  a s  t h e  m a in  p i l la r s  o f  t h e  n e w  s y s t e m .  It a r g u e s  th a t  t h e s e  r e 

f o r m s  w i l l  n o t  o n l y  b e n e f i t  p e n s i o n e r s  b u t  a l s o  e n h a n c e  s a v i n g s ,  a n d  p r o m o t e  

c a p i t a l  f o r m a t i o n  a n d  e c o n o m i c  d e v e l o p m e n t .  T h i s  p a p e r  p r o v i d e s  a c r i t i c a l  

e x a m i n a t i o n  o f  t h e  B a n k ’s  t h e s e s  a n d  c o n c l u d e s  th a t  it  h a s  a d o p t e d  a  o n e - s i -  

d e d  v i e w  o f  t h e  r e l a t i o n s h i p s  b e t w e e n  t h e  k e y  c r i t i c a l  v a r ia b le s .  T h e  p r o p o s e d  

r e f o r m  m a y  t h e r e f o r e  n e i t h e r  p r o t e c t  t h e  o l d  n o r  a c h i e v e  f a s t e r  e c o n o m i c  

g r o w t h .

I. In troduc tion

The W orld B ank, in  an im portan t and influen tial docum en t (W orld B ank, 

1994; hereafter referred  to as the report), has proposed  far-reaching re 

form s to  the  pension system s in  both  developing  and developed econom i

es. Essentially, the B ank  argues that the cu rren t pay-as-you-go pension 

schem es, w hich ex is t in m any rich  as w ell as poor coun tries, are seriously  

flaw ed and no longer serve the objectives they w ere in tended to prom ote. 

T he Bank proposes instead fu lly funded, m anda tory, preferably  private 

pensions as the m ain  p illar o f  its new  system . It suggests that these p ropo 

sed reform s will n o t only be beneficial to retirees and pensioners bu t at the 

sam e tim e enhance savings and prom ote  capital form ation  and econom ic 

developm ent.

T he B a n k ’s critique o f  the ex tan t pension  system s as w ell as its propo-

* Faculty of Economics, University of Cambridge, United Kingdom, asl4@econ.cam.ac.uk 

Paper for presentation at the conferences on “Private Pension Funds and the Capital Market” at the Istanbul Stock Exc- 

hange on September 8,1998 and the Second METU Economics Conference on'September 9-12,1998 in Ankara.

mailto:asl4@econ.cam.ac.uk


52 A jit S ingh

sed new  pension  regim e have been challenged by a num ber o f  writers. 

These contribu tions have, how ever, concentrated  on the social policy im p 

lications o f the B a n k ’s analysis and proposals. T he presen t paper w ill b ri 

efly review  the debate on these issues, b u t its m ain subjec t w ill be a criti 

cal exam ination  o f  the Banks theses concern ing ,the  rela tionship  betw een 

funded priva te  pensions, the developm ent and expansion  o f  the capital 

m arkets, savings, capital form ation and econom ic grow th. A lthough the 

B an k ’s recom m endations are universal in  their scope and cover both rich  

and poor coun tries, this paper will concentrate  on the latter, w here these 

particu lar issues are m ore salien t.

It is, how ever, im portan t to no te  at the ou tset that there is a significant 

potential linkage betw een the p roposed  pension  reform s for the tw o g ro 

ups o f coun tries. R ecom m endations sim ilar to  those o f the W orld B ank 

have been m ade in the recent period  for advanced coun tries by the Sw e 

dish E conom ic C om m ission chaired by  A ssar L indbeck  (L indbeck et al.,

1994) and in a report by M ortensen (1993). T hese docum en ts also recom 

m end that the state pensions in E u ropean coun tries be largely replaced  by 

privately  funded  pension schem es. T he broader con tex t for the European 

initiatives is the  conventional w isdom  am ong orthodox econom ists that 

the W elfare S tate is responsible for the slow  econom ic grow th in E u rope 

and that it is necessary  to reduce state spending on  social secu rity  in  order 

to revive g ro w th .1

R eisen  (1994) has gone fu rther and linked w hat he regards to be the 

im pending  crisis o f  pub lic  pension system s in E u rope w ith  developm ent 

o f  stock m arkets in the T hird  W orld. H e notes that “to safeguard pub lic  fi 

nances, jobs, and perform ance, expert reports...recom m end unanim ously  

the sam e funded  pension schem es have to be phased  in -now !” In an inge 

n ious p roposal, R eisen suggests that in  order to m axim ize retu rns on the 

se privately  funded pensions in rich coun tries, their assets shou ld  be in 

ves ted  on stock m arkets in developing coun tries. The shift o f pension m o 

ney from  the ageing to the em erging m arkets, he argues, is, to use the eco 

1 Feldstein (1995) is apocalyptic in his reflections on these issues for the United States. He ascribes the decline in the 

US net national saving rate from 8 per cent in the 1970s to only 4.5 per cent in the 1980s in part to that country's sys 

tem of social security retirement benefits. He goes on to say that this decline in savings “may not only create lower 

real incomes and slower growth but may weaken capitalism itself. In the United States, a decade of slow growth has 

increased protectionist tendencies in international trade and led to a new interest in industrial policies that expand the 

role of government in guiding the direction of technology and of private investment. In these ways, the government 

policies that discourage saving might make the Schumpeterian vision of shift from private capitalism to a govern

ment-dominated economy more likely” (pp.399-400).
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n o m is t’s jargon , Pareto  optim al: it w ill benefit both  the developing  coun 

tries (through the grow th  o f  their stock m arkets as w ell as a g reater inflow  

of foreign capital) and retirees in the “greying” econom ies (through h ig 

her ra tes o f  return).

The presen t paper is organized as follow s. The next section w ill ou tli 

ne the B an k ’s analysis o f  the pay-as-you-go pension  schem es as w ell as 

its proposed  new  regim e. T he social po licy  critique o f these proposals w ill 

be rev iew ed in the section after that. T he B an k ’s propositions w ith respect 

to funded priva te  pensions, the developm ent o f  the capital m arkets and 

econom ic grow th will be closely  analysed in the follow ing five sections. 

It w ill be argued here that the B a n k ’s theses in  this area are, at best, o f  do 

ub tfu l validity. The proposed  reform s m ay not only be not conducive to 

econom ic grow th  bu t carry a serious  r isk  o f underm ining it. C onsequen tly , 

the reform s m ay no t even  m eet the prim ary  objective o f  p rovid ing  adequ 

ate pensions for the aged popu la tion.

II. T h e W orld  B a n k ’s A n aly sis  an d  P ro p o sa ls  on P en sion  R efo rm

T he W orld B an k ’s report has tw o central them es. T he first is the stringent 

criticism  o f the ex isting  pension system s in both developed and develo 

p ing  coun tries, particu larly  the latter. T he second is the advocacy o f  the 

B a n k ’s ow n preferred  system . The criteria  by w hich the report assesses a l 

ternative schem es are explicitly  set out:

. . . t h a t  o l d  a g e  s e c u r i t y  p r o g r a m s  s h o u l d  b e  b o t h  a n  i n s t r u m e n t  o f  g r o w t h

a n d  a  s o c i a l  s a f e t y  n e t  ( p . 9 ) .

Specifically, it is suggested  that these program m es should help old p e 

ople by ( a )  facilita ting  savings during their active w orking years; ( b )  re 

d istributing  additional incom e to those w ho are lifetim e-poor but “avo i 

d ing perverse inter-generational and unintended in tra-generational red is 

tribu tions” ; and ( c )  p rov id ing  insurance against the m any risks to re tirees’ 

pensions. In  addition, it is suggested th at a useful pension  schem e for old 

people should also help  the econom y as a  w hole by ( a )  m inim izing  d isto r 

tions in  the labour and capital m arkets and “o ther hidden im pedim ents” to 

econom ic grow th; (b) being sustainable in the long term  in the changing 

econom ic and dem ographic conditions; and ( c )  actively p rom oting  overall 

econom ic expansion.

The existing  pay-as-you-go system s are condem ned on both efficiency 

and distributional grounds. It is argued that these system s often lead to p o 
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litical p rom ises o f  generous pos t-retirem ent benefits to w orkers, leading 

to high contribu tions or, as perceived  by the w orkers, h igh taxes. This in 

turn leads to tax evasion and sw itches to inform al activ ities, various o ther 

labou r m arke t d istortions resu lting in low er overall em ploym ent, reduced i 

ou tpu t and low er labou r supply. In addition, these pension schem es are al

so though t to reduce econom ic grow th  from  w hat it o therw ise cou ld  be by 

failing to increase national savings o r even  reducing  them . In short, the 

B ank claim s that the existing social secu rity  system s have:

t o o  o f t e n  p r o d u c e d  c o s t l y  l a b o u r  a n d  c a p i t a l  m a r k e t  d i s t o r t i o n s  a n d  p e r v e r 

s e  r e d i s t r i b u t i o n s  t o  h i g h  i n c o m e  g r o u p s 2 w h i l e  f a i l i n g  t o  p r o v i d e  s e c u r i t y  

t o  t h e  o l d  —  o u t c o m e s  t h a t  a r e  n e i t h e r  e f f i c i e n t  n o r  e q u i t a b l e  n o r  s u s t a i 

n a b l e  ( p .  1 4 ) .

The pension  program m e recom m ended by the  W orld B an k ’s report has 

a th ree-tiered  structure. A t its core is a defined  contribu tion, fu lly  funded, : 

m anda to ry  p rivate  pension plan for each  worker. T his is supp lem en ted  by 

a pub lic  pension  schem e of m odest size w ith  the “lim ited ob ject” o f  a lle 

v iating  old age poverty  and co-insu ring  agains t a  m u ltitude o f risks. The 

th ird  tier o f this system  is a volun tary  occupa tional o r personal savings 

plan  for those w ho w ant m ore incom e or insu rance in  their o ld  age. In this 

schem e the savings func tion is perform ed by the first tier, the red istribu ti 

on by the  second, and the insu rance jo in tly  by all th ree (“since b road  d i 

versification is the best w ay to insure agains t a very uncertain  w orld”).

W hile the report recognizes that, in  principle, the m andatory  funded  

core o f  the schem e cou ld  be e ither pub lic ly  o r priva te ly  m anaged, private  

m anagem ent is preferred  on the grounds o f the m uch  h igher ra tes o f  re 

turn achieved by p riva te  schem es than  the pub lic ly  m anaged “providend 

fu n d s” w hich m any developing coun tries have. H ow ever, the report goes 

on to observe:

H i g h e r  r e t u r n s  t o  c o n t r i b u t o r s  a s i d e ,  m a n d a t o r y ,  p r i v a t e l y  m a n a g e d  f u n d e d  

s c h e m e s  o f f e r  e c o n o m y - w i d e  a d v a n t a g e s .  T h e y  c a n  b e  p a r t  o f  a  n a t i o n a l  

p o l i c y  t o  d e v e l o p  n e w  f i n a n c i a l  i n s t i t u t i o n s  a n d  d e e p e n  c a p i t a l  m a r k e t s  b y  

m o b i l i z i n g  l o n g - t e r m  s a v i n g  a n d  a l l o c a t i n g  i t  t o  t h e  m o s t  p r o d u c t i v e  u s e s ,  

i n c l u d i n g  u s e s  i n  t h e  p r i v a t e  s e c t o r .  F o r  t h e s e  r e a s o n s ,  t h e  r e p o r t  s t r o n g l y  

r e c o m m e n d s  t h a t  t h e  f u n d e d  p i l l a r  b e  p r i v a t e l y  m a n a g e d  ( p p .  1 7 - 1 8 ) .

2 This is in part because the rich receive larger lifetime benefits than the poor because they live longer.
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In general, the report favou rs priva tely  m anaged portable savings plans to 

occupa tional pension  p lans estab lished  by em ployers, on the grounds that 

the latter lead to labou r m arke t d istortions and can have adverse d istribu 

tional consequences. The C hilean pension reform  initiated in the early 

1980s, w ith its privately  m anaged  m andatory personal saving schem e, is 

com m ended by the report.3 It is essentially  pu t forw ard as a m odel for o t 

her coun tries to follow,

III. The Social Policy C r itique o f  the W orld B an k ’s Pension R eform  Plan

T he reform  proposals ou tlined  above, as w ell as sim ilar ones pu t forw ard 

in the advanced coun tries, have, as no ted  earlier, a ttracted a considerable 

critical literatu re .4 T hese w ritings have questioned the kind o f  analysis and 

conclusions em bodied  in  the report on a num ber o f grounds. Very briefly, 

these criticism s m ay be sum m arized  as follows:

• M any o f the shortcom ings o f  the pub lic  schem es analysed  by the Bank 

are equally, if  no t w ith g reater force, applicable to private schem es. 

M oreover, it is suggested  that the positive m erits o f the pay-as-you-go 

pension  schem es in  m any coun tries, particu larly  industria l coun tries 

(e.g. reducing  old  age poverty, adm inistrative efficiency) have been ig 

nored by the report.

•  In a detailed  analysis o f  the  C hilean pension schem e (the B an k ’s m o 

del), G illion and B onilla  (1992) bring ou t the risks involved for the in 

dividual pensioner in  such a schem e. These risks include  the risk  o f per 

sonal m isfortune (e.g. sickness, invalidity) and the risks associated  with 

volatility  in the rates o f  retu rn  on inves tm ent funds.5 In the opinion of 

the tw o au thors, the  schem e falls short o f  the standards im posed by the 

ILO  C onventions on Social Security  (M inim um  S tandards) and that on 

Invalidity, O ld  A ge and S u rv iv o r’s Benefits.

© It is show n that the  C hilean schem e has very high transitional costs, 

particu larly  for the governm ent. T hese have been estim ated  to am oun t 

to alm ost 5 p e r cent o f  G D P in  recen t years, w hich m ost o ther poor co 

un tries cou ld  ill afford (U thoff, 1993).

3 There is a large and growing literature on the Chilean model. For an excellent exposition, see Gillion and Bonilla 

(1992). See also Uthoff (1993), Ghillarducci (1995), Vittas and Iglesias (1992).

4 See Atkinson (1995), Beattie (1994), Wolfe (1994), Ghillarducci (1995), Gillion and Bonilla (1992), Beattie and 

McGillivray (1995).

5 Such financial market fluctuations, which can be quite enormous, will greatly affect the retirees’ pensions under this 

scheme. This point is taken up further in the following sections.
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® A lthough the C hilean schem e has 86 per cent o f  the labour force affili 

a ted to it, the  com pliance rate has been poor. T hose actually  con tribu 

ting to the schem e have never been m ore than  55 per cent o f the labo 

ur force.

•  The C hilean  schem e has adverse d istribu tional effects. N ot only is the 

com pliance rate  o f  the rich m uch h igher than  that o f  low -paid  w orkers, 

bu t the rich  also earn h igher rates o f  retu rn  on their investm ent funds.6

•  T he schem e has h igh  adm inis trative costs com pared  w ith pub lic ly  m a 

naged p rov iden t fund schem es. T hese cos ts in the C hilean case am oun 

ted in  1990 to 15 per cent o f  the con tribu tions and derive in  large m ea 

sure from  the fund  m an ag ers’ expenditu res on advertising  and sales. By 

contrast, the corresponding  costs in the case o f  S in g ap o re ’s state-m ana 

ged prov iden t fund  w ere abou t h a lf  o f 1 p e r cent (0.53 per cent) o f  the 

contribu tions (V ittas,1993).

•  The schem e is not only inequitable w ith in  social groups of the sam e ge 

neration  bu t, un like  the pay-as-you-go  system s, it does no t p rovide for 

any in térgenerational solidarity.

B eattie (1994) rightly  notes that in v iew  o f the risks to pensioners and 

other shortcom ings ou tlined above, “ it w ou ld  seem  inconceivable that the 

B a n k ’s pension strategy cou ld  be jus tified  on social policy grounds” . Thus, 

i f  there is a rationale  for this strategy, it m ust lie  in the additional claim  that 

the proposed schem e will enhance econom ic grow th. The m ain channel 

through w hich this is to be achieved is increased long-term  savings and the 

expansion and deepening  of the financial m arkets. A s the report notes:

T h e  m a n d a t o r y  s a v i n g  p i l l a r  c a n  b e  i m p o r t a n t  f o r  i n c r e a s i n g  l o n g - t e r m  s a 

v i n g ,  a c c e l e r a t i n g  c a p i t a l  m a r k e t  d e v e l o p m e n t ,  b o o s t i n g  i n v e s t m e n t  i n  

p r o d u c t i v e  c a p i t a l ,  a n d  m o n i t o r i n g  c o r p o r a t e  p e r f o r m a n c e .  F o r  c o u n t r i e s  

w h e r e  t h e  c u r r e n t  r a t e s  o f  l o n g - t e r m  s a v i n g  a n d  c a p i t a l  a c c u m u l a t i o n  a r e  

b e l o w  o p t i m a l  l e v e l s ,  s u c h  c h a n g e s  h a v e  t h e  p o t e n t i a l  t o  e n h a n c e  e c o n o 

m i c  g r o w t h .  B u t  t h e  a l l o c a t i o n  a n d  p r o d u c t i v i t y  o f  t h i s  c a p i t a l  d e p e n d  o n  

w h e t h e r  t h e  f u n d s  a r e  p u b l i c l y  o r  p r i v a t e l y  m a n a g e d  ( p . 2 0 8 ) .

The fo llow ing  sections will closely  analyse the supposed  links be tw e 

en the m andatory  pension  schem e, long-term  national savings, the deve 

lopm ent o f the  cap ital m arket, and long-term  econom ic growth.

6 Vittas and Iglesias (1992).
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IV. P en sion  F u n d s  a n d  C a p ita l M a r k e t  D e v e lo p m e n t  

Essen tially, the chain  o f causa tion  im plicit in the B an k ’s argum en t o f the 

relationship  betw een the variab les m entioned above m ay be pu t as fo l 

lows. The prom otion  o f  p rivate  pension  funds leads to the expansion  and 

deepening of equities and bond  m arkets. These developm ents in turn ra i 

se econom ic grow th  th rough the follow ing channels: (a) by increasing  ag 

gregate savings and investm ents; and ( b )  by increasing the produc tiv ity  of 

these investm ents. T he reasons for ( a )  and ( b )  w ill be explained  in the next 

section . In the m eantim e w e consider here the prior question: w hether or 

not private  pension  funds lead  to the developm ent o f the stock m arkets in 

poor coun tries.

A s Table 1 show s, there has been a quite enorm ous expansion o f deve 

loping coun try  stock m arkets around the globe in the past decade o r so. 

B etw een  1982 and 1992, the total com bined capitalization o f  com panies 

quo ted  on the em erging  m arkets included in  the E c o n o m i s t 's list rose from  

less than a hund red  b illion  to nearly  a  trillion US do llars.7 The co rrespon 

d ing grow th in the com bined  cap italization  o f  industrial co u n tries’ m ar 

kets was a little m ore than  threefold  —  from  3 trillion to 10 trillion  US 

dollars. A num ber o f leading indiv idual em erging m arke ts (e.g. M exico, 

R epub lic  o f  K orea, T hailand) recorded over this period  a m ore than tw ent 

yfold increase in  to tal m arket capitalization  o f com panies quo ted  on the 

stock  exchanges. B y the early 1990s, the latter figure for m any em erging 

m arke ts, w hether considered  in  absolu te  term s or as a p roportion  o f  GDP, 

w as greater than that for the average m edium -sized advanced coun try 

m arkets in E u rope (e.g. Sw eden, D enm ark  and Finland).

In the context o f the present d iscussion, it w ill be appreciated  that this 

huge developm en t o f  stock  m arkets has occu rred in m ost coun tries w itho 

u t p rivate pension  schem es o f  the kind advocated by the Bank. Indeed, as 

V ittas (1992) observes, “ it is fair to say that few, if  any em erging equity  

m arkets ow e their im pressive perform ance in the 1980s to the presence or 

im pact o f contractual savings ins titu tions”8

N evertheless, it m ay be usefu l to reflect here on the specific case o f 

C hile, the B a n k ’s exem plar coun try. T he report credits the pension reform

7 For further information, see Feldman and Kumar (1994). It may he noted that the Economist’s list of emerging mar

kets includes both Hong Kong and Singapore. However, the International Finance Corporation in its classification re

gards both these countries as developed markets.

s For a detailed discussion of the reasons for the vast expansion of stock markets in developing countries during the 

past decade or so, see Singh (1995a).
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T ab le  1. M a r k e t  C a p ita l iz a t io n  o f  T ra d ed  E q u it ie s
1 9 8 3 199 2

US $ (bill.) % o f GDP US $ (bill.) %  of GDP

L a t i n  A m e r i c a

A r g e n t in a 1.4 1.3 18.6 8 .2
B a r b a d o s na na 0.3 16.4

B r a z il 15.1 7 .4 4 5 .3 11.7

C h ile 2 .6 13.2 2 9 .6 78.1

C o sta  R i ta 0.1 3.8 0.5 7 .7

C o lo m b ia 0 .9 3.1 5.7 11.6

J a m a ic a 0.1 2 .8 3 .2 100.7

M e x ic o 3 .0 2 .0 139.1 4 3 .0
P eru 0 .5 2 .6 2 .6 5 .6

T r in id a d  a n d  T o b a g o 1.0 12.8 0.5 9 .2

V en ezu e la 2 .8 3.5 7 .6 12.4
U ru g u a y - - 0 .4 3.5
E a s t  A s i a

C h in a iia na 18 .3 4 .2
H o n g  K o n g 17. f 7 0 .8 172.1 177 .0

K o rea . R e p . o f 4 .4 5.3 107 .4 3 6 ,2

P h ilip p in e s 1.4 4 .3 13.8 2 6 .2

S in g a p o r e 15.5 8 9 .2 4 8 .8 106.0
T a iw a n , C h in a 7 .6 14.5 101.1 4 8 ,9
S o u t h  A s i a

B a n g la d e sh 0 .05 0 .4 0.3 1.3
In d ia 7 .2 3 .5 65 .1 2 6 .7

In d o n e s ia 0.1 0.1 12 .0 9 .3
M a la y s ia 2 2 .8 76 .1 9 4 .0 163.3
P a k is ta n 1.1 3.7 8 .0 15.8

S r i L a n k a na na 1.4 14 .5

T h a i la n d 1.5 3 .8 5 8 ,3 5 5 ,4
E u r o p e / M i d d l e  E a s t ! A f r i c a

C o te  d ’Ivo ire 0 3 4 .4 0 .3 na

E g y p t 1.1 3 .0 2 .6 6 .2
G r e e c e 1.0 2 .9 9.5 12.0
Ir a n  I s la m ic  R ep . o f na na 1.2 0.1
J o r d a n 2 .7 5 6 .7 3 .4 7 3 .9

K e n y a na na 0 .6 7 .5

M a u r it iu s na na 0 .4 13 .2

M o r o c c o 0 .3 2.1 1.9 6 .6
N ig e r ia 3 .0 3 .7 1.2 4 .5
P o r tu g a l 0.1 0 .5 9 .2 10.9
T u n isia na na 0 .0 5 0.3
T u rk ey 1.0 2 .0 9 .9 8 .9

Z im b a b w e 0.3 4 .8 0 .6 8 .2
L a r g e s t  I n d u s t r i a l i z e d  C o u n t r i e s

C a n a d a 141 .0 4 2 .8 2 4 3 .0 4 2 .7
F r a n c e 38.1 7 .2 3 5 0 .9 2 6 .5
G e r m a n y 8 2 .6 12.6 348 .1 17 .9

Ita ly 2 1 .0 5 .0 115.3 9 .4
J a p a n 5 6 5 .2 4 7 .6 2  399 6 5 .4

U K 2 2 5 .4 4 8 .9 8 3 8 .6 7 9 .8

U S 1 898 .1 5 5 .7 4  7 5 7 .9 78 ,8

Source:Based on International Finance Corporation Emerging Markets Data Bank and International Financial Statistics 

Data are for end o f period 

- -  capitalization less than US$10 million 

na = data not available
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w ith  the developm ent, expansion  and deepening o f  capital m arkets in that 

country. Table 2 and 3 p rov ide in form ation  on the grow th  of pension funds 

and the stock m arket in  C hile  since 1981. Table 2 show s that cum u la ted  

pension  funds rose from  less than 1 p er cent o f G D P in 1981 to nearly  40 

per cent in  1992. U nder the C hilean  pension fund regim e, the funds, A d 

m inis tradoras de Fondos de Pensiones (A FPs), w ere allow ed to invest in 

the stock m arket only  after 1985. Consequen tly , as the table show s, there 

has been a m arked change since then in the fu n d s ’ portfo lio  com position  

—  substitu tion o f  equity  shares for bonds and bank deposits.

Table 3 indicates that there has been a big increase in the vo lum e and 

value o f stock  m arket operations and pension fund equity  investm ents in 

C hile since the m id-1980s. H ow ever, as U thoff (1993) notes, “due to the 

fac t that this period  has been  accom panied  by high and stable G D P grow th 

rates, together w ith  im portan t incentives for arbitrage o f international in 

terest rates causing  large capital inflow s and currency apprecia tion, we are 

unable to draw  any d irect causal effec t betw een pension  funds and stock 

m arket developm ents” .

In support o f  U th o ff’s conclusion, it m ay also be observed  that the ex 

pansion  o f  equity  m arkets in C hile is no t ou t o f  line w ith that o f  o ther fast 

expanding  equity  m arkets in  developing  coun tries. It is equally  significan t 

that on som e o ther principal indicators o f stock m arket developm ent, C hi 

le does n o t do as w ell as a num ber o f  o ther em erging m arkets. Table 4 

show s, for exam ple, that the num ber o f  listed  com panies actually declined 

in C hile over the period  1980 to 1992 (from  265 to 245 respectively), w hi 

le in  India the num ber rose from  below  1,000 to nearly 3.000.
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Table 2. Portfolio Composition of Pension Funds in Chile

Years Ceatral

and

treasury

bonds

(%)

Bank

deposit

and

bonds

(%)

Mortgage

securities

(%)

Firm

bonds

and

debentures

Common

Stock

(%)

Funds in 

millions 

of US$ 

equivalent

Funds

as

percentage 

of GDP

1981 2 8 6 2 9 1 0 2 1 9 0 .9

1983 4 4 3 51 2 0 1 2 2 3 6 4

1985 4 3 2 3 3 6 2 0 i 2  2 2 8 1 0 .9

1987 4 2 2 8 2 1 3 6 3  5 7 0 1 5 .5

1988 3 5 3 0 21 6 8 4  3 7 0 1 6 .5

1989 4 2 21 n  i s 9 10 5 3 8 8 1 9 .7

1990 4 4 17 16 11 11 7  3 1 6 2 6 .5

1991 3 8 12 13 13 2 4 1 0  0 7 8 3 4 .4

1992 (June) 3 7 1 0 13 1 2 2 8 11 9 2 2 3 8 .1

2000a 4 9 - 5 4

2010a ^  7 7 - 8 7

2020a 8 8 4 0 9

Source; Uthoff (1993)a Projection

Table 3. Stock M arket and Pension Fund Portfolio in Chile

Common stock Pension funds

Price

Index

Volume of 

traded Index

Market value 

(million of US$)

Common stock 

(million of US$)

1 9 8 1 105 592 5 .000 -

1 9 8 3 70 369 2.783 -

1 9 8 5 100 100 2 .919 -

1 9 8 7 313 908 6 .852 223

1 9 8 8 425 1.094 8 438 354

1 9 8 9 581 1.372 11.375 545

1 9 9 0 750 1.155 14.564 806

1 9 9 1 1.682 2.651 2 7 .706 2 .406

1 9 9 2  ( J u n e ) 2 .1 2 2 3.177 34 .444 3.347

Source; Montt (1992) and Uthoff (1993)
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Table 4. Listed Com panies in Em erging M arkets, 1981-1992

1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992

Korea, Rep, of 343 334 328 336 342 355 389 502 626 669 686 688

P ak is tan 311 326 327 347 362 361 379 404 440 487 542 628

T hailand 80 81 88 96 100 98 125 141 175 214 276 305

J o rd a n 72 86 95 103 104 103 101 106 106 105 101 103

M exica 229 206 163 160 157 155 190 203 203 199 209 195

Ind ia 1031 1106 1151 1295 1529 1912 2095 2240 2407 2435 2556 2781

IW k e y na na na 373 na 40 50 50 50 n o 134 145

M alaysia 187 194 204 217 222 223 232 238 251 282 321 366

Zim babw e 62 62 60 56 55 53 53 53 54 57 60 62

Chile 242 212 214 208 228 231 209 205 213 215 221 245

B razil 477 493 505 522 541 592 590 589 592 581 570 565

na = not available

Source: International Finance Corporation, Emerging Stock Markets Factbook, 1990 and 1993.

T he im portan t poin t here  is that if the pu rpose o f  the exercise is to de 

epen the stock m arket, it can be done in m any ways other than through  the 

developm ent o f private pension  funds, as the experience o f em erging m ar 

kets during the past decade show s. In  other words, a lthough in C hile p ri 

va te  pension  funds m ay have helped  to som e degree in the expansion  o f 

the stock m arket, these are in general neither necessary nor sufficien t for 

capital m arket developm ent. To conclude, therefore, even in the case of 

C hile, the first link in  the B a n k ’s chain o f  causa tion is far from  being  as 

strong or robust as the B ank  w ou ld  like the reader to believe.

V. Capital M arkets and Long-Term  Econom ic Growth: Analytical 

Considerations

T u rning now  to the second link in the rep o rt’s causal chain  rela ting p riva 

te pension schem es to  long-term  econom ic grow th, how  does the develop 

m ent o f  stock  m arkets, banks and other financial institu tions help achieve 

that objective? Follow ing the earlier h istorical contribu tions o f  G oldsm ith 

(1969), C am eron (1976) and G erschenkron (1962) and the theoretical 

w ork  o f M cK innon  (1973) and  Shaw  (1973), there has been  in recent ye 

ars a large and grow ing am oun t o f research  on this subject. O ne strand o f 

this literatu re, w hich  draw s its inspiration  from  the endogenous grow th  

m odels o f  R oem er (1989) and Lucas (1989), argues that financial in term e 

d iation, as w ell as the stock m arket, helps econom ic grow th by ( a )  incre-
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asing the rate o f investm ent and ( b )  im proving  the produc tiv ity  o f  invest 

m ents.9 The m arkets and the in term ediaries carry  ou t the func tions o f scre 

ening and m onito ring  investm ent pro jects, w hich indiv idual investors on 

their ow n w ill find too uneconom ic to undertake. These in term ediary  and 

m arket func tions help  d iversify  system ic risk  and ënable individuals to 

participate in investm ent projects w hich otherw ise they m ight not have 

been w illing to do. T hus, the econom y experiences a h igher rate o f  invest 

m ent than w ou ld  o therw ise have been  the case. Further, to extent that the 

financial in term ediaries (e.g. banks) directly, and the  financial m arkets 

(through for exam ple the takeover m echanism ), are actually  successfu l in 

carry ing  out these m onito ring  and screen ing  tasks, this shou ld  lead to an 

increase in the m arginal efficiency o f investm ent.

In this parad igm  the effect o f  the grow th  o f financial in term ediaries 

and financial m arkets on private  household  savings is am biguous. This is 

because, as Pagano (1993a) no tes, one effect o f  financial in term ediation  is 

m ore efficient risk  sharing w hich, depending on the ind iv id u al’s u tility 

func tion, can have a negative effect on his o r her savings. A tje  and  Jova- 

novic (1993) provide a m odel in w hich financia l m arkets have a greater 

stim u la ting effect on econom ic grow th than  financial in term ediation  by 

the banks. T his is because it is assum ed that stock  m arkets are m ore con 

ducive to the developm ent o f venture capital and hence technical progress 

than the banks. T heir cross-coun try  em pirical analysis suggests that coun 

tries that finance their investm ents m ore w ith  equities and less w ith debt 

tend to grow  faster, by a large margin-— as m uch as 2.5 per cen t a year. 

This leads the au thors to inquire  why “m ore coun tries are no t developing  

their stock m arkets as quickly as they can as a  m eans o f  speeding  up th e 

ir  econom ic developm en t” .

This positive analysis o f the effect o f stock m arkets on econom ic 

grow th stands in sharp con trast to the contribu tions o f ano ther very im por 

tant school o f  though t, w hich stresses the negative  im pact o f  these m ar 

kets on the rate  o f investm ent, on the tim e horizon  o f firm s, on in ternati 

onal com petitiveness, and on econom ic developm ent. K eynes m ay be re 

garded as the founder o f  this alternative v iew  o f  the stock m arket. In a w i

dely know n passage from  chap ter 12 o f  h is G eneral theory, he observed:

A s  t h e  o r g a n i s a t i o n  o f  i n v e s t m e n t  m a r k e t s  i m p r o v e s ,  t h e  r i s k  o f  t h e  p r e d o m i 

n a n c e  o f  s p e c u l a t i o n  d o e s ,  h o w e v e r ,  in c r e a s e .  I n  o n e  o f  t h e  g r e a t e s t  i n v e s t 

m e n t  m a r k e t s  i n  t h e  w o r l d ,  n a m e l y ,  N e w  Y o r k , t h e  i n f l u e n c e  o f  s p e c u l a t i o n  ( in

■ For a recent overview of these contributions, see Pagano ( 1993a).
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i  t h e  a b o v e  s e n s e ,  i .e .  “ t h e  a c t i v i t y  o f  f o r e c a s t i n g  t h e  p s y c h o l o g y  o f  t h e  m a r -

j k e t ” ) i s  e n o r m o u s .  S p e c u l a t o r s  m a y  d o  n o  h a r m  a s  b u b b le s  o n  a  s t e a d y  s t r e a m

o f  e n t e r p r i s e .  B u t  t h e  p o s i t i o n  i s  s e r i o u s  w h e n  e n t e r p r i s e  b e c o m e s  t h e  b u b b le  

o n  a  w h i r l p o o l  o f  s p e c u l a t i o n .  W h e n  t h e  c a p i t a l  d e v e l o p m e n t  o f  a  c o u n t r y  b e -  

..i; c o m e s  t h e  b y - p r o d u c t  o f  th e  a c t i v i t i e s  o f  a  c a s i n o ,  t h e  j o b  i s  l i k e l y  t o  b e  i l l - d o -

i  n e  ( K e y n e s ,  1 9 3 6 ) .

; It is ironic that the critical school is today increasingly  influen tial in the

I U nited  States and the U nited  K ingdom , coun tries w ith the m ost developed

stock  m arkets and  w here such  m arke ts p lay  a critical ro le in the economy. 

In  the contem porary  setting, the basic  thesis o f the school is that even with 

w ell-organized and com plex  stock m arkets such  as those found in the 

A nglo-Saxon coun tries, the m arket does no t in practice perform  at all well 

its m onitoring, screening and discip linary  functions.

The ability  o f  the stock  m arket to carry  ou t these tasks depends cruci 

a lly  on the efficiency o f  tw o m echanism s: ( a )  the pricing process; and ( b )  

i the  takeover m echanism  (S ingh, 1992). W ith respect to ( a ) ,  there is a gro-

3 w ing am oun t o f theoretical as w ell as em pirical w ork w hich suggests that 

I the real w orld  share prices, although they m ay be reasonably efficient in 

I T o b in ’s (1984) “in form ation  arb itrage” sense (i.e. any new  inform ation 

I abou t a  stock or the m arket in  general percolates quickly  and speedily to

4 all p layers), do n o t reflect fundam en ta l values. R esearch  by this school 

1 suggests that the actual share prices genera ted  even by the fu lly develo- 

■j ped  s tock m arkets o f L ondon and N ew  York are often dom inated by spe- 

t cu la tors —  the so-called  “no ise  traders” —  and by w him s and fads, and 

j are therefore n o t efficien t in  T o b in ’s “fundam en ta l valua tion” sense .10

T here is also evidence that, as K eynes had  suggested , investors give dis- 

\ p roportionate attention to near-term  events and therefore do not have long

j tim e horizons (M iles, 1993).

T his “ short-term ism ” arising from  the  p ric ing  m echanism  is com poun- 

; ded by the failings o f  the takeover process. E m pirical studies suggest that

selection  in  the m arket fo r corporate  control does no t take p lace  sim ply on 

j the basis o f efficiency  (as m easu red , for exam ple, by ra tes o f  return o r by

s tock  m arket valua tion) bu t also very  im portantly  on the basis o f s ize .11

111 There is a large literature on this subject. See for example, Modigliani and Cohen (1977); ScMeifer and Summers 

(1990); Schleifer and Vishny (1990); Nickell and Wadhwani (1987);Poterba and Summers (1988). For a survey of the 

theoretical literature, see Camerer (1989).

11 Again there are a host of studies on the subject. See, among others, Singh (1971,1975); Meeks (1977); Ravenscraft 

and Scherer (1987); Scherer (1988). For an opposite point of view see Jensen (1988). For recent reviews see Singh 

(1992 ,1993b).
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Thus, a large, rela tively  unp rofitab le  corporation  has, o ther things being 

equal, a m uch  sm aller chance o f being taken  over than a sm all, m uch m o 

re p rofitab le  firm . A large firm  can m ake itse lf fu rther im m une from  take 

overs by becom ing  b igger still through the process o f  takeover itse lf (G re 

er, 1986). A part from  this perverse ou tcom e for the takeover disciplinary 

m echanism , there are both  analytical argum en ts and  em pirical evidence 

w hich suggest that takeovers them selves contribu te  significantly  to m ar 

ket m y o p ia .12

The econom ists o f  the critical school fu rther argue that these failures 

in the pricing  and takeover m echanism s, and the consequen t short-ter- 

m ism , pu t the stock-m arket-dom inated  US and U K  econom ies at a com 

petitive d isadvantage w ith respect to coun tries like Japan and G erm any. In 

the latter tw o coun tries, the stock m arkets, for h istorical reasons, have not 

been so significant in relation to industria l developm ent. It is also no tab 

le that neither Japan nor G erm any has a m arket for corporate contro l in the 

A nglo-Saxon sense o f  hostile  takeovers, leveraged  buyou ts, e tc .13

To sum up, the above analysis suggests that even w ith w ell-organized 

and com plex stock m arkets, such as those existing  in  the U nited States 

and the U nited  K ingdom , the stock m arket is unable to perform  w ell its 

d isciplinary and allocative tasks. A n im portant im plication  o f  this view  is 

that the stock m arkets in developing coun tries w ou ld  fare even w orse in 

these respects. T his is because these coun tries do no t yet have the accoun 

ting  standards o r possess in sufficien t num bers inform a tion-gathering  and 

-d issem inating private  firm s or pub lic organiza tions o f  the k ind  found in 

developed coun tries. The share prices in  these em erging m arkets are the 

refore likely  to be dom inated by noise and specu la tion. M oreover, there 

will be relatively  few  firm s w ith a long enough track record and repu ta ti 

on for the stock m arkets to be able to evalua te  their long-term  prospects 

sensibly. H ence, these m arkets are expected  to exhib it m uch  grea ter vola 

tility  than the advanced-coun try  m arkets. It is suggested  that, in  these cir 

cum stances, the m onitoring, screening and discip lin ing  func tions o f  the 

stock m arkets are better and m ore efficien tly  perform ed by financial in ter 

m ediaries, i.e. the b an k s.14

A central analytical w eakness o f a stock m arket system  w ith  respect to

Cosh, Hughes and Singh (1990); Froot, Scharfstein and Stein (i990); Stein (1989); Singh (1995a). For an alternati

ve perspective see Marsh (1990).

13 For further information, see Mullins and Wadhwani (1989); Odagiri and Hase (1989); Singh (1995b).

iJ Tirole (1991) makes this argument most persuasively in relation to the transition economies of eastern Europe.
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the finance-industry  relationship , industria lization  and long-term  econo 

m ic grow th is that it p rovides the indiv idual inves to r w ith m ore or less re 

ady liquidity. T his is usually  regarded  as a virtue by the exponents o f the 

stock m arket. A s John Tagino, a  form er head o f  global equity  trading at 

M errill Lynch, pu t it in relation  to the global equities m arket for leading 

corporations, “ (it) gives the cus tom er the ability to have instan t liquidity  

at any tim e o f  the day or n ight he o r she w ants it” .15

H ow ever, this “ liquid ity” also m eans that the investor need have no 

com m itm ent to the long-term  fu tu re  o f  the firm . The bank-dom inated  f i 

nancial system s are, by contrast, fa r better able to ensu re such long-term  

financial com m itm ent to their c lien t corporations. M oreover, un like the 

sm all indiv idual inves to r in a stock  m arket system  who has no incentive 

to gather the costly in form ation  to supervise and d iscipline m anagers in 

m anagem en t-contro lled  large corporations, the banks have both  the incen 

tive and the capacity  to subjec t corporate  m anagers to m uch m ore s trin 

gent such supervision. The G erm an-Japanese types o f  banks are thus able 

to cope far better w ith the problem s o f asym m etric inform ation, agency 

costs and transaction  costs than  the A nglo-Saxon stock m arket sy stem .16

In the light o f this im portant analysis o f  the critical school ou tlined  

above, the W orld B a n k ’s assertion  o f an unequivocally  positive rela tions 

hip betw een  capital m arket developm ent and econom ic grow th m ust be 

view ed w ith  som e skepticism .

VI. Stock M arket Volatility and Econom ic Welfare

Stock m arket prices tend  to fluc tua te  m ore than o ther econom ic variables, 

even in  fu lly  developed m arke ts. H ow ever, a high degree o f volatility  is a 

negative featu re o f  a s tock  m arket in that it can underm ine the financial 

system  as a whole; it also m akes share prices m uch less usefu l as a guide 

to the allocation  o f resou rces. M oreover, to the extent that they d iscou ra 

ge risk-averse savers and investors, stock m arket fluc tuations m ay raise 

the cost o f capital to corporations. A fter the 1987 stock m arket crash, se 

veral inquiries w ere undertaken in  the U nited States (e.g. the Brady C om 

m ission) to see w hether, as a resu lt o f financial liberalization and global 

trading or the in troduc tion  o f  new  technology and devices such as p rog 

ram m e trading, stock m arket volatility  on the US m arket has increased, 

and how  in any case it can be reduced. E vidence, how ever, ind ica ted  that

15 Quoted in Cosh, Hughes and Singh (1992).

16 There is a huge literature on this subject. For a recent review see Allen and Gale (1995).
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volatility  on the US m arket in the 1980s w as m uch  in line w ith  the long 

term  h isto rical record; it was in  fact less in the past decade than in the 

1930s (Schw ert, 1989). N evertheless, it rem ains a cause for concern, and 

several p roposals w ere p u t forw ard  to reduce share p rice  fluc tua tions, e.g. 

suspension o f  share trading if the stock m arket index falls by m ore than a 

specific percentage in a trading period.

H ow ever, as pred ic ted  by the critical school, the capital m arkets o f  de 

veloping  coun tries exhibit m uch  g rea ter vo latility  than those o f  advanced 

econom ies. S ingh (1993a) provides ev idence on this issue for the 1980s. 

H is data show ed, for exam ple, that betw een  1984 and 1989, the standard 

deviations o f m onthly  percentage changes in share price on the em erging 

m arkets w ere considerably  larger than those on the US, U K  or Japanese 

stock m arkets. S ingh also reported  that betw een 1982 and 1985, share p ri 

ces on the B razilian  stock m arket rose fivefo ld  (in US do llar term s); tw o 

years la ter they dw indled to 28 per cent o f  their 1985 value. In  the first ni 

ne  m onths o f  1987, share prices on the M exican  stock m arket rose six 

fold. H ow ever, fo llow ing “B lack M onday” in O ctober 1987, prices fell to 

a tenth  o f  their p re-crash  level. In  Taiw an, C hina, the largest T hird  W orld 

stock m arket, betw een 1987 and February  1990, the share p rice  index ro 

se by 330 per cent to  reach a peak  o f  12,600; the index then fell to a  qu 

arter o f its value (3,160) by Sep tem ber 1990.

To take a m ore recent case, the F i n a n c i a l  T i m e s  reported  on 18 Sep 

tem ber 1995:

T h e  N i g e r i a n  s t o c k  m a r k e t  A U - S h a r e  i n d e x  h a s  d o u b le d  f r o m  2 , 2 0 5  a t  [ th e ]  

s ta r t  o f  t h i s  y e a r  t o  4 , 4 0 0  i n  e a r ly  S e p t e m b e r .  In  t h e  f i r s t  e i g h t  m o n t h s  e q u i t i 

e s  in c r e a s e d  in  v a l u e  b y  1 0 5  p e r  c e n t  in  d o l l a r  t e r m s ,  h e l p e d  b y  a  s t e a d y  e x c 

h a n g e  r a te .  A l t h o u g h  t h e  e c o n o m y  i s  in  r e c e s s i o n  a n d  p r e v i o u s l y  s o u n d  c o m 

p a n i e s  a r e  s t r u g g l i n g  t o  s t a y  in  b u s i n e s s ,  t h e  r i s e  i n  s h a r e  p r i c e s  c o i n c i d e s  w i t h  

u n p r e c e d e n t e d  in t e r e s t  f r o m  b o t h  d o m e s t i c  a n d  o f f s h o r e  i n v e s t o r s .

A  p a r t ia l  d e v a l u a t i o n  o f  t h e  n a ir a  a t  t h e  s ta r t  o f  t h e  y e a r ,  i n f l a t i o n  o f  o v e r  8 0  

p e r  c e n t ,  n e g a t i v e  in t e r e s t  r a t e s  a n d  f e a r s  o f  b a n k  f a i lu r e  h a v e  p e r s u a d e d  m a n y  

N i g e r i a n s  t h a t  t h e  s t o c k  m a r k e t  i s  t h e  b e s t  p l a c e  f o r  t h e i r  s a v i n g s .

In the circum s tances, the N igerian  share p rice  boom  w ou ld  appear to 

be a specu la tive bubb le  w hich is likely  to  be pricked  sooner rather than la 

ter, and thereby contribu te  considerably  to share price vo latility  on that 

m arket. D avis (1995) has prov ided  quan tita tive in form ation  on  com para-
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five volatility  o f share prices in  the m atu re and em erging m arke ts for the 

period 1976-1991. He reports that du ring this tim espan the m onthly  stan 

dard  deviation o f  share p rices w as over 30 per cent in  A rgentina, 18 per 

cent in B razil and 17 p er cen t in  Taiw an, com pared with 5 per cent for the 

U nited States and Eu rope and 7 per cen t for Japan.

At an analytical level, the issue o f stock market volatility is salient to the 

question o f the welfare implications o f the stock m arket versus bank-based fi

nancial systems. It of course bears directly on the question o f the riskiness of 

the size o f pensions, the retirees m ay expect to receive under the private pen 

sion plans. In form al economic models, Allen and Gale (1995) have dem ons 

trated that the bank-based systems are m uch better than the stock m arket sys 

tems of intertemporal risk sharing; the latter, on the other hand, are superior 

with respect to cross-sectional risk sharing. As Allen and Gale observe:

A rt i l lu s t r a t io n  o f  t h e  d i f f e r e n c e s  b e t w e e n  t h e  t w o  f in a n c ia l  s y s t e m s  in  t e r m s  o f  

t h e ir  a b i l i t y  t o  s m o o t h  r i s k  i s  p r o v i d e d  b y  t h e  e x p e r i e n c e  o f  th e  1 9 7 0 s  a n d  th e  

1 9 8 0 s .  In  t h e  U S ,  th e  r e a l  v a l u e  o f  t h e  s t o c k  m a r k e t  a p p r o x im a t e ly  h a l v e d  a f 

t e r  t h e  o i l  s h o c k  o f  t h e  e a r ly  1 9 7 0 s  a n d  s t a y e d  a t  t h i s  l e v e l  f o r  t h e  r e s t  o f  th e  

d e c a d e .  H o u s e h o l d s  th a t  h a d  p r o v i d e d  f o r  r e t i r e m e n t  b y  i n v e s t i n g  in  t h e  s t o c k  

m a r k e t  a n d  n e e d e d  t o  l iq u id a t e  s h a r e s  in  o r d e r  to  p a y  f o r  c o n s u m p t i o n  w e r e  

f o r c e d  to  r e d u c e  t h e ir  s ta n d a r d  o f  l i v i n g  s u b s ta n t ia l ly .  B y  c o n t r a s t ,  in  th e  1 9 8 0 s  

t h e  s t o c k  m a r k e t  a p p r o x im a t e ly  d o u b le d  in  r e a l  v a lu e  a n d  th e  p r o c e s s  w a s  r e 

v e r s e d :  h o u s e h o l d s  w h o s e  s a v i n g s  w e r e  i n v e s t e d  in  th e  s t o c k  m a r k e t  w e r e  a b 

l e  t o  i n c r e a s e  t h e i r  c o n s u m p t i o n  s u b s ta n t ia l ly .  T h e  im p o r ta n t  p o in t  is  th a t  t h e 

s e  U S  h o u s e h o l d s  b o r e  s u b s t a n t ia l  c o n s u m p t i o n  r i s k  o v e r  th e  t w o  d e c a d e s .

T h e  U S  e x p e r i e n c e  c a n  b e  c o n t r a s t e d  w i t h  th a t  o f  G e r m a n y  o v e r  t h e  s a m e  p e 

r io d . G e r m a n  h o u s e h o l d s  s a v e  f o r  r e t i r e m e n t  a n d  o t h e r  p u r p o s e s  p r im a r i ly  in  

b a n k  a c c o u n t s  a n d  o t h e r  d e b t - l i k e  in s t r u m e n t s .  A l t h o u g h  G e r m a n y  a l s o  e x p e 

r i e n c e d  a n  o i l  s h o c k ,  t h e  v a l u e  o f  t h e s e  s a v i n g s  w a s  n o t  h a lv e d .  G e r m a n  i n v e s 

t o r s  w e r e  a b le  t o  c o n s u m e  t h e  a m o u n t  t h e y  h a d  p l a n n e d  a s  b a n k s  d r e w  o n  r e 

s e r v e s  t o  m a in t a in  p a y o u t s .  In  t h e  1 9 8 0 s  t h e r e  w a s  a  s u s t a in e d  b o o m  in  G e r 

m a n y  a s  in  th e  U S .  D u r in g  t h i s  p e r i o d  t h e  v a l u e  o f  h o u s e h o l d s ’ s a v i n g s  d id  n o t  

in c r e a s e ,  s i n c e  t h e y  w e r e  h e l d  i n  t h e  f o r m  o f  f i x e d  c l a i m s  o n  t h e  in t e r m e d ia r i 

e s .  T h e  in t e r m e d ia r ie s ,  h o w e v e r ,  w e r e  a b le  to  b u i ld  u p  r e s e r v e s .  I n  c o n t r a s t  to  

t h e  U S  c a s e ,  w e  c o u l d  a r g u e ,  h o u s e h o l d s  d id  n o t  b e a r  a s  m u c h  r i s k  f r o m  t h e 

i r  s a v i n g s  b e c a u s e  o f  in t e r t e m p o r a l  s m o o t h i n g  b y  in t e r m e d ia r ie s  (p . 1 9 0 ) .

It m ay be argued that pension  funds, because o f  their long-term  liabi 

lities, are likely to behave like banks rather than short-term  liquid ity  tra 

ders o r specu la tors. In p rincip le , it is true that institu tional share ow ners 
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hip shou ld  lead to long-term  value m axim iza tion  and to “patien t capital” . 

H ow ever, in  p ractice, analysis and evidence from  both the U nited States 

and the U nited  K ingdom  suggest that, because o f  the particu lar structural 

fea tures o f  institu tional fund m anagem en t, the opposite  situa tion prevails. 

Fund m anagem en t is a  h ighly  com petitive industry  and, increasingly, the 

perform ance o f  fund m anagers them selves is assessed on  the basis o f 

short-term  resu lts. T his leads to high share tu rnover and accep tance o f ta 

keover bids on the basis o f short-term  financia l gain  rather than long-term  

industria l lo g ic .17

The la tte r behav ioral pattern  is also connected  w ith  the phenom enon o f  

“asym m etric p a y -o f f ’. It is po in ted  ou t that there are sound reasons for 

fund m anagers to display a “herd ” instinct: a fund m anager who decides 

no t to follow  the “herd ” and turns ou t to be w rong in his or her investm ent 

policies w hen the herd is right, m ay  be subjec t to severe penalties, e.g. lo 

se his or her jo b . On the other hand, if  the herd is w rong and the fund m a 

nager is righ t, the pay-o ff m ay no t be as great —  it w ill usually  take the 

form  o f  a prom otion  or pay rise. Thus, faced w ith  the prospect o f  an im 

m ediate stock  m arket gain from  a “takeover situa tion” , the  fund m anagers 

are m ore likely  to  accept it than not.

It m ay fu rther be objected that, desp ite  the theoretical advantages o f 

bank-based  over stock-m arket-based financial system s and the em pirical 

ev idence from  rich  coun tries in support o f  these p ropositions, the experi 

ence o f developing  coun tries, including  C hile, w ith  bank-based  system s 

has not been a happy one. I t is certain ly  true that in m any less developed 

coun tries, bank-based  system s have func tioned  unsa tisfactorily  and have 

not prom oted econom ic grow th. In a  num ber o f  coun tries experiencing a 

h igh  degree o f m acroeconom ic instability, bank-based  finance has tended 

to degenerate in to  in flationary  o r inefficien t finance. S ingh (1993a) calls 

attention to  the fo llow ing  serious shortcom ings o f  such  system s in the de 

veloping coun try  context:

® “crony capitalism ” , which leads to the diversion of financial resources to 

particu lar individuals and fam ilies w ith political connections instead o f 

such resources being used to prom ote long-term  industrial developm ent;

® industry-finance links o f the bank-based  type, w hich can do in  p rincip 

le, and som etim es do in  practice, lead to  m onopolistic  positions in p ro 

duc t m arkets and thw art entry  by new  firm s, thereby h indering efficient 

industrial developm ent;

57 For a fuller discussion o f this argument, see Cosh, Hughes and Singh (1990). See also Singh (1995b).
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•  im pruden t or inadequa te  governm ent regu la tion o f  the banks, w hich 

has som etim es jeopard ized  the in tegrity  o f the financial system  as a 

w hole (as, for exam ple, in Chile, fo llow ing financial liberalization  in 

the early  1980s).

T hus, although bank-based  system s are m uch to be preferred in p rin 

ciple to the stock-m arket-based  system s, the developing coun tries shou ld  

pay particu lar a ttention to questions o f  p roper regu la tion and to the p re 

ven tion  o f m onopolistic  abuse by  the banks. A fter the debacle of the C h i 

lean banking system  in  the early 1980s, w hat w as required  w as p ru d en ti 

al regu la tion o f the bank-based  system  rather than expansion of the stock 

m arket, because o f  the capacity  o f  the  form er to foster finance-industry  re 

lationships w hich are conducive to long-term  investm ent and econom ic 

growth.

VII. The Capital M arket, Corporate Finance, Savings and Investm ent

In the light o f the fo rego ing  discussion, we turn to the core issue in the 

W orld B a n k ’s claim  that its p roposed  pension  system  w ill not only “p ro 

tec t the o ld” bu t also “prom ote  g row th” . D oes the developm ent o f  the eq u 

ities and bond m arkets lead  to a  rise in national savings and investm ents? 

For this pu rpose w e shall firs t exam ine the relevant data on corporate fi 

nance for developed as w ell as develop ing  coun tries.

Table 5 gives figures on the financing o f  physical investm ent for non-fi- 

nancial corporations in G erm any, Japan, the U nited Kingdom  and the U ni 

ted States for the period 1970-89. In the context o f the present discussion, 

the im portant poin t w hich em erges from  the table is that the equity m arket’s 

net contribu tion to  investm ent needs o f the non-finaneial corporate sectors 

o f both the USA, the U K  was negative over this period. W hat this indicates 

is that corporate new issues in these tw o coun tries w ere m ore than m atched 

by a net redem ption of corporate shares (m ainly because o f takeovers). In 

G erm any and Japan, although new  issues m ade a net positive contribu tion 

to corporate investm ent over the period considered, it was extrem ely sm all 

and am oun ted to no m ore than 2 to 3 per cent o f the total.

I Table 5 also indicates th at in all fou r industrial coun tries in the sam p-

1 le, the m ain sou rce for financing  corpora te  grow th  w as “retained  ear-

t n ings” . To the ex ten t th at the com panies use ex ternal funds to finance the-

|  ir investm ent needs, in alm ost all coun tries excep t the U nited States, bank

\ finance w as the m ost im portan t source o f  ou tside funds,

j A t a theoretical level, it m ay be observed  that this pattern  o f corporate
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financing fo r the advanced coun tries —- in w hich the firm s seem  to prefer 

retained earnings to debt, and both o f these to  new  share issues (the so- 

called “pecking  o rder” pattern o f  finance) -—  is com patib le  w ith rational 

profit m axim ization  by the firm . C u rren t m odels o f  corporate  finance, ba 

sed on theories o f  asym m etric  inform ation, agency cost, transaction  costs, 

etc., can rationalize  the observed  “pecking  o rder” in term s o f norm al pro 

fit m axim ization  by firm s w ithou t invoking  any m anagerial theories o f  the 

firm  (M yers, 1984).

Singh and H am id (1992) and Singh (1995a) have recently  provided 

am ong the first system atic  large-scale studies o f  corpora te  finance in de 

veloping  coun tries. Table 6, extracted  from  Singh (1995a), gives inform a 

tion on the financing o f corporate grow th  for the hund red  largest listed 

corporations from  ten industria lizing coun tries du ring  the 1980s. These 

data show  that the top developing-coun try  corporations finance a very 

sm all proportion  o f  the grow th o f  their “net assets” (i.e. long-term  capital 

em ployed by the firm ) from  internal sources. The m edian  K orean corpo 

ration in the top hund red  financed only a little  over 15 per cent o f  such 

grow th  from  internal sources during the 1980s (and the rest from  external 

sources). The corresponding  figure for the m edian  top T hai corporation  

w as a little  less than  15 p er cent, for the M exican 23 per cent, for the Tur 

k ish  13.4 p er cen t, and for the M alaysian  a little  less than 30 per cent. 

C om pared w ith  the in ternal financing proportions for advanced coun tries, 

these w ou ld appear to be very low figu res in d ee d .'8

T a b le  5. N e t  S o u r c e s  o f  F in a n c e  in  F o u r  in d u s tr ia l  C o u n tr ie s , 1 9 7 0 -1 9 8 9 (% )

G erm an y Jap a n U K U SA

In tern a l 80.6 69.3 97.3 91.3

B an k  F in a n ce 11.0 30.5 19.5 16.6

B o n d s -0.6 4.7 19.5 17.1

N ew  eq u ity 0.9 3.7 -10.4 -8.8

T rade cred it -1.9 -8.1 -1.4 -3.5

C ap ita l tra n sfer -8.5 - 2.5 -

O ther 1.5 -0.1 -2.9 -3.8

S ta tistica l a d ju stm en t 0.0 0.0 -8.0 -8.7

Source: Corbett and Jenkinson (1994)

1S The information for advanced country corporations in Table 5 is based mainly on flow-of-funds data. The results are 

not therefore strictly comparable with those for developing-country corporations presented here. For further informa

tion, see Singh (1995a).
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Sim ilar)y, the data in colum n 4 show  heavy use o f equity  finance by 

large developing-coun try  corporations to finance their grow th o f  net as 

sets. For all coun tries together, the m edian  top developing-coun try  co rpo 

ration  financed m ore than 40 p er cent o f  its “net assets” grow th  from  new 

share issues. For six o f  nine coun tries in  the table, equity  finance accoun 

ted fo r m ore than 35 p er cen t o f  the grow th  o f  net assets o f the b iggest co r 

porations. Even though, for da ta  reasons, the equity  financing proportion  

fo r som e coun tries m ay be overstated  (for exam ple Turkey), these figures 

are orders o f  m agnitude h igher than  those for the advanced-coun try  cor 

porations (in Table 5).

The extensive resort to  the stock m arkets by developing-coun try  cor 

porations is regarded  by the exponents o f  the stock m arket as im portant 

ev idence in  support o f  the v iew  th at these m arkets benefit industria lizati 

on and developm ent. It is indeed true that, un like in the advanced coun tri 

es, the m arket has in  the stock m arket boom  o f the 1980s and 1990s been 

a genuine sou rce o f  new  finance for corpora te  expansion in developing 

coun tries. H ow ever, the im portan t ques tion  is w hether the fast grow th of 

the stock  m arkets in these econom ies has led to an increase in aggregate 

savings. O r is it the case that w hat has happened is sim ply the subs titu ti 

on o f  one form  o f  saving (say bank savings or governm ent bonds) for 

ano ther (purchase o f corpora te  shares on the stock m arket)? There is litt 

le  or no evidence o f  an  increase  in  aggregate savings for the sam ple d eve 

lop ing  coun tries as a resu lt o f  the grow th  o f  the stock m arkets o r o f  grea 

te r new -issue ac tiv ity  on these m arkets. In som e o f  the coun tries (e.g. Tur 

key, M alaysia), the aggregate savings actually fell du ring the 1980s. M o 

reover, it is w orth noting  th at in  the advanced coun tries, the aggregate sa 

v ing ratio in the  stock  m arket-dom inated  econom ies o f  the U .S and the 

U .K . is m uch  low er than  in  G erm any and Japan (w here, as noted  earlier, 

the  stock  m arket has only  a peripheral role in  rela tion  to industria l deve 

lopm ent).

Sim ilarly, there is little ev idence that stock m arket developm ent in the 

past decade or m ore in  developing  coun tries has led to  an increase in ag 

gregate investm ent. E v idence for India, for exam ple, show s that, despite 

the boom  conditions in the stock m arket in the recen t period  and hence the 

reduc tion in the cost o f capital, corporate  investm ent in  fixed  assets actu 

ally declined  (N agaraj, 1994).

Priva te  pension  schem es can, in p rincip le , lead  to a rise in  aggregate 

savings, not ju s t  through the developm ent o f  the capital m arket em pirical
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evidence on these issue is m ixed and is far from  being robust (A tkinson,

1995). In this connection , it is usefu l to exam ine the specific case o f C hi 

le. Table 7 p rovides the relevant data. The table show s a  fall in total sa 

vings and investm ent over the period 1980-1991. T here are, how ever, no 

clear trends and it is best to  be agnostic. I t w ou ld  certainly  not be valid to 

conclude from  this ev idence that pension reform  led to a rise in  national 

savings and investm ent in that country.

VIII. Foreign Portfolio Investm ent

W e noted in the introduc tion the proposal from  R eisen  (1994) that, to co 

pe with the pension crisis arising from  rapid  ageing, the old industrial co 

un tries shou ld  stim u la te  private funded pensions and seek m axim um  re 

turns on pension assets. H e added that pension  m anagers can reap big  d i 

versification benefits —  a “ free lunch” in the form  o f a superior com bina 

tion o f risk  and return —  by investing in the em erging stock m arkets o f the 

younger econom ies. H e estim ates that if  O E C D  pension  assets were inves 

ted according to w orld stock m arket capitalization, around $ 655 billion 

w ou ld have been held  in 1992 in the em erging m arkets (rather than  the es 

tim ated $ 11.5 billion). H e therefore proposes that, to attract these pension 

and other institu tional funds, developing coun tries shou ld  abolish exchan 

ge con trols and other im pedim ents to free capital flows. Sim ilar advice has 

been given to developing coun tries by a W ID E R  study group chaired by 

Sir K enne th B errill (W ID ER, 1990). The W orld B ank report also favours 

foreign portfo lio  diversification by  pension  funds, although it recognizes 

som e o f its negative aspects. N evertheless it feels that its star pupil, Chile, 

was “too cau tious” in no t perm itting A FPs to invest abroad un til 1991.
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Table 6. Financing of Corporate Growth for Top Listed M anufacturing 

Companies in Ten Industrializing Countries, 1980s (%)

Tax

retention

ratio

Internal

finance

External

finance

equity

External

finance

debt

Korea, Rep. of 6 5 .7 1 5 .8 4 6 .9 3 .0

Pakistan 6 5 .9 6 7 .5 5 .2 2 3 .9

Jordan 4 8 .0 5 4 .8 2 5 .5 5 .8

Thailand 4 8 .7 1 4 .7 n a n a

Mexico n a 2 3 .1 6 4 .7 1 .0

India 6 8 .0 3 8 .1 1 6 .3 3 8 .9

Turkey 3 7 .8 1 3 .4 6 6 .6  ' 3 8 .9

Malaysia 5 1 .7 2 9 .7 4 8 .0 1 2 .0

Zimbabwe 6 1 .7 5 7 .0 4 3 .5 0 .0

Brazil 9 8 .3 4 6 .0 3 7 .2 5 .6

All 6 2 .9 3 2 .0 4 1 .1 1 6 .0

Notes: Growth is measured from the beginning to the end of the relevant period. 

Tax retention ratio: average values, normally for the period 1980-1990.

Internal and external financing: median values, 

na = not available,

Source: Singh (1995a)

Table 7. Savings and Investm ent in Chile (%  o f GDP)

Year Pension

savings

Other

private

savings

Total

(1)

Public

savings

(2)

National

savings

(3M 1M 2)

Foreign

savings

(4)

Total 

savings = 

investment

(5)= (3)+(4)

1 9 8 0 0 2.8 2.8 11.0 13.8 7.1 21.0

1 9 8 1 0.9 - 1 .8 -0.8 8.6 7.8 14.3 22.0

1 9 8 3 1.7 8.2 9.9 -4.5 5.4 5.7 11.0

1 9 8 5  1 1.8 8.6 10.3 0.8 9.5 7.8 17.3

1 9 8 7 2.1 6.4 8.5 4 .1 12.6 4.3 16.9

1 9 8 8 2.7 6.0 8.7 7.6 16.3 0.8 17.0

1 9 8 9 3.1 6.3 9.4 7.9 17.3 3.0 20.3

1 9 9 0 ”1 3.3 8.5 1 1 .8 5.5 17.3 3.0 20.2

1 9 9 1 3.3 10.9 14.3 4.9 19.2 -0.3 18.8

Source: Uthoff (1993)
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It is indeed  true that there is considerable scope for foreign portfolio  

d iversification  in  developing coun tries by pension  funds in the industrial 

coun tries. S ingh (1993a) reported  that the correlations betw een share p ri 

ce m ovem ents in the Third W orld and those in advanced coun tries were 

generally  low; for som e em erging m arkets, the correlations w ere negati 

ve du ring the period  1984-1989 . ig It is o f  cou rse possib le  that as the w orld 

capita) m arkets becom e m ore and m ore integrated, the share price m ove 

m ents in em erging  and developed m arkets w ill becom e m ore highly  cor 

related. This, how ever, does not seem  to have happened so far.20

N evertheless, there is serious nega tive side to the foreign  portfo lio  d i 

versification  w hich does not seem  to  have been  given sufficien t attention. 

Briefly, first, the abolition o f  capital contro ls will m ake the national eco 

nom y m uch  m ore vu lnerable bo th  to in ternational m acroeconom ic fluc tu 

a tions and to capital flight. Further, in v iew  o f  th e  destabilizing  feedback 

betw een the financial and the cu rrency  m arke ts, it w ill m ake the task  o f 

exchange rate m anagem ent, and hence o f  inflation, m uch  m ore difficu lt. 

Second, o ther th ings being equal, stock m arket volatility  cou ld  also adver 

sely affec t aggregate investm ent and the econom y. In  addition, for reasons 

explained earlier, stock m arket developm ent m ay  dam age industry-finan 

cial relationships and harm  investm ent, com petitiveness and the real eco 

nomy. T hird , it is im portant to note that if the p roposals are adopted, m ost 

o f this portfo lio  investm ent is likely to go to a sm all num ber o f  the m ost 

developed Third  W orld econom ies w ith large corporations and relatively  

well organized  stock m arkets rather than to the m ajority  o f  the  poor coun 

tries.

The W ID E R  study group argued that fostering stock m arket develop 

m ent w ill, am ong o ther things, d iscou rage capital fligh t and in fact bring 

flight capital back, since the m arket gives w ealth  holders an attractive al 

ternative vehicle  for dom estic investm ent. The argum en t is p lausib le  bu t 

deceptive. T his is because capital flight is essen tia lly  a consequence o f  fi 

nancial and m acroeconom ic instability; o f  cou rse, in tu rn , it also exacer 

bates such instability. The existence o f a stock  m arket per se is un likely  to 

help  in this respect. In  unstable econom ic conditions, stock m arket vola 

tility  on the contrary  cou ld  enhance financia l ins tab ility  and in  fact lead  to 

capital flight, no t least by foreign portfo lio  investors. The aforem entioned 

negative consequences o f portfo lio  investm ent in  em erging m arkets are

19 See also Cosh, Hughes and Singh (1992).

20 See Feldman and Kumar (1994) and Mullin (1993).
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forcefu lly  brough t hom e by the debacle on the M exican cu rrency and 

stock m arkets at the end o f  1994.

IX. Conclusion

The analysis o f  the previous sections has show n not only that the W orld 

B an k ’s proposed  pension  plans is flaw ed in term s o f  social policy bu t that 

is far from  certain  to  enhance econom ic growth. E ach of the Links in the 

chain o f  causa tion relating  pension  funds to capital m arket developm ent, 

and the latter to  econom ic grow th, can be seriously questioned on both the 

oretical and em pirical grounds. The Bank has adop ted a one-sided view, 

w ithou t m uch justification , o f  the relationships betw een these critical vari 

ables. Therefore, its p roposed  reform  m ay neither pro tect elderly people 

nor achieve faster econom ic grow th. On the contrary, the reform  m ay con 

tribu te tow ards underm ining grow th w hile also exposing pensioners to g re 

atly enhanced risks concerning the size and real value o f  their pensions.

N one of th is is to  deny the serious difficu lties faced by the existing 

pension  system s in both  rich  and poor coun tries. H ow ever, the root and 

branch changes o f  the lan d  suggested  by the report are no t the only way 

o f  reform ing the system , let alone the best way. Serious considera tion  sho 

u ld  be given to the m ore balanced  plans o f the kind suggested  by the ILO , 

w hich realistically  confron t the problem  o f pension reform  w hile also ad 

hering  to m inim um  social s tandards.21
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Abstract
T h e  m o v e  t o w a r d s  f u n d e d  s y s t e m  a n d  t h e  a s s o c i a t e d  g r o w t h  o f  p e n s i o n  f u n d s ’ 

f in a n c ia l  a s s e t s  h a s  m a d e  t h e  f i n a n c i a l  m a r k e t  a s p e c t s  o f  r e t i r e m e n t  in c o m c  

s y s t e m s  a k e y  p o l i c y  a r e a 1. T h e  e x p a n s i o n  o f  a  f u n d e d  p e n s i o n  s e c t o r  r e q u i 

r e s  t h e  e x i s t e n c e  o f  a s o p h i s t i c a t e d  f i n a n c i a l  m a r k e t  in fr a s tr u c tu r e . M o r e  g e 

n e r a l ly ,  th e  im p o r t a n c e  o f  p e n s i o n  a s s e t s  f o r  f in a n c ia l  m a r k e ts  m a y  n o t  b e e n  

g i v e n  e n o u g h  p o l i c y  a t t e n t io n  in  s o m e  c o u n t r i e s ,  w h i c h  h a s  o f t e n  f o c u s e d  m o 

re  o n  t h e  r e f o r m  o f  p u b l i c  p e n s i o n  s y s t e m s  a s  a m e a n s  o f  a d d r e s s in g  f i s c a l  

p r o b le m s  a s s o c i a t e d  w i t h  a g e i n g  p o p u la t i o n s .

T h i s  p a p e r  f o c u s e s  t h e r e f o r e  o n  t h e  m a in  f i n a n c i a l  p o l i c y  c h a l l e n g e s  a r i 

s i n g  f r o m  t h e  r a p id  g r o w t h  o f  p e n s i o n  fu n d  a s s e t s .  S e v e r a l  k e y  i s s u e s  a r is e :  

h o w  d e m o g r a p h i c  d e v e l o p m e n t s  a f f e c t  t h e  c a s e  fo r  g r e a t e r  r e l ia n c e  o n  a d v a n 

c e - f u n d e d  s y s t e m s ;  th e  m a c r o e c o n o m i c  i m p l i c a t i o n s  o f  a  m a jo r  g r o w t h  in  t h e 

ir  im p o r t a n c e ,  i n c l u d in g  t h e  im p a c t  o n  in te r n a t io n a l  c a p i t a l  f l o w s ;  a n d  th e  

im p l i c a t i o n s  f o r  r e t i r e e s  w h o  r e ly  to  a  m a jo r  e x t e n t  o n  i n c o m e  fr o m  a d v a n c e -  

f u n d e d  s y s t e m s ,  a s  o p p o s e d  to  o t h e r  s o u r c e s  o f  in c o m c .

A g a i n s t  t h is  b a c k d r o p ,  p o l i c y  m a k e r s  w i l l  n e e d  to  a s s e s s  th e  p o l i c y  i m p l i 

c a t i o n s  o f :  t h e  l i k e l i h o o d  th a t  g o v e r n m e n t s  m a y  f in d  t h e m s e l v e s  “ b a i l in g  o u t ” 

p e n s i o n  in s t i t u t io n s  th a t  a r e  u n a b le  t o  m e e t  t h e ir  o b l ig a t i o n s ;  t i ie  w a y  in  w h ic h  

in v e s t m e n t  p o l i c i e s  o f  fu n d s  s h o u ld  b e  r e g u la t e d ,  a n d  th e  r o le  o f  r i s k  m a n a g e 

m e n t  a n d  r i s k  a c c o u n t in g .  M o r e o v e r ,  t h e  g r o w i n g  r e l ia n c e  o n  p r iv a t e  p e n s i o n  

s c h e m e s  c a l l s  f o r  a n  a s s e s s m e n t  o f  t h e  a d e q u a c y  o f  t h e  r e g u la t o r y  f r a m e w o r k ,  

w h i l e  a n  e f f e c t i v e  s u p e r v i s o r y  o v e r s i g h t  o f  t h e  f in a n c ia l  s i t u a t i o n  o f  p e n s i o n  

f u n d s  i s  i n d i s p e n s a b l e  fo r  t h e  d e v e l o p m e n t  o f  s o u n d  p r iv a t e  s y s t e m s .  F in a l ly ,  

th e  im p l i c a t i o n s  f o r  t h e  f in a n c ia l  m a r k e t s  t h e m s e l v e s  o f  th e  a c c u m u la t i o n  o f  

v a s t  a m o u n t s  o f  s a v i n g s  b y  p e n s i o n  f u n d s  th a t  w i l l  n e e d  to  b e  in v e s t e d  in  f i 

n a n c ia l  m a r k e t s  m e a n s  th a t  f i n a n c i a l  p o l i c y  m a k e r s  n e e d  to  u n d e r s t a n d  th e  in -
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v e s t m e n t  a n d  t r a d in g  s t r a t e g ie s  o f  p e n s i o n  f u n d s  a n d  o t h e r  i n s t i t u t i o n s  i n v o l 

v e d  in  t h e  p r o v i s i o n  o f  r e t i r e m e n t  i n c o m e .

I. Introduction

T he ageing of popu la tions in the developed coun tries cou ld  significan tly  

affect financial m arkets across the world. F iscal developm ents suggest 

that, in one form  or another, w orkers w ill be funding  their ow n retirem ent. 

This im plies that m any coun tries will have to reform  their pension sys 

tem s from  PA Y G -financing to pre-funding. The resu lting  capital flow s 

will be substantial, and w ell-func tion ing  financia l m arkets will be crucial 

to prov id ing  retirem ent incom e. B ecause o f  the size o f these flow s, they 

shou ld  prom o te  the increased  breadth  and dep th  o f financial m arkets. 

Fu rtherm ore, the dem and for retirem ent incom e shou ld  encou rage the cre 

ation o f new  financial instrum en ts.

This paper exam ines the probab le  effects that the rap id  grow th o f pen 

sion funds w ill have on financial m arke ts and  their im plications for go 

vernm ent policy. The first section details the recen t grow th o f pension 

funds and the fu tu re im plica tions o f  continued  pension  fund  g row th  on fi 

nancial m arkets. T he second section lists som e o f the consequences to the 

se developm ents. The last section then  provides som e general guidelines 

for financial m arke t po licy  to ensu re that the adverse consequences are 

avoided and that financial m arkets can help  ensu re  fu tu re re tirees pensi 

ons and the fu tu re liv ing standards o f  all m em bers o f  society.

II. The Recent Growth of Pension Funds

T he past decade has w itnessed  a p ronounced  expansion  o f  pension  fund 

assets. O ver the period 1990-96, the average annual grow th  o f  these assets 

was 10.9%  (C hart l ) .2 A s a resu lt, to tal pension  assets in the O EC D  area 

rose from  alm ost 29%  o f G D P in 1987, to  alm ost 38%  o f GDP, o r around 

$ 8 .7  trillion, in 1996. T hese aggregate figu res conceal a  grea t variation 

am ong ind iv idual O E C D  coun tries. Pension  fund asse ts to tal m ore than 

110% of G D P in Sw itzerland, nearly  90%  in  the N etherlands and around 

60%  in the US bu t only 2-5%  o f G D P in France, G erm any and Italy  [Tab 

le 1]. T his range provides a broad ind ication  o f  the scope for fu rther 

g row th o f  pension fund asse ts in som e ageing  coun tries. Clearly, a sus ta 

2 This understates the financial importance o f population ageing and pre funded systems because life-insurance com

panies and mutual funds are involved in retirement income products. Unfortunately, no reliable data are available con

cerning their importance for financial markets.
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ined m ove tow ard a m ore fu lly  funded pension system  in the latter group 

o f coun tries w ou ld  have an enorm ous effec t on the size and nature o f the 

ir individual capital m arkets.

C h a rt-1: A verage A n n u a l G row th  R ate  o f  T otal A sset H o ld in gs by

P en sio n  R eg ional B re a k d o w n , 1990-1996

12,1%

9 ,6 % 9 ,9 %
1 0 ,7 % 10 y

E u r o p e N .  A m e r i c a  A s i a & P a c i f i c G - 1 0 T o ta l

Source: OECD.

A long w ith the grow th in total pension assets in recent years, there has 

been a shift in the investm ent allocation o f  pension  funds tow ard higher- 

y ielding, risk ier assets. For exam ple, equity  holdings o f pension funds in 

creased  rem arkably in the period  1990-1996. The increase in equity h o l 

d ings was largest in N orth  A m erica, w hile A sian-Pacific  pension  funds re 

corded the low est increase (C hart 2).

Pension  funds have begun  to d iversify  across borders, although this 

trend  rem ains tentative, as a sm all portion  o f pension  fu n d s ’ assets are cu r 

ren tly  invested in foreign assets. In  G -10 coun tries w ith significant pensi 

on fund holdings, the share o f  foreign  assets increased from  12% in 1990 

to 17% in 1996. A m ong G -10 coun tries, only pension funds in Belgium , 

the N etherlands and the U nited K ingdom  have very significant foreign as 

set holdings [Table 2]. Fu rtherm ore, little  o f  this in ternational exposu re is 

in em erging m arke ts .3 A ll the ev idence indicates that all types o f  institu ti 

Surveys suggest that US pension funds and mutual funds currently have about 2% of their assets invested in emer

ging markets. Emerging market exposure of UK pension funds and mutual funds is somewhat higher (34% ) but Ja

panese and continental European institutional investors have negligible emerging market assets in their portfolios.
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onal investors are m uch less in ternationally  d iversified than the world 

m arket portfolio. Pension  fund portfo lios d isp lay  a  strong hom e bias.4

Table-1: Total Assests o f G-10 Pension Funds as Percent of GDP

1 9 8 7 1 9 8 8 1 9 8 9 1 9 9 0 1 9 9 1 1 9 9 2 * 1 9 9 3 1 9 9 4 1 9 9 5 1 9 9 6

B e lg i u m 2 .4 2 .4 2 .7 % 2 .5 2 .7 2 .5 2 .8 3 .1 3 .7 4 .1

C a n a d a 2 6 .4 2 6 .8 2 8 .7 % 3 0 .0 3 2 .0 3 2 .8 3 5 .7 3 7 .7 4 1 .0 4 3 .0

F r a n c e 0 .0 0 .0 0 .0 % 3 .4 3 .5 3 .2 3 .3 3 .8 4 .3 5 .6

G e r m a n y 3 .4 3 .1 3 .4 % 3 .3 % 3 .5 5 .1 5 .5 5 .4 5 .2 5 .8

I t a l y - - - - 0 .6 1 .1 1 .7 2 .2 2 .6 3 .0

J a p a n 3 8 .0 3 3 .7 3 1 .8 % 3 7 .4 3 7 .9 3 7 .3 4 1 .0 4 9 .4 4 0 .6 4 1 .8

Netherlands 4 5 .5 7 2 .7 8 1 .6 % 7 8 .4 8 1 .1 7 2 .1 8 3 .5 8 5 .0 8 6 .6 8 7 .3

S w e d e n 3 3 .4 3 0 .9 3 0 .6 3 1 .0 3 8 .6 2 9 .6 2 7 .1 2 5 .7 3 0 .5 3 2 .6

Sw itzerland 7 4 .7 6 4 .5 7 1 .3 7 2 .5 7 5 .5 7 4 .7 8 2 .2 8 6 .5 1 0 4 .3 1 1 7 .1

U K 6 2 .3 5 8 .2 6 5 .0 5 9 .7 6 4 .1 5 8 .2 7 2 .4 6 9 .2 7 3 .2 7 4 .7

U S A 3 5 .7 3 6 .8 3 6 .3 3 8 .1 4 8 .0 4 8 .2 5 3 .4 5 0 .6 5 8 .9 5 8 .2

Source: OECD, 1998.

III. The Im p lications of Pension Fund Growth

One im plication  o f  the ageing of popu la tions in  the O E C D  area and the 

associated  grow th o f  pension  fund and o ther institu tional assets is the in 

creased  dem and for professional fund  m anagem en t services. P rofessional 

portfo lio  m anagers, in turn, have an im portan t influence on financial m ar 

ke ts through inves tm ent and trad ing  stra teg ies.5 C oun tries w ith  large fun 

ded pension  schem es tend  to have h ighly  developed securities m arkets, 

w hile capital m arkets are relatively  underdeveloped (in particu lar the equ 

ity m arket) in coun tries w ith sm all pension-fund  sec to rs.6

T he increasing im portance o f  pension  funds shou ld  also encou rage the 

developm ent o f d ifferent types o f  assets that are o f  in terest to holders o f 

such funds as fund m anagers com pe te  for funds. For exam ple, recen t ev i 

dence for the U nited States indicates that the expected  pay ou t on  annuity

4 Reasons for this home bias are given in OECD Financial Market Trends no 68, November 1998.

5 The growth of a dynamic institutional sector may contribute to a stronger role o f capital market intermediation. In 

particular, pension funds that are investing significant parts of their portfolios in equities would pressure for changes 

in laws and regulations of companies that usually can be found in “bank dominated” financial systems. Modernisati

on in turn would promote the growth of securities markets because they become more attractive for investment by 

pension funds.

During 1996, net private capital flows increased by 22 percent to a record level of $235 billion [see Table 13 in IMF 

(1997), International Capital Markets, Washington],
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C hart 2: Pension F u n d s’ A n n ual A verage G row th Rate o f  E qu ities, B onds 

and  O ther A ssets, Regional B reak d ow n , 1990-1996

% 3 0 ~

% 2 5 ~

E u r o p e  N .  A m e r i c a  A s i a & P a c i f i c  G - 7  T o t a l

□  E qu ity  13 B on d s EH Other Assets

Source: OECD/DAFFE, 1997.

Notes; Other Assests; Including non-financial assets, cash, loans and other financial assets.

Asia-Pacific including Japan, Korea, Australia.

policies has increased significantly  in recent years.7

T he trend  tow ard m ore investm ent in foreign assets, especially  in 

em erging m arkets, can also  be expected  to continue. The scale o f flow s 

from  the m atu re industria l coun tries to the “younger” em erging m arke ts 

and the broadening o f  m arket access constitu te  evidence that in the 1990s, 

g lobal financial m arket in tegration  is rap id ly  increasing.8 W ith continued 

efforts to liberalise  cross-border financia l flow s and to strengthen  capital 

m arkets in  developing  coun tries, this trend  is likely to persist as pension 

funds and o ther institu tional investors continue to seek to achieve greater 

d iversification  o f  portfo lios.

A ll o f  these developm ents serve to increase the breadth and depth o f  fi 

nancial m arkets across the world. They also facilitate greater diversificati-

7 For example, Heston and Rouwenhorst found that diversifying across countries, but staying within a single industry, 

reduces voiatility more than diversifying across industries in a single country, even though both portfolios carry the 

same average return; S. Heston and G. Rouwenhorst (1994), Does Industrial Structure Explain the Benefits of Inter

national Diversification?, Journal of Financial Economics, August.

8 The real return on US stocks averaged 9% over the period 1947-96 with a standard deviation of 17%. This means that 

there is about a 30% probability of a decline bigger than minus 8% or a rise bigger than 26% in any given year.
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Tablo-2: G-10 Pension Funds Holdings of Securities Issued by Non« 

R esidents (in Per Cent of Total Assets)

1987 1988 1989 1 9 9 0 1 9 9 1 199 2 1993 1994 1995 1996

B elg iu m 3 4 ,1 % 3 7 .4 % 3 3 .4 % 3 0 % 2 9 .4 % 2 9 .2 % 3 4 .3 % 3 3 % 3 5 .8 % 3 5 .4 %

C a n a d a - 5 .9 v - 7 % 9 % 11% 12% 14 % 14 % -  : ;

F ra n ce - - - - - 2% 2% 5 % 4 .4 % - ::

G erm a n y - - - 4 .5 % 4 .5 % 4 .3 % 4 .5 % 1 % 5 .3 % 1 . 1 %

Ita ly - - - - - 4% 4% 5% - - . 7 :

Ja p a n 1 4 .3 % 1 4 .8 % 1 4 .3 % 16 % 1 4 .8 % 1 4 .4 % 14% 1 0 .8 % 1 2 .5 % 14 ,9 %

Netherlands 1 2 .8 % 1 3 .3 v 1 5 .2 % 1 5 .8 v 1 4 .9 % 1 7 .1 % 1 9 .7 % 2 2 % 2 1 % 3 0 .2 %

S w ed en - - - - - - - 11% 9 .1 % 1 4 .8 %

Switzerland 4 % 4 % 4 % 4 .2 v 6% 6% 6% 13 % 16 % 1 8 .6 %

U K 14% I 7 v 2 2 % 2 0 v 2 3 % 2 4 % 2 7 % 2 7 % 2 6 .8 % 2 9 .2 %

U S A 2 ,5 % 2 .9 % 3 .7 % 3 .5 % 3 .9 % 4 .3 % 8 .1 % 8 .1 % 9 .1 % 1 0 .4 %

Source: OECD, 1998.

on of pension fund portfolios. Fund m anagers thus can im prove the return- 

to-risk ratio o f  the portfolios, w hich w ou ld help ensure that there are suf 

ficien t funds to pay the benefits to retirees. These developm ents also sho 

u ld im prove the flow  of funds from  savers to investors, leading to a m ore 

efficient allocation o f  resources in the econom y. As such, these develop 

m ents will help  to im prove living standards for all m em bers o f  society.

IV. Som e Caution about Rapid Pension Fund Growth

A lthough  rap id  pension fund g row th  p rovides m any benefits w hich will 

help  coun tries to m anage the problem s associated  with ageing, there are a 

num ber o f  reasons to  be cau tious abou t these benefits if the process is not 

handled  well. A  key  aim  for governm ent policy will be to m itigate these 

possib le  negative effects.

F irst, go v ern m en ts  n eed  to ex erc ise  g rea t care  in  ex trap o la tin g  rates 

o f  retu rn  rea lised  o v er a re la tive ly  short pe rio d  o f  “b o o m ” cond itions to 

cla im  that th is will “ so lv e” the p ro b lem s asso c ia ted  w ith  ageing . E v en  

the lo n g -term  ev id en ce  does n o t lead  to  stra ig h tfo rw ard  conclusions, ex 

cep t that equity  is m u c h  m ore  risk y  th an  fix ed -in co m e instrum en ts . For 

exam ple , b ased  on d a ta  over the  p ast 50  y ears, it can be show n  th at the 

U S  sto ck  m ark e t is qu ite  lik e ly  to  d ec line  8%  or to rise  26%  in any g i 

v en  year, w hereas the  average re tu rn  on bonds is m uch  low er bu t also
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less risky .9

Fu rtherm ore, the greater presence o f institu tional investors in financial 

m arkets cou ld increase volatility . The use o f sophisticated com pu terised  

I portfolio  insu rance /p rogram  trading  strategies by pension funds and o ther 

institu tional investors is desirable because they m ay help  to m ove prices 

m ore quickly to their fundam en ta l values, though this m ay lead to an in- 

|. crease in  short-term  volatility. H ow ever, if  such investm ent strategies in- 

|  duce herding and “no ise” trading, then the possible rise in volatility  m ay 

|  w aste resources and be w elfare decreasing.

Increased  diversifica tion  in som e directions, especially  in the direction 

|  o f  em erging m arkets, m ay not be beneficial as they first appear. For 

£ exam ple, over the last ten  years, the G -7 stock m arkets have given better 

f  returns than the em erging m arkets. N aturally, the fu ture m igh t bring bet- 

|  ter new s in  term s o f h igher expected  retu rns and /or low er risks, especially
C'

in the light o f the expected  ageing-induced  pressu res on financial returns 

i in the industria l coun tries and fu rther im provem ents in the financial in 

frastruc tu re  in em erging secu rities m arkets as well as strengthening o f the 

f dom estic institu tional investo r b ase .10

§ B eyond this, how ever, analysts have pointed ou t that the benefits o f in-

J ternational d iversification m ay be decreasing ." It is argued that increasing

4 financial integration is leading to an increase in correlation o f  returns,

i  w hich reduces the potential for reducing  risk through in ternational diversi-

I fication. M oreover, the fact that an increasing am oun t o f institu tional m o 

ney  is m anaged using diversifica tion  is causing the benefits o f diversifica- 

1 tion to becom e sm aller. H igh  correlation o f  returns be tw een coun tries has

|  in som e cases led to a restruc tu ring  o f  portfolios by d iversifying across

I  sectors.

? The po ten tia l benefits o f  in ternational diversification are also reduced

? by the fact that dow nside m arket m ovem ents occu r m uch m ore in parallel

Iü

11 Several caveals are in order when interpreting these results. First, it is not possible to control for other determinants 

of investment performance such as macroeconomic policies, structural factors, and other features o f the regulator)' 

regime. Second, to get more conclusive answers it would also be necessary to take into account the details of the ins

titutional investment infrastructure such as the structure of the asset management industry, the ‘’style” o f investment, 

and the investment strategies.

10 Several industrial countries have not established the proper legal and regulatory basis for dealing with take-overs, m i 

nority shareholders protection, insider trading and institutional investor operations [ see OECD, (1997), The Impact 

of Institutional Investors on OECD Financial Markets, Financial Market Trends 68, November 1997).

11 The IMF concludes that despite all the structural changes that have occurred in the new financial landscape, the po

tential sources of capital flight remain the same [IMF (1997), International Capital Markets, Washington],
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than upside ones. A  recen t study show s that shocks in volatility  are clo 

sely linked w ith rising correlations, in particu lar in the case o f stock m ar 

k e ts .12 U nfortuna tely , the fact that m ost assets seem  to m ove uniform ly 

du ring m arke t crash situa tions reduces the benefits o f  contro lling  dow nsi 

de risks using investm ent strategies based  on d iversified  benchm arks.

A lthough there is evidence that the risk-reducing  benefits o f in ternati 

onal investm ents have becom e less pow erfu l, studies show  that they are 

still positive, even du ring  sharp dow nside m oves o f securities m arkets.13

V. Im p lications for Policy

R isk is ever present in financial m arkets. It is conceivable th at returns on 

pension  funds cou ld  a t tim es prove to be insufficien t to provide adequate 

pensions to retirees. The p ressu re  in such cases for governm en ts to “bail 

o u t” pension  funds so that retirees are adequa te ly  com pensated  w ill p ro 

bably  be overw helm ing. A ccordingly, it is in gov ern m en ts’ interests to en 

sure that financial m arkets w ork w ell so that pension  funds can secure suf 

ficien t retu rns w ithou t taking on excessive risk.

A lthough the previous section d iscussed  som e po ten tia l shortcom ings 

for d iversification  in to  foreign m arkets, the  fact rem ains that a  w ell-d iver 

sified  fund w ill be best able to balance desires fo r retu rn  agains t po tential 

risks. T he guid ing  p rincip le  for governm en t po licy  then shou ld  be to  p ro 

v ide  the regu la to ry  and supervisory struc tu re  that will enable funds to e f 

fectively  diversify. The rest o f this section  discusses the im plications o f 

this princip le  for governm ent policy .14

The first im plication  is that it is necessary  fo r those m aking  the risk- 

retum  trad e-o ff decisions on b eh alf o f  pension  beneficiaries to be w ell-in 

form ed, to  have the p roper incentives and to be adequa te ly  supervised. A  

supervisory fram ew ork  based  on pruden t-m an  princip les and sound risk 

m anagem en t standards, is better adapted to th is pu rpose  than an approach

n Private sector capital flows to emerging markets fell from $295.2 billion in 1996 to $ 199.6 billion in 1997. This dec

line was entirely due to the five Asian countries hit hardest by the recent crisis —  Indonesia, the Philippines, Malay

sia, South Korea arid Thailand —  who suffered in 1997 a net outflow of $12 billion, compared to a net inflow of $93 

billion in 1996 [Financial Times, Capital Flows to Emerging Markets Fall, lanuary 30,1998].

13 However, it is of interest to note that when the five Asian countries hit hardest by the crisis are excluded, flows to 

other emerging markets rose from $202 billion in 1996 to $212 billion in 1997 [Financial Times, Capital Flows to 

Emerging Markets Fall, January 30,1998]'. This demonstrates that contagion effects were contained to some degree.

14 The IMF (1997} notes that the growing participation of institutional investors in international markets and improved 

access of emerging markets to the international capital market have “led to the growth of highly leveraged hedge 

funds and proprietary traders who are prepared to tolerate significant risk in their search for weaknesses in foreign 

exchange arrangements,.,.”. [IMF (1997), International Capital Markets, Washington],
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with “blun t” quan tita tive restrictions on asset allocations.

A lthough it is d ifficu lt to isolate the im pact o f different aspects o f the 

regu la tory struc tu re  on the investm ent perform ance o f  pension funds, 

com paring the aggregate retu rns on pension  fund portfo lios in coun tries 

w ith “pruden t m an ” investm ent rales w ith those o f  coun tries w ith quan ti 

tative restrictions can give us a rough idea. S ince 1984, re tu rns on p en si 

on fund portfo lios in coun tries using p ruden t m an principles have been 2.5 

to 4%  h igher than retu rns in coun tries using quan titative lim its (Table 3).

Tabie-3: Return on Pension Fund Portfolios 1984-96 (mean of real total 

return in local currency)

1 984-1993 1984-1996

B elg iu m . 8,8 9,0

D e n m a rk 6,3 6,0

G erm a n y 7,2 7,0

Irelan d (* ) 10,3 11,0

J a p a n 6,5 -

T h e N eth er la n d s(* ) 7,7 8,0

S p a in 7,0 -

S w eden 8,1 -

S w itzer la n d 4,4 4 ,0

U K (*) 10,2 10,0

U SA (*) 9,7 9,0

P ru d en t M an 9,5 9,5

A sset L im its 6,9 5,2

Sources: EFRP Report, June 1996; Pragma Consulting; and OECD staff Calculations.

Note: (*) Countries with prudent man principle

T he evidence exam ining  longer periods confirm s this conclusion. O ver 

1967-1990, pension  fu n d s ’ portfo lio  retu rns exceeded real w age grow th  in 

p ruden t m an ru le  coun tries w hile  the d ifference betw een returns and w a 

ge grow th  was on  average zero in coun tries w ith quan tita tive lim its. S in 

ce differences o f  1 or 2 percen tage po in ts on the retu rn  o f  pension  fund  as 

sets can m ake an enorm ous difference to  bo th  contribu tion  rates and  re ti 

rem ent benefits over a life-tim e, it is im portant that governm ents no t un 

necessarily  ham per the investm ent policies o f pension  funds.

A second im plica tion  for po licy  is to recognise that financia l innovati 

ons can im prove the func tion ing  o f  financial m arkets. G overnm ent reg u 

latory actions can  do m uch  to either m itigate or aggravate the dysfunc tio 
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nal aspects o f financial innovations. The “co rrec t” policy  response to fi 

nancial innovations will enhance financial stability  w ithou t ham pering the 

entrepreneu rial ac tivities o f financial m arket participants. The process o f 

financial innovation  has been driven strongly by the grow th o f  pension 

funds and o ther institu tions involved in  the Retirement sector (mutual 

funds and life insu rance com panies). T he ro le  of pub lic  policy  in “op ti 

m al” pension p lan  design is to act as a catalyst fo r the developm ent o f new 

and better re tirem en t products.

The third  im plication  is that financial m arket infrastruc tu re  influences 

the ability o f  pension funds to im plem ent asset investm ent strategies in ac 

cordance with planned or desired risk -re tu rn  profiles. A  w ell-func tioning 

funded  pension  system  requires a stab le  and efficien t financial m arket in 

frastruc tu re  consis ting  o f  the legal fram ew ork, the financial accoun ting 

system , the regu la to ry  and supervisory fram ew ork, clearing  and se ttle 

m ent system s, and the m icro-struc tu re for trad ing  securities.

M ost industrial coun tries have m ade considerable progress in the de- 

velopm cnl o f  a solid regu la tory  and supervisory fram ew ork, although 

m uch still needs to be done. D ifferences in d isclosu re  requirem en ts 

am ong coun tries are m arked, partly  due to d ifferent legal system s. R ecent 

financial tu rbu lence in A sia and o ther em erging financial m arkets de 

m onstrates that lack o f transparency and inadequa te  d isclosu re standards 

can pro long or exacerbate a confidence crisis.

A ccoun ting  and auditing standards are im portan t to the effective m a 

nagem ent o f risk. A ccoun ting standards are im portan t because d isclosu re 

will be effec tive only if  the financial inform ation provided by the com 

pany is based  on solid accoun ting p rincip les and practices. C om m on ac 

coun ting standards are essential for pension  funds to be able to assess ac 

cu ra tely the “v a lue” o f investm ents. In parallel, auditing standards and 

practices also need to be h igh enough to ensu re the reliab ility  o f disclosed 

inform ation.

A fundam en tal principle o f  risk  m anagem ent, as applied to pension  

fund asse t allocation, is that benefit secu rity  is m axim ised  w hen  assets are 

m atched to contractual benefits w ith respect to m atu rity  and unit o f  acco 

unt. H ow ever, h igher returns can only be ob tained by taking on h igher 

risk, i.e. by deviating  from  this “fundam en ta l” principle. For this reason, 

internal and  external asset m anagers o f  p ension  funds w ill need  to adopt 

integrated risk  m anagem ent system s that allow  for a  carefu l defin ition  o f 

investm ent risks in relation  to pension  fu n d s ’ expec ted  liabilities.
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The role and scope o f  regu la tions on pension funds shou ld  be conside 

red  by taking into  accoun t the ex ten t to w hich the im plem entation o f  so 

und risk m anagem en t standards for pension funds can be linked to a re la 

xation  o f regu la tory  constraints concerning  asset allocation. T here  is an 

in teresting parallelism  here w ith  the recent discussion on the balance bet 

w een  capital adequacy s tandards for banks and the supervision o f  their in- 

house risk m anagem en t system s.

The last im plication  is that the pub lic  m anagem en t o f  in ternational 

system ic crises w ill becom e m ore im portant as pension  funds con tinue to 

diversify  into in ternational m arkets. O ne lesson from  recent events is that 

the abrup t loss o f  access by ind iv idual coun tries to the global capital m ar 

ke t m ay continue to  occur. T his is due to tw o factors: d ivergent m acroe 

conom ic conditions in cap ital-exporting  and capital im porting  coun tries 

and crises in indiv idual capital-im porting  coun tries. In such cases, the cu r 

rency  o f the cap ital-im porting  coun try  w ill be “ tested” through a sus ta i 

ned specu la tive attack, leading to a sudden drying-up of capital inflow s 

and m ajor capital ou tflow s.

The globalisation o f  financial m arkets, driven in part by popu la tion 

ageing and other struc tu ral fac tors, is reflected in the quicker in ternational 

transm ission o f  short-term  price m ovem ents in financial m arkets, as o c 

curred in the M exican crisis in  1994-95, the A sian crisis in 1997-98, and 

the R ussian  financial crisis starting  in the second-half o f  1998. F inancial 

in tegration has also increased the  potential intensity and du ration o f  spe 

cu la tive attacks. T here is ev idence that pension funds and o ther institu tio 

nal investors play a crucial role a t tim es in determ ining asset prices in 

em erging financial m arkets, w ith shifts in institu tional investor sentim ent 

resu lting  in periods o f bubb le-like boom s and bursts and highly volatile fi 

nancial m arkets. E ffective pub lic m anagem en t o f  system ic risks thus is es 

sen tial to restore confidence to investors and to curb unnecessary vola ti 

lity.
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Abstract
T h e  s t u d y  a im s  t o  a n a l y z e  t h e  T u r k i s h  p e n s i o n  s y s t e m  a n d  i t s  o r g a n i z a t i o n s  

( S o c i a l  S e c u r i t y  F u n d ,  P e n s i o n  F u n d  a n d  S e l f - E m p l o y e r s  S e c u r i t y  

A d m in i s t r a t i o n )  a s  a  w h o l e  a n d  i n v e s t i g a t e s  t h e  p o s s i b i l i t y  o f  a  p r i v a t e  p e n s i 

o n  s y s t e m  in  T u r k e y . T h e  T u r k i s h  p e n s i o n  s y s t e m  h a s  b e c o m e  a n  e x p e n s i v e  o -  

n e  i n  t e r m s  o f  d e f i c i t s  in  t h e  r e c e n t  y e a r s .  T h e r e f o r e ,  th e  d e f i c i t  s h o u l d  b e  e l i 

m in a t e d  in  t h e  s h o r t - r u n ;  s o  th a t ,  t h e  s y s t e m  s h o u ld  c o n t r ib u t e  s i g n i f i c a n t l y  to  

a  f a i r  i n c o m e  d i s t r ib u t io n ,  e m p l o y m e n t ,  a n d  e c o n o m i c  g r o w t h  t h r o u g h  t h e  

s t o c k  m a r k e t .  T h e  T u r k i s h  p e n s i o n  s y s t e m  is  n o t  f u n c t i o n i n g  p r o p e r ly  b e c a u 

s e  o f  e x c e s s i v e  p o l i t i c a l  i n t e r v e n t i o n s ,  m i s m a n a g e m e n t ,  a n d  d e t e r io r a t e d  a c t i 

v e - p a s s i v e  r a t io .  H a v i n g  d i s c u s s e d  t h i s  s u b j e c t ,  th e  p r iv a t e  p e n s i o n  s y s t e m  

w i l l  b e  a r t i c u la t e d  t a k i n g  in t o  c o n s i d e r a t i o n  t h e  y e a r s  2 0 2 0  a n d  2 0 5 0 ,  a l o n g  

w i t h  a  p r e s e n t a t i o n  o f  t h e  s u c c e s s f u l  C h i le a n  P e n s i o n  S y s t e m .  T h e  i n v e s t i g a 

t io n  o f  w h e t h e r  a  p r i v a t e  p e n s i o n  s y s t e m  in  T u r k e y  w o u ld  b e  p o s s i b l e  d e p e n d s  

o n  s o m e  b o t t l e n e c k s  w h i c h  n e e d  to  to  b e  r e s o l v e d .  T h e  m o s t  s i g n i f i c a n t  b o t t 

l e n e c k  i s  t h e  T u r k i s h  i n c o m e  d i s t r ib u t io n  w h i c h  is  o n e  o f  t h e  w o r s t  in  t h e  

w o r ld .  6 0  p e r c e n t  o f  t h e  p o p u la t i o n  r e c e i v e  o n l y  2 5  p e r c e n t  o f  t h e  G N P  

T h e r e f o r e ,  i t  i s  u n f e a s i b l e  t o  e x p e c t  t h i s  g r o u p  to  p a y  p e n s i o n  p r e m iu m s  o n  a  

r e g u la r  b a s i s  in  t h e  s h o r t - r u n .  It  m i g h t  b e  p o s s i b l e  in  th e  m e d i u m - a n d - l o n g -  

r u n . S h o u ld  t h e  g o v e r n m e n t  p a y s  t h e  p r e m iu m s  f o r  t h is  g r o u p ,  h o w e v e r ,  f u n d s  

a m o u n t in g  t o  U S $  4 . 2 5  b i l l i o n  i s  c a l c u l a t e d  t o  f l o w  in to  t h e  s t o c k  m a r k e t  in  

2 0 0 0 ,  a n d  g r a d u a l ly  i n c r e a s i n g  t o  U S $ 2 7  b i l l i o n  in  2 0 5 0  w h i c h  w i l l  m a k e  a  

s i g n i f i c a n t  i m p a c t  o n  t h e  e c o n o m i c  g r o w t h .

I. In tro d u ctio n

T he pay-as-you- go pension  system  is one o f  the m ost costly  program m e 

funded by  the T u rkish  governm en t in the recent years. The T reasu ry  has 

supported  the system  w ith increasing  rates since 1992. The total support 

accoun ted  for one-fou rth  o f  the budge t deficit in 1995 and one-th ird  in 

1996 and 1997. T hese deficits are alm ost the sam e am oun t as investm ent
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expenditu res undertaken by the governm ent. D espite  this alarm ing situa 

tion, social secu rity  and social services in general are at low  and insuffi 

cien t levels. N either people nor the governm ent is p leased  with the exis 

ting system . Even based on conservative assum p tions, the cost show s a 

clear tendency to increase in the fu tu re, bo th  m  absolu te  term s and as a 

percentage o f  GDP. Indeed, shou ld  the p resen t system  continue with the 

existing prem ium s (21.5 percen t for Sosyal S igorta lar K urum u -SSK  “So 

cial Secu rity  A dm in istra tion” , 35 percen t for E m ekli Sandig i “Pension 

F u n d ” and 20 percen t for B ag-ku r “Self-E m ployers Secu rity  A dm inistra 

tio n ”), these three system s will have a  total defic it/G D P ratio o f  2.7 per 

cent in 2000, 3.45 percent in 2005, 4.31 percen t in 2010, 5.58 percent in 

2020, 6.98 percen t in 2030, and 10 percen t o f G D P in  2050 on the basis 

o f  1995 prices. (Sosyal G üvenlik  ve Saglik  S igortasi R eform  Projesi, Sos 

yal G iivenlik N ihai R aporu, A nkara, 1996).

The goal o f  this study is tw ofold: i) A  short analysis o f  the existing 

pension  system  in Turkey, and ii) inves tigating  the possib ility  o f the p ri 

vate pension system  on a com plete  o r partial basis. N evertheless, it sho 

u ld  no t be seen as an offer for a com pletely  new  system .

T here are three m ain observations:

a) The pay-as-you- go system  is d iverted  tow ard  bankrup tcy  system , (i.e., 

an incapability  to supp ly  the prom ised  benefits ou t o f  its ow n resources).

b) A  new  system  o f p rivate  Pension  Saving A ccoun ts (PSA ) is superior to 

the presen t system , both  for w orkers and  society as a  whole.

c) A  gradual transfer o f  the system  from  the present system  to PSA  is po s 

sible.

In order to elaborate  observation (a) above, a critical analysis o f the 

present system  is necessary. T here are a  num ber o f  exogenous param eters, 

such as popu la tion  projections, the grow th rates o f  em ploym ent, GDP, and 

real w ages. A conclusion has been  reached that the present system  is not 

viable, in particu lar, w ith regard to m ain tain ing  contribu tions and benefits. 

A s w ages and salaries increase, contribu tions m ade by the active p artic i 

pants have also  increased. M oreover, h ig h er w ages and  contribu tions m e 

an b igger pensions in the fu ture. T he possib ility  o f  the T u rkish  pension 

system  to carry  this heavy bu rden is questionable. A lternatively , it is pos 

sible to m ake adjus tm ents to the  p resen t pension  system  and to  reduce de 

ficit, w hich  w ill require  h igher con tribu tions from  the existing  m em bers, 

ex tension  o f  the  retirem ent age, including  w orkers w ho are no t in the sys 

tem  or low ering  benefits for fu tu re  pensioners. T hese adjustm ents are un-
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likely to  reduce the deficit and to slow  dow n the rate o f increase.

II. The Reason for Searching a New System

There are three pub lic  pension  system s in Turkey: E m ekli Sandığ ı (Pensi 

on Funds), Sosyal S igorta lar K u rum u-SSK  (Social Security  A dm in istra ti 

on) and B ag-ku r (Self-E m ployers Security  A dm inistration). The SSK  is 

subjec t to m ost o f  the d iscussions, since its deficit is the largest am ong the 

o ther system s. T herefore, the existing  situa tion is focused on the SSK . The 

SSK  has reached the bankrup tcy  p o in t for a num ber o f  reasons:

A. Political In terventions: E arly  retirem ent program m es, “ super re tire 

m en t” p rogram m es, adm ittance o f  new  m em bers to the SSK  w ithou t any 

p rovisions to  actuarial calcu la tions are the m ain political in terventions to 

the SSK. In addition, each  retired  SSK  m em ber receives “social a id” w it 

hou t paying  any prem ium . T his accoun ts for 60 percent o f the paym ent 

m ade to retired  m em bers.

E arly  retirem ent program m e receives a  particu lar a ttention. R etirem ent 

age was 60 İn 1950. S ince then, a num ber o f  changes have occu rred  in the 

legislation and the re tirem en t age declined, in the m ost ex trem e cases, 38 

for w om en w orkers and 43 fo r m en, if  they have paid  prem ium  for a cer 

tain  tim e. A lthough the ratio o f  “young re tirees” in the total is sm all, it is 

rapidly  increasing. Tu rkey is one o f  the few  coun tries in the w orld  that a l 

lo w s  for retirem ent w ithou t any age obligations. The average retirem ent 

age is 63 for w om en, and 65 for m en in the O E C D  coun tries. L ife expec 

tancy  from  b irth  is 80 and 74, respectively, in the O ECD . Table 1 p rov i 

des a com parison o f  the retirem ent ages in som e selected  coun tries. As it 

can be seen, the retirem ent age is 57 for w om en, and 59 for m en in L ib 

ya, India, Pakistan, Syria, and Z aire w here the life expectancy is abou t 60. 

T hese coun tries are low er incom e coun tries.
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Table 1: Retirement Ages and Life Expectancy from Birth in Selected Countries

Retirem ent Age Life Expectancy from Birth

W omen Men Women Men

Turkey 38 43 71 66
O E C D  A verage 63 65 " 80 74
U S A , G erm an y 65 65 ^ 79 73
A u str ia 60 65 79 73
A u stra lia 60 65 81 75
B elg iu m 60 65 80 73
D en m a rk 67 67 78 73
F in lan d 65 65 80 72
F ra n ce 60 60 81 73
N eth er la n d s 65 65 81 75
U K 60 65 79 74

Irelan d 65 65 78 73
L o w  In co m e G rou p 57 59 58 55
L ib ya 65 65 n.a. n.a.

In d ia 60 60 61 61
P ak istan 55 60 63 61

S yria 55 60 n.a. n.a.

Z aire 60 62 n.a. n.a.

Source: (Gelişmiş Ülkelerde ve Türkiye’de Sosyal Güvenlik Sistemlerinin Yeniden Yapılandırılması, TİSK İnceleme Ya

yınları, 18, Yayın No. 160,1995). ( n.a. not available)

Life expectancy from  birth is a  good indicator, bu t since m ost people be 

gin to work at the age o f 2 0 ’s, life expectancy for working people w ou ld be 

a m ore explanatory parameter. Table 2 provides life expectancy for Turkey 

betw een the base period o f 1990-1995 for the different age groups over 20.

Table 2: Estim ated Life Expectancy for the 1990-1995 Period (Year)

A ges W om en M en A verage

20+ 54,12 50,35 52,19
30+ 44,65 41,23 42,90
40+ 35,32 32,09 33,69
45+ 30,75 27,65 29,16
50+ 26,32 23,43 24,84
55+ 22,04 19,51 20,74
60+ 17,94 15,90 16,89
65+ 14,13 12,62 13,36

Reference: (Gelişmiş Ülkelerde ve Türkiye’de Sosyal Güvenlik Sistemlerinin Yeniden Yapılandırılması, TİSK İnceleme 

Yayınlan, 18, Yaym No. 160,1995).
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A s it is clear from  the table, life expectancy for the Turkish people is 

ge tting longer, w hile the retirem ent age is getting low. The gradual ageing 

o f  the popu la tion  m eans that the ratio betw een active w orkers and retired 

people will get sm aller and sm aller in the fu ture.

B. Active-Passive Ratio: As a resu lt o f  the above situa tion, the active-pas 

sive ratio (ratio o f  w orking  people  w ho pays prem ium  to retired  people 

w ho get benefits, i.e., re tired  people per w orker) has changed dram atically  

over tim e. Table 3 p rovides a clear idea abou t such a change for the SSK.

Table 3: Active-Passive M em bers and Ratio for the SSK

Active M embers Passive M embers Ratio

1975 1.823.338 289.970 6.29

1980 2.204.807 635.815 3.47

1985 2.607.865 1.070.681 2.44

1990 3.446.502 1.596.634 2.16

1995 4.370.000 2.337.755 1.87

Reference: (Gelişmiş Ülkelerde ve Türkiye’de Sosyal Güvenlik Sistemlerinin Yeniden Yapılandırılması, TİSK İnceleme 

Yayınları, 18, Yayın No. 160,1995).

A ccording  to Table 3, the num ber o f  ac tive m em ber increased 90 per 

cen t betw een 1980 to 1995 w hile passive m em bers increased  240 percent 

du ring the sam e period. The average size o f  fam ily an active m em ber has 

reached  3.8 i.e., an  active m em ber takes care a fam ily o f 3.8 and a 1.8 re 

tired  passive m em bers. T his is a heavy bu rden on the w orking class. One 

shou ld  take into consideration  the underground econom y and w orkers 

w ho are no t registered to  the SSK . It is estim ated  that only ha lf o f  the w or 

kers are registered to the  SSK.

A nother sign ificant and alarm ing situa tion w ith the T u rkish  em ploy 

m en t statistics is a m isleading  point: the labou r participation  ratio  is d ec 

lin ing  in  Turkey. S tuden ts, retirees, housew ives, disabled people are exc 

luded from  this ratio w hich w as 50 percen t in  1997, considered as one of 

the low er rates in the world. The sam e rate w as 70 percen t in the m id 

1970s. This ratio  gives a m isleading  im pression abou t unem ploym en t ra 

tes. This ratio m ay be low er because o f  the increase in  housew ives and re 

tirees.
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Table 4: The N um ber of M em bers and Pensioners (in OGOs)

1980 1982 1990 1993 1996

P e n s io n  F u n d  ( E m e k l i  S a n d ığ ı )

M em b ers 1.250 1.350 1.560 1.601 1.878

P en sio n ers 495 569 843 951 1.048

S o c ia l  S e c u r i t y  A d m in is t r a t io n  (S S K )

M em b ers 2.204 2.265 3.446 3.950 4.624

P en sio n ers 567 808 1.596 1.935 2.539

S e l f - E m p lo y e r s  S e c u r i t y  A d m in i s t r a t i o n  ( B a ğ k u r )

M em b ers 1.100 1.204 1.967 2.872 1.854

P en sio n ers 138 194 596 744 874

References: S. Canbaş and H. Doğukanlı, Finansal Pazarlar, Beta Basım 1997, for 1982 and 1983; TÜSIAD,Türk Sos

yal Güvenlik Sisteminde Yeniden Yapılanma, Istanbul, 1997.

Table 4 reveals a rap id  increase in  the num ber o f m em bers and pensi 

oners. T he num ber o f  E m ekli Sandığı m em bers increased  by 50 percen t, 

w hile the num ber o f  pensioners increased 100 percen t betw een 1980 and 

1996. The num ber o f SSK m em bers and pensioners increased  by 100 pei- 

cen t and 400 percent, respectively, w hile the num ber o f B ağku r m em bers 

and pensioners rose by 50 percen t and 500 p e rc e n t , respectively. The to 

tal num ber o f  m em bers have increased from  4 ,434,000 in 1980 to 

8 ,430,000 in 1996 and the num ber o f  total pensioners rose from  1,214,000 

in 3980 to 4 ,520,000 in 1996. The num ber o f dependen ts, on the other 

hand, have reached 36,254,000 in  1996 from  15,483,000 in 1980.

C. M ism anagem ent: M ism anagem ent o f the SSK  is one o f the reasons for 

its curren t situa tion. (This does not im ply the others are w ell-m anaged). 

This is not, how ever, an internal prob lem  of the SSK . R ather, it is related 

w ith political in tervention o f  the governm ent. The governm ent has a sig 

n ificant share in the adm inistrative body o f the SSK  along w ith  business 

m en and w orkers. This prov ided  successive governm en ts to u tilize the 

S S K ’s revenues in a num ber o f  w ays to finance budge t deficits, such as 

low  in terest- paid  governm ent bonds, or low -cost hom e credits and  real 

estates. M oreover, various state agencies, such as m unicipalities, state 

econom ic enterprises, along w ith  som e private  firm s do not pay their pre 

m ium s regularly.

D. High Prem ium s: In the past, frequen t increases in prem ium s w ere seen
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as the ea s iest w ay  o f  reduc ing the S S K ’s d efic it. A s  a result, T urkey is one  

o f  the cou n tr ies in the w orld  w h ere the h ig h est rate o f  p rem iu m s are pa id , 

although  th e prem iu m s are low . T h is situation  gen erates a lo w  e ffe c t iv e  

rate. W orkers contr ib ute 14 .5  p ercen t w h ile  em p loyers pay 19 .5 - 2 6 .5  per 

cen t w h ich  to tals 3 4 - 41 p ercen t. T h is  situ ation  increases labour c o sts , re 

d u ces em p lo y m en t or en co u ra g es em p lo y m en t o f  unreg istered  w orkers. 

T herefore, there is  a d ilem m a: e ither m ore u n em p loym en t or low er b en e 

fits  for the ex is t in g  or fu ture p en s ion ers.

In short, the present p en s io n  sy stem  represents an ever-in creas in g  co st 

for the w orkers, the state , and the e c o n o m y  as a w h o le . T he p rop osal for 

reform in g  the ex is t in g  sy stem  is ra ising the age o f  retirem ent and ch an 

g in g  the form u la  for ca lcu la tin g  their p en s ion s. T he w orkers w ill  n ever  

k n o w  the cu ts in  their b en efits  w ill  b e  d ec id ed  by the leg is lator  in  order to 

prevent s im ilar cr ises, i .e ., the co st  o f  so lv in g  the prob lem  w ill  increase .

T here is on e  another reason  for search ing a reform : It is b elieved  that the 

creation  o f  a system  b ased  on  private sav in g  accounts, adm in istered by the 

private sector under com p etitive  con d ition s, generates such an env ironm ent 

even  i f  the p a y -a s-y o u -g o  system  is fin anc ially  su itable. A  sim ilar system  

has been em p loyed  in  C h ile s in ce  1981. T here are som e doubts about the  

su ccess  o f  the system , but it has gen erally  b een  accepted  as a su ccessfu l 

one. T oday 9 out o f  10 w orkers in C h ile are in the private sav ing  account 

system  and they have rece iv ed  an average return rate o f  12 percent above  

in flation  sin ce  1981. T he system  guarantees the pens ioners that their p en si 

ons w ill be updated in accordance w ith  the change in inflation.

III. T he P rivate S av in g  A ccou n t System  (T he N e w  S y s te m )

T he tech n ica l part o f  the fo llo w in g  inform ation  is d erived  from  the w eb  

site  o f  the International C enter for P en sion  R eform  (headquarters in C h i 

le). T he id ea  o f  private sa v in g  accou n t is a s im p le  one: A structural .reform 

that has th e ab ility  o f  so lv in g  the p en sio n  prob lem  on ce  and for all. The  

w o rk er’s m on th ly  sa v in g s  are d ep osited  in  an ind iv idu al sav in g  account. 

T h is accou n t b e lo n g s  to  the worker. It increases (in  shorter periods n eg a 

t iv e  returns are p o ss ib le )  b y  sa fe  and d iv ersified  p ortfo lio  o f  investm ents  

in the capital m arket. It p rov id es a d irect con n ection  b etw een  the sav in g  

efforts for o ld  age and the p en sio n  ob ta ined  as a result o f  th o se  efforts. It 

is in  favou r o f  p oor w orkers b y  p rov id in g  a sta te-guaranteed  m in im um  

p en sion . T h is d o es  n ot in v o lv e  a reg ress iv e  tax on  labour and is fin anced  

by gen era l tax reven u es. (U n d er the p a y -a s-y o u -g o  sy stem , p oor starts to



9 8 M a h i r  F i s u n o g l u

w ork in  h is/h er early  ag es, m ak es contr ib ution  for lo n g er  p er iod  and rece 

iv es  b en efit for a shorter per iod). In the p rop osed  system , the lon ger  p e 

riod  o f  con trib u tion  results in a better p en s io n . T he sy stem  is  flex ib le  in 

the sen se  that the w orkers can  stay in  the p resent p a y -a s-y o u -g o  system  

and re ce iv e  th e b en efits  or th ey  can  transfer in to  the n ew  system , i f  they 

are under a sp ec if ied  age. T he w orkers w h o  transfer to  the n ew  system  

w ill re ce iv e  a b ond  from  the govern m en t. T h e  govern m en t guarantees to  

pay th is b on d  w h en  the w orkers reach  the retirem ent age or in ca se  o f  d i 

sab ility . T h erefore , a transferr ing w orker w i l l  re ce iv e  b en efits  from  the 

g overn m en t and from  the pr ivate sa v in g  accoun t, w h en  h e /sh e  is  retired.

T he n ew  sy stem  starts w ith  a prim ary sou rce o f  f in a n c in g  w h ich  is ac 

qu ired by th e state. T h is  is ca lled  “br idge d eb t” b ased  on the m arket inte 

rest rate. T h e  sec o n d  sou rce is a trans ition  tax w h ich  rep laces part o f  the  

ex is tin g  p ayroll tax. It is a ssu m ed  that the n ew  sy stem  w i l l  generate a s ig 

n ifican t fisca l surplus in th e m ed iu m  and lo n g  run. T ransition  tax w i l l  be  

ab o lish ed  and b r idge debt w ill be pa id  back . A b o lish m en t o f  transition tax  

w o u ld  h ave a p o s it iv e  im p act on  em p loym en t.

T h e p o ss ib ility  o f  a bankruptcy in  pr ivate sa v in g  accou n t sy stem  is  a 

lo w  on e. T h e  n ew  system  has an autom atic  adju stm ent m ech an ism  to  

ch an g in g  co n d itio n s . P a y -a s-y o u - g o  system , in  general, d oes not have  

this flex ib ility . Indeed , o n e  o f  the structural sh ortcom in gs o f  th e pay-as-  

y o u - g o  sy stem  h in d ered  the re la t ion sh ip  b etw een  its p rom ises for a cer 

ta in  le v e l  o f  b en ef its  and var iab les w h ich  a govern m en t can n ot control, 

such  as birth rates and l ife  ex p ecta n cy  o f  the p opu lation . Shou ld  th ese  un 

con tro llab le  var iab les ch a n g e  in  a certa in  w ay , w h ich  are tak ing p la ce  in 

th e d ev e lo p ed  cou n tr ies in  the form  o f  p op u la tion  a g e in g  and in  the d e 

v e lo p in g  cou n tries in  d ifferen t form s, govern m en ts can  not fu lf ill  their 

p rom ises and h a v e  to  reduce th e p rom ised  b en efits . T he bankruptcy o f  an 

ad m in istrative co m p an y  d o es  n o t harm  th e w o rk ers5 sa v in g s  in  the pr iva 

te sa v in g  a cco u n t system . B eca u se , sa v in g s  are in  a p en s io n  fund that are 

put in to  a le g a l and fin an c ia l en tity  separate from  the adm in istrative co m 

pany. O n th e  other hand, the sy stem  is  su p erv ised  b y  the govern m en t w ith  

utm ost tech n ica l cap ac ity  and autonom y. T h e  regu lation s se t b y  the g o 

vernm en t are str ic tly  con trolled .

A t th e en d  o f  w o rk in g  life  o f  a w orker, firstly , the p en s io n  is subject to 

a state-gu aran teed  m in im u m  le v e l and there are tw o  p o ss ib ilit ie s  fo r  the 

worker: the w orker m ay  e ith er c h o o s e  to  le a v e  the to tal sa v in g  to  the co m 

pany w h ich  has ad m in istered  h is /h er  accou n ts  for years and dem and
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m on th ly  w ithdraw als or m ay transform  the cap ital into a life  annu ity  w ith  

a l ife  insurance com pany.

T herefore, the pr ivate sa v in g  accou n t sy stem  is super ior to p a y -a s-y o u -  

go  sy stem  and its ad vantages m ay  be su m m ar ized  as fo llo w s:

a) It increases p en s io n s.

b) It increases em p lo y m en t. T h e  n ew  sy stem  is fin anced  by the co m p u l 

sory sav in gs o f  the w orkers, w h ich  at their ow n  do not represent a tax. 

T h ese  co m p u lso ry  sa v in g s  m ay  be lo w er  than the p ayroll tax required  

b y  the p a y -a s-y o u -g o  system . T herefore, the payroll tax m ay gen erate  

a d istortion  in  the labour m arket and the n ew  sy stem  can  e lim in a te  this 

distortion .

c ) It increases sa v in g s. T h e  w orkers m u st h ave a m in im u m  rate o f  sa v in g s  

and there are in c en tiv es  for ad d ition a l sav in gs. A ll togeth er, the net re 

su lt is  an in crease  in  n ation a l sa v in g s.

d) It in creases cap ita l p rod uctiv ity , and therefore, in creases G D P  grow th  

rate.

e) O n th e one hand, it red u ces the state in tervention  into the eco n o m y , on  

the other hand, it d ep o lit ic iz e s  the p en sio n  system .

T here are so m e  sh ortcom in gs o f  the sy stem  as can  be seen  in  C hile . 

T he co st o f  operatin g th e sy stem  is h igh . T h is is due to lo w  le v e l o f  au to 

m ation , and h igh  ad vertisem en t co sts.

S o m e private firm s d o  not w ant to insure w o m en  or th ey  are ask ed  to 

p rove  that they are not pregnant. A lth ou gh , 9 out o f  10 w orkers are in the 

system , th ose  w h o  pay regular prem iu m s h ave d eclin ed  from  7 6  percent 

in 1983 to  57 p ercen t in 1994 .

T here is a p o ss ib ility  and n ecess ity  for a gradual transform ation from  

p a y -a s-y o u -g o  sy stem  to private sa v in g  accou n t system . Indeed , the new  

sy stem  is not a im ed  at cap ita liz in g  the ex istin g  system . T he system  is ba 

sed  on  voluntary  transform ation  o f  w orkers w h o  are b e lo w  a certa in  age  

to the n ew  system . T he n ew  w orkers w h o  enter the w orkforce are o b lig ed  

to b eg in  w ith  the n ew  system . A s  m en tion ed  ab ove, w orkers w h o  v o lu n 

tarily  transfer to  the n ew  system  w ill rece iv e  a bond w h ich  w ill co m p e n 

sate them  in the future. T h o se  w h o  d o  n ot w ant to  transform  and ex istin g  

p en sion ers w ill rem ain in the p a y -a s-y o u -g o  system .

IV . A  P r o p o s a l  f o r  T iir k e y

T he prop osal has n o  c la im  on  a co m p le te  con v ersio n  o f  th e ex is tin g  s y s 

tem  into a n ew  private sa v in g  accou n t system . On the contrary, it is g o in g  

to b e  in vestiga te  the p o ss ib ilit ie s  o f  a private sa v in g  accou n tin g  sy stem . It
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is g o in g  to b e  argued that, g iv en  the in co m e  d istribution , it w ill be d iffi 

cu lt to  adopt the pr ivate system . H o w ev er , there ex is ts  a p la ce  for som e  

pr ivate in itiative .

International L abour O rgan ization  has prepared a report for T urkey in 

1996. Its assu m p tion s are based  on  1995  p r ices. T he fo llo w in g  an alys is  is  

based  on  th ese  assum ptions:

a) A fter a 10 year transition  p er iod , p en s io n  p aym en ts w i l l  b e  ra ised  to 

age o f  6 0  for m en ( in itia lly  5 5 ) and 58 for w o m en  (in itia lly  53).

b) Prem ium  rates o f  2 1 .5  percen t for the S S K , 2 0  p ercen t for the B ağ-kur  

and 35 p ercen t for the E m ek li S an d ığ ı w i l l  n o t b e  ra ised .

c) S o c ia l A id  w ill be p arallel ( in crease  or d ecrease) to  so c ia l secur ity  pre 

m iu m s w h ich  are ca lcu lated

d) T he annual real rate o f  grow th  o f  G D P  is  a ssu m ed  as 5 .9  p ercen t b et 

w een  1995  and 2 0 0 5 , 4  p ercen t b e tw een  2 0 0 6  and 2 0 2 5 , and 3 percent 

b etw een  2 0 2 6  and 2 0 5 0 .

e ) T h e  annual rate o f  grow th  o f  em p lo y m en t is assu m ed  as 1.3  percent 

an nually  until 2 0 0 5 ,

f) T he annual rate o f  in flation , m easured  b y  con su m er p r ice in d ex , w ill 

be 5 percen t after year 2 0 0 0 .

g ) T h e  annual real w a g e  in crease w i l l  b e 5 .7  p ercen t until 2 0 0 5 , 3 percent 

b etw een  2 0 0 6  and 2 0 2 5 , and 2 .5  p ercen t b e tw een  2 0 2 6  and 2 0 5 0 .

h) T he real in terest rate w ill d ec lin e  until 2 .6  p ercen t until year 2 0 0 0 , and  

w ill  rem a in  at th e le v e l o f  2 .2  percent after year 2 0 0 6 .

It is o b v io u s  that the p r ivate sa v in g  accou n t sy stem  represents so m e  

draw backs for Turkey. IL O  study stress that the w orkers b e tw een  3 0 - 5 0  

years, w ith  in su ffic ien t a sset accu m u lation  w ill  not jo in  the n ew  system . 

T he T Ü S İA D  study p o in ts out that “m andatory sa v in g s  o f  w orkers” sh o 

u ld  gradually  be transferred to  the n ew  sy stem . T h is  sa v in g s  w o u ld  m ake  

a substan tial con tr ib u tion  to the n ew  system . N e v er th e le ss , as the num ber  

o f  teachers, health  p erson n el and secu r ity  fo rces  are taken into con sid era 

tion , E m ek li S an d ığ ı is ex p ected  to co n tin u e  for a fo reseen  future: A c c o r 

d in g  to  the T Ü S İA D  study, the n um ber o f  p u b lic  e m p lo y e e s  w i l l  increase  

from  1 ,9 5 0 ,0 0 0  in  1997  to 2 .9 -3 .0  m illio n  in 2 0 5 0 . A cco rd in g  to  ILO  

study, the sam e figu res w i l l  r ise  from  4 ,6  m illio n  in 1 9 9 6  to  17 ,4  m illio n  

in  2 0 5 0  for the S SK ; and from  4  m illio n  to  15,1 m illio n  in  2 0 5 0  for the 

B ağkur. T h erefore, th ese  three organ ization s, o n e  w a y  or another, sh ou ld  

con tin u e .

T here is o n e  m ore and im portant reason  that sh ou ld  b e  taken in to  a c 
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count. T he in co m e  d istribution  in T urkey is  one o f  the w orst in the w orld  

and is gettin g  ev e n  w o rse . T h is  n ecess ita tes  a k ind o f  p en s ion  sy stem  for 

the poor w h o  can n ot afford to  en ter the pr ivate sa v in g  accoun t system . A c 

cord in g  to  the State Institu te o f  S ta tistics (1 9 9 4 ) , sh ou ld  the p op u lation  is 

d iv id ed  in to  5 groups, each  group  co v er in g  12-13  m illio n  p eo p le  w ill re 

c e iv e  5 4 .9  p ercent, 19 .0  p ercen t, 12 .6  p ercen t, 8 .6  percent and 4 .9  percent 

from  h igh er to  low er , resp ectively . T ak ing into accoun t the T urk ish  G D P  

is ap p rox im ately  U S $  2 0 0  b illio n , each  group o f  2 -1 3  m illio n  p eo p le  ha 

v e  a total in co m e  o f  U S $  110 b illio n , U'S$ 38 b illio n , U S $  2 5  b illion , U S $  

17 b illio n  and U S $  10 b illio n  resp ectively . Shou ld  w e m ake p rojection s  

in to  the future;

Table 5: Incom e Groups and Total Incom e (Billion US$)

Years Population 
in Each 

Group

Group
I

Group
II

Group
III

Group
IV

Group
V

Total
GDP

2 0 0 0 13 m illio n 114 ,7 4 0 ,4 2 7 ,6 19,1 10,6 2 1 2 ,4

2005 14 m illio n 1 52 ,6 5 3 ,7 3 6 ,7 2 4 ,4 14,1 2 8 2 ,5

2010 15 m illio n 186 ,5 6 5 ,6 4 6 ,8 31,1 17,3 3 4 7 ,3

2020 17 m illio n 2 75 ,1 9 6 ,8 6 6 ,3 4 5 ,9 2 5 ,5 5 0 9 ,6

2025 18 m illio n 6 2 0 ,0

2030 19 m illio n 7 2 0 ,0

2040 21 m illio n 9 6 8 ,0

2 050 2 4  m illio n 1 .3 4 0 ,0

Reference: Calculations are based on IL0 Study with 1995 prices and 1 U S$- 49261 TL.

It is b e in g  a ssu m ed  that the in co m e  d istribution  w ill not ch a n g e  dram a 

t ica lly  in  the n ex t 25  years. A s  the rate o f  grow th  o f  the p op u lation  s lo w s  

d o w n  and em p lo y m en t and in c o m e  in crease , it is ex p ec ted  that the sa 

v in g s , too , w ill  in crease . M oreover, p e o p le  w ith  lo w  in co m e  w ill  b eg in  to 

sa v e  as their in c o m e  in creases.

IL O  has prepared a s im ilar report for C h ile , A rgentina, and C o lo m b ia  

and has a ssu m ed  that a 2  p ercen t o f  G D P  w ou ld  be transferred from  s o c i 

al secur ity  fu n ds to  stock  m arkets. H ere, on e sh ou ld  m ake an assu m p tion  

about red u c in g  the so c ia l secu r ity  d e f ic it  in  Turkey. S u p p o se  that th is d e 

f ic it  has d em o lish ed  b etw een  2 0 0 0 -2 0 0 2 . A  sim ilar situ ation  w as o b served  

in  France and a n ew  tax ca lled  “so c ia l d eb t” in France, cou ld  b e applied . 

Further a ssu m p tion s are: i)T h e  retirem ent age w ill  b e ra ised  to  5 5 -5 8  for  

w o m en  and 5 8 -6 0  for m en  w ith  a transition  p er iod  o f  5 to  10 years, ii) T he



M a h i r  F is u n o ğ lu

prem iu m  p aym en t per iod  w ill in crease  (for ex a m p le  to  7 0 0 0  d ays), iii) the 

sy stem  w il! d istribu te  to  p en s ion ers the p rem iu m  it c o lle c ts , w h ile  private  

sav in g  accou n t p rem iu m s w o u ld  be transferred to the sto ck  m arket.

T he s iz e  o f  the Turkish  S o c ia l S ecu r ity  sy stem  has reached  U S $  2 0  b illi 

on  and the v o lu m e  that w ou ld  be transferred to  the stock  m arket is ca lcu 

lated  accord in g  to  th e IL O  assu m p tion  as fo llo w s:

Tablo 6: Expected Transfers from Social Security System  to the Stock 

M arket (1995 Prices)

Years Trillion TL B illion  U S $

2 0 0 0 2 1 0 4 ,2 5

2 0 0 5 27 8 5 ,6 5

2 0 1 0 3 4 0 6,91

2 0 1 5 4 1 4 8 ,4 0

2 0 2 0 5 0 4 10 ,22

2 0 2 5 61 3 12 ,44

2 0 3 0 7 1 0 14,41

2 0 4 0 1.000 2 0 ,0 0

2 0 5 0 1.313 2 7 ,0 0

(Calculated on the basis of 1L0 assumptions).

T he in co m e  d istribution  figu res clear ly  rev ea ls  that there is little room  

for the m o st in co m e  groups to  b e  in c lu d ed  in  the n e w  system . T he G D P  

per cap ita  w ere  ca lcu la ted  as U S $  3 ,2 0 0 , 4 ,0 0 0 , 4 6 0 0 , and 6 ,0 0 0  for 2 0 0 0 ,  

2 0 0 5 , 2 0 1 0 , and 2 0 2 0 , resp ectively . O n ly  the first in c o m e  group is  s ig n i 

fican tly  a b ove the n ational averages (U S $  8 ,8 0 0  in  2 0 0 0 , and U S $  1 6 ,2 0 0  

in 2 0 2 0 ) . T he seco n d  in co m e  group is s lig h tly  b e lo w  the national average  

(U S $  3 1 0 0  in 2 0 0 0 , and U S  $ 5 ,7 0 0  in  2 0 2 0 ) . T he third group starts with  

U S $  2 1 2 0  in 2 0 0 0 , and reach es to  U S $  3 ,9 0 0  in  2 0 2 0 . T he fourth group, 

on the other hand, revea ls U S $  1 4 6 0  in  2 0 0 0 , and U S $  2 ,7 0 0  in  2 0 2 0 . T he  

last group b eg in s  w ith  b e lo w  U S $  1 ,0 0 0  in  2 0 0 0 , and reach es U S $  1 ,5 0 0 0  

in 2 0 2 0 . S in ce  m ore d eta iled  in form ation  is  n o t ava ilab le on  in co m e  d ist 

ribution (for ex a m p le  the p op u lation  d iv id ed  into 2 0  groups, each  in c lu 

d in g  5 p ercen t o f  th e p opulation  rather than 5 groups each  in c lu d in g  20  

p ercen t grou p s) o n e  sh ou ld  accep t the figu res g iv en  in  T able 7.
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TA B LE 7: G D P p e r  C a p ita  fo r E ach  Incom e G roup  Be tw een 2000- 202(1 

(US$)

G roup I G roup II | G roup III Group IV Group V A verage

2 0 0 0 8 ,8 0 0 3 ,1 0 0 2 ,1 2 0 1,450 815 3 ,2 7 5

2 0 0 5 1 0 ,9 0 0 3 ,8 5 0 2 ,6 2 0 1 ,750 1,000 4 ,0 0 0

2 0 1 0 1 2 ,4 5 0 4 ,3 7 5 3 ,1 2 0 2 ,0 7 5 1 ,1 5 0 4 ,6 5 0

2 0 2 0 1 6 ,2 0 0 5 ,7 0 0 3 ,9 0 0 2 ,7 0 0 1 ,500 6 ,0 0 0

W hereas the m andatory sy stem  w ill  p rov ide a prem ium  o f  10 percent 

o f  the G DP, this ratio w ill be ex p ec ted  to  d ec lin e  to 5 p ercen t o f  the G D P  

in  2 0 2 0 . T he n ew  sy s tem , on  the other hand, w ill  p rov ide a prem ium  o f  12 

p ercen t o f  the G D P  in  2 0 0 0 , and th is ratio w ill d ec lin e  to 7 percent in 

2 0 2 0 . It is sa id  that the s ize  o f  the Turkish  stock  m arket is around U S $  50  

b illio n  as o f  en d -1 9 9 7 . T he p en s io n  fund stream  is a con tin u ou s and q u i 

te a stab le fund  stream  w h ich  w o u ld  b e in vested  in the stock  m arket s y s 

tem  not o n ly  in shares, but a lso  in T reasury b onds and in real esta te  m ar

ket. S in ce  the p en s io n  fu n ds are accep ted  as institu tion al in vestm en ts, the 

e ffec t o f  th is stream  on  the stock  m arket is su bject to anoth er research. 

O ne sh ou ld  p ay  attention  to  the fact that the a b o v e  figu res are based  on  

m in im u m  le v e ls ,  b eca u se  the em p lo y m en t is ex p ected  to increase to 12 .2  

m illio n  in 2 0 0 0 , m illio n  in  2 0 0 5 , 17.3 m illio n  in 2 0 1 0 , 21 m illio n  in 2 0 2 0 ,  

25 m illio n  in  2 0 3 0 , 3 0  m illio n  in  2 0 4 0  and 35 m illio n  in  2 0 5 0 .

R ecen tly , the s ize  o f  the w h o le  T urk ish  insurance m arket is  around  

U S $  2 b illio n  and h a lf  o f  th is am ount is acc id en t insurance. O n ly  a p or 

tion  o f  25  percent is for l i fe  and health  insurance. O nly  sev en  insurance  

firm s are listed  on  the Istanbul S tock  E xch an ge . It is estim ated  that the to 

tal p en s io n  fu n ds are around U S $  8 0 0  m illio n . T h is sm all am ount revea ls  

that even  the top in c o m e  groups are n o t in terested  in p en s io n  funds. T he  

s iz e  o f  l ife  and health  insurance per person  is U S $  8 -1 0 , w h ich  is e x p e c 

ted  to  in crease  10 tim es sh ou ld  the n ew  sy stem  is operated . In the near fu 

ture, sh ou ld  the m andatory prem iu m s co m e  to  th e stock  m arket th is fig u 

re w o u ld  reach  U S $  4 0 0 . T h e  cr itical q u estion s here are: D o  pr ivate p en 

s io n  and its con tr ib u tion  to  the stock  m arkets sy stem  take in to  con sid era 

tion  the hum an s id e  and th e retired p eo p le  s ide o f  the subject?  and A re the 

T urkish  pr ivate life  in su ran ce co m p a n ies ready for the n ew  sy stem  in 

w h ich  h uge am ounts o f  funds w o u ld  channel into?

Further research  to p ics , under a tw o-p illar system , sh ou ld  b e ou tlin ed



M a h i r  F is u n o ğ lu

a) the e ffec t on  increase in  p en s io n s,

b) the e ffec t on em p loym en t,

c) the e ffec t  on  sa v in g s  and stock  m arkets,

d) the e ffec t  on  cap ital p rod u ctiv ity  and gdp grow th  rate,

e) w h eth er th e state in tervention  in  the e c o n o m y  is  reduced  after private  

p en s io n  sy stem  is introduced .
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A b stra ct
P r iv a t e  p e n s i o n  f u n d s  h a v e  b e e n  m a j o r  in s t i t u t io n a l  in v e s t o r s  in  m o s t  c o u n t r i 

e s  o f  t h e  W e s te r n  h e m i s p h e r e .  T h e  c o u n t r i e s  p r o v i d i n g  f i s c a l  i n c e n t i v e s  a n d  

t a x  s h e l t e r  t o  p e n s i o n  s a v i n g s  a r e  a l s o  t h o s e  h a v i n g  la r g e  p e n s i o n  f u n d  a s s e t s  

in  t h e  e c o n o m y .  In  t h e s e  c o u n t r i e s ,  p r i v a t e ly  m a n a g e d ,  f u l ly  o r  p a r t ia l ly  f u n 

d e d  p e n s i o n  f u n d s  p l a y  a  m a r k e t - m a k e r  r o le  in  th e  c a p i t a l  m a r k e t ,  t a k e  p l a c e  

in  t h e  d e m a n d  s i d e  o f  t h e  p r i v a t i z a t i o n  p r o c e s s ,  h e lp  to  t h e  m o b i l i z a t i o n  o f  

w o r k f o r c e  in  b u s i n e s s  c i r c l e s ,  a n d  e a s e  t h e  b u r d e n  o f  d e m o g r a p h i c  c h a n g e  o n  

t h e  b u d g e t ,  in  a d d i t i o n  t o  t h e i r  b a s i c  f u n c t i o n  o f  p r o v i d i n g  r e t i r e m e n t  b e n e f i t s  

İn o l d  a g e .  T a x a t i o n  r e g i m e  o f  r e t i r e m e n t  s a v i n g s  s h a p e s  th e  d i m e n s i o n s ,  f u n c 

t i o n s ,  l e g a l  in f r a s t r u c tu r e  a n d  t h e  in v e s t m e n t  a r e a s  o f  p r iv a t e  p e n s i o n  f u n d s .  

T a x a t io n  c a n  a l s o  b e  a  u s e f u l  t o o l  in  t h e  d e v e l o p m e n t  o f  t h e  d o m e s t i c  f i n a n c i 

a l m a r k e t s ,  t h e  p r o m o t i o n  o f  f i n a n c i a l  i n n o v a t i o n s  a n d  in s t r u m e n t s ,  a n d  e s t a b 

l i s h m e n t  o f  f u n d a m e n t a l s  o f  m a r k e t  e c o n o m y ,  w h e r e  n e c e s s a r y .

T h i s  p a p e r  a i m s  t o  s h o w  t h a t  in a p p r o p r ia te  t a x a t i o n  o f  p r iv a t e  p e n s i o n  s a 

v i n g s  w i l l  r e s t r ic t  n o t  o n l y  t h e  a c c u m u la t i o n  o f  f u n d s  b u t  a l s o  th e  p o s s i b l e  p o 

s i t i v e  e f f e c t s  o f  t h o s e  f u n d s  o n  t h e  c a p i t a l  m a r k e t ,  a s  w e l l  a s  o t h e r  s e c t i o n s  o f  

t h e  e c o n o m y .  I t  İs a l s o  s u g g e s t e d  i n  th a t , p r i v a t e  p e n s i o n  f u n d s  c a n  r e a c h  s u c h  

s c a l e s  s u f f i c i e n t  t o  p e r f o r m  t h e s e  e x p e c t e d  f u n c t i o n s ,  b y  p r o v id in g  t a x  e x e m p 

t i o n  t o  c o n t r i b u t i o n s ,  t a x - f r e e  e n v i r o n m e n t  t o  i n v e s t m e n t  r e tu r n s  a n d  b y  t a x i n g  

o n l y  t h e  b e n e f i t s .  F in a l ly ,  c o u n t r i e s  s u f f e r i n g  f r o m  im p r o p e r  f u n c t i o n i n g  o f  a  

P A Y G  t y p e  s o c i a l  s e c u r i t y  s y s t e m ,  a n d  p la n n i n g  t o  d e s i g n  f u n d e d  p r i v a t e  p e n 

s i o n s  a s  a  “ v o l u n t a r y ”  s e c o n d  p i l la r ,  s h o u l d  g i v e  u l t im a t e  p r io r i t y  to  t h e  t a x a 

t io n  a s p e c t  o f  t h i s  r e f o r m .

I. Global Developm ent of Private Pension Funds

A s a result o f  the socia l security  sy stem ’s handicaps due to dem ographic
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changes in so c iet ies, private p ension  funds have co llec ted  increasing amount 

o f  savings under their m anagem ent, becom in g one o f  the m ajor institutional 

investors in  the countries they g iv e  service. T hese funds, reaching U S $ 8,7 

trillion in assets as o f  1996, are the second  b iggest institutional investor gro 

ups hold ing 25% o f  financial assets w ith in  the dE C D  region , after insurers.

Figure 1: The Distribution of Financial Assets by Institutional Investors in 

the OECD Region (1995)

Source: OECD; 1997,

C learly  k n ow n  future lia b ilities  and u sage o f  insurance products for  

m em b ers m ak es p en sio n  funds a brilliant fund m an agem en t institution* 

m in im iz in g  the n ece ss ity  o f  k eep in g  a sid e  ca sh  for u n ex p ected  o u t-flo w s. 

T h e lon g-term  structure o f  their lia b ilitie s  and th e large d im en sio n  o f  the  

assets th ey  m an age m elt d ow n  the risk  o f  any in d iv id u a l in v estm en t in 

h igh ly  v o la tile  m arkets. Private p en s io n  funds k n o w n  as “patien t cap ita l” , 

fo c u s  in gen eral on  the return that w ill be re ce iv ed  in  long-term , instead  

o f  short-term . A lth o u g h  the in v estm en t strategy  ch a n g es from  fund to 

fund accord in g  to  the p ro file  o f  m em b ers, p en s io n  funds h a v in g  you n ger  

m em b ers in v e st in  lon g-term  and co m p aratively  a g g ress iv e  instrum ents  

w h ile  fu n ds that h ave an o lder m em b er p ro file  g iv e  priority  to  the fix ed -  

in co m e secu rities  in their p ortfo lio s.

A s a result o f  the tendency o f  p en sion  funds to ach ieve  a h igh  return in 

the long-run equ ities and bonds cover the bulk o f  their investm ent portfolio . 

The low  risk - high return opportunity in the long-term  equity investm ents  

w h ich  are h igh ly  risky in short-term , overlaps w ith  the strategies o f  these  

long-term  in vestors.1 A  report, w h ich  exp la ins key  econ om ica l and financi-

1 It should be emphasized that, equities have a large share also in the offshore investments of pension funds as well as 

domestic market portfolios. This argument is especially true for the countries such as the United Kingdom, the 

Netherlands, Switzerland and Australia, where private pension funds invest heavily in international securities com

pared to bonds and real estate [Coote, pp.2-7].
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a I issues for the ag ing societ ies o f  O E C D  coun tries, indicates that shares o f  

equ ities in the portfo lio  o f  p en s ion  funds w as 79,3%  in the U n ited  K ingdom , 

57,6%  h i the U S A  and 41,1%  in B elg iu m  as o f  1996 [O E C D , 1998]. W h ile  

p en s ion  fu n d s’ investm ents in equ ities vary w id ely  accord ing to the d ev e lo p 

m ent and effic ien cy  lev e l o f  cap ital markets, related lega l fram ew ork, and 

p roficiency  o f  p ortfo lio  m anagers in risk  m anagem ent, the annual grow th ra

te o f  equ ities reaching 16% surpassed the growth rates o f  other assets, in c 

lud ing bonds betw een  1990  and 1995 in  the O ECD  region.

Figure 2: A nnual Average Growth Rate of Equities in the OECD Region

(1 9 9 0 4 9 9 5 )

Source: OECD, 1997.

On the other hand, although it is n ot a “m ust” for pen sion  funds to invest 

in  bonds accord ing to  national leg isla tion , bonds take a large stake in  the 

p en sion  fund p ortfo lio  w here and w hen  return o f  fixed -in com e securities are 

high  in  real term s. D a v is  p oin ts out that it is very b eneficia l for the p ension  

funds to  invest in  d om estic  bonds in G erm any and the Netherlands, where 

th ese securities h ave h igh  returns [D avis, 1993]. Indeed , in  light o f  the latest 

O E C D  data, assets in vested  in  bonds in  the p ension  portfolio  w as 77,8%  in 

Germ any, 58,5%  in S w ed en , 53,3%  in  Sw itzerland, 52 ,6  % in Japan and 

50,1%  in the N etherlands as o f  1996.

O n ce th ey  grow  up, p en sio n  assets  can  e x e cu te  n um erou s ex tern a liti 

e s . N e v er th e le ss , I w ill  not em p h a size  the co m p lex  re la tion sh ip  b etw een  

th ese  fu n ds and the n ational sa v in g s  and ec o n o m ic  grow th 2.1  w il l  a lso  not

2 Some empirical studies conducted by Vittas, Demirgiiy-Kunt and Levine (1996) have stated that the development of 

private pension funds and the stock market may not be parallel all the time. In countries, where there are portfolio 

restrictions for private pension funds and in developing markets, where foreign institutional investors become domi

nant in the stock market due to given privileges, the correlation between the increase in pension funds as percent of 

GDP and the stock exchange index may turn out to be negative.
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m ention , under w h ich  c ircu m stan ces p en s ion  funds can d ecrease  m arket 

vo latility , h ow  m u ch  they contr ib ute to the d ev e lo p m en t o f  fin an c ial inno 

vation s, h o w  th ey p lay ro le  in  the p rom otion  o f  d er ivative  m arkets by  

u s in g  h ed g in g  m ech a n ism s, and (though  rarely re flected  in practice) h o w  

appropr iate venture cap ita l instrum ents are for p en sio n  fu n ds. A lso , I do  

not w ant to  ex p ress  h o w  su cce ssfu lly  p en sio n  funds in crease  the le v e l o f  

the quality  in p ortfo lio  m an agem en t, research  and d ev e lo p m en t, co n su l 

tant and sa fek eep in g  serv ices  in  the fin an ce  sector. T he o n ly  th ing  that I 

w ou ld  like to em p h a size  here is, i f  w e  d o  not set out appropriate co n d iti 

ons for the d ev e lo p m en t o f  retirem ent sa v in g s , p en sio n  fu n ds m ay  never  

b e ab le  to fu lf ill  th e fu n ction s that w e  e x p ec t to  s e e  in the capital m arket 

and in the overa ll econ om y. In other w ord s, in order to  gu arantee the p o 

s itiv e  im pacts o f  p en sion  funds on  the e c o n o m y  and the capital m arket, 

priority sh ou ld  be g iv en  to en ab le  th ese  fu n ds to  m an age assets b ig  en o 

ugh to  m ake any e ffec t  on  the m arkets.

A t this p o in t, 1 con sid er  it n ecessary  to  a n a lyze  the resu lts received  in  

su ccessfu l cou n tries, w h ich  m ay be an ex a m p le  fo r  T urkey in th is area  

at the stage o f  d es ig n in g  her ow n  private p en sio n  fu n ds as a “vo lu n tary” 

secon d  pillar. T he w ord “vo lu n tary” is ex trem ely  im portant, b eca u se  th e 

re  w ill be n o  n eed  to tax in cen tiv es  i f  private p en sio n s  are m andatory. K e 

ep in g  this p o in t in  m in d , w h en  w e take a short g la n ce  at th e g lo b a l resu lts, 

w e find that 94%  o f  total p en sion  fund  assets  are con centrated  in the hands  

o f  o n ly  7 cou n tries. (O n ly  on e country, the U S A , h o ld s a m a ssiv e  part o f  

the g lob a l assets .)

W hen  w e  con sid er  the private p en sio n  assets to  the n ational G D P s, 

S w itzerland  has p en sio n  assets as b ig  as 117%  o f  h er G D P  w h ile  the N e t 

herlands has 87% , the U n ited  K in gd om  75%  and the U S A  58% .

I f  w e  take into con sid eration  the d ev e lo p m en t o f  p en sio n  fund assets  

in the 25 years p eriod  b e tw een  1970  and 1 995 , w e  find  that the largest in 

creases occurred  in G reat B rita in  and D enm ark, w ith  330%  and 320%  res 

p ec t iv e ly  [D a v is , 1995; O E C D  1998].

It is ob v io u s that, h igh  returns o f  prudent m an typ e d ecen tra lized  lib e 

ral fund m an agem en t p la y s an im portant ro le  in cou n tries lik e  the U S A , 

the U n ited  K in g d o m  and the N eth erlan d s in  com p arison  to  G erm any, 

France, Ita ly  and B e lg iu m . M ea n w h ile , p eo p le  in  the U n ited  K in gd om , the  

N eth erlan d s, the U S A  and C anada sa v e  a larger part o f  their total accu m u 

la tions in p en sio n  sch em es than p eo p le  in G erm any and Japan. T h is co n 

centration in h o u seh o ld  sa v in g s  sh ou ld  fo rce  us to  search  for other reasons
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Figu re 3: Pension Fund Assets as of Selected C oun tries (1996, billion US$)
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Figure 4: Pension Fund Assets as of GDP (1996)

Source: OECD. 1998.

for better d ev e lo p m en t o f  p en sio n  fu n ds in som e cou n tries, b esid es  the 

im pact o f  e ffic ien t en v iron m en t o f  prudent m an typ e fund m anagem ent.
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Table 1: Share o f  P en sion  S avin gs in  H ousehold  Savin gs (1991)

S h a re  in  H o u seh o ld  Sav ings
U K 27 %
N e th e rla n d s 26 %
USA 22 %
C a n a d a 17 %
G erm an y 3 %
J a p a n 2 %

Source: Davis, 1993.

W h en  w e  a n a lyze  the leg a l en v iron m en t o f  th o se  cou n tr ies in w h ich  

p en s io n  fu n ds take a large part in  b oth  the overa ll e c o n o m y  and the h ou 

seh o ld  sa v in g s , and the cou n tr ies w h ere p en s io n  fu n ds h ave not d ev e lo p ed  

su ffic ien tly , w e  fin d  that tax reg im es co n cern in g  p en s io n  funds m ak e a 

great d ifferen ce. In deed , tax regulations h ave the p o w er  o f  ch an n elin g  the  

sa v in g s in to  des ired  areas, sh ap in g  the ch aracter istics o f  p en s io n  system s, 

leg a l infrastructure and in vestm en t instrum ents, as w e ll as d eterm in in g  the 

m agn itu de o f  th ese  funds. T hus, a im in g  to in crease  lon g-term  sav in gs, to  

rep lace p ub lic  sa v in g s  w ith  pr ivate sa v in g s , and to  guarantee the w e ll-b e 

ing  o f  lon g-term  sav in gs by k eep in g  th em  in  str ictly  su p erv ised  and licen 

sed  in stitu tion s, so m e  cou n tr ies p ro v id e  f is c a l in cen t iv es  in  order to  chan 

n e l sav in gs to  pr ivate p en s ion  funds.

II. Taxation Options Regarding Private Pension Funds

T here are three m eth od s o f  tax in g  th e  p en sio n  sav in gs:

•  C ontributions o f  em p loyers  and/or e m p lo y ee s  to  p en sio n  funds

•  In v estm en t in c o m es  o f  p en sio n  fu n ds

•  R etirem en t b en efits  pa id  b y  p en sio n  funds

P u b lic  authorities tax one or m ore o f  th ese  areas w h ere th ese  fu nds g i 

v e  serv ice . A n n ex  1 p rov id es d eta iled  in form ation  for ea ch  o f  th ese  three  

p o licy  op tion s. T axation  p o lic ie s  regard in g private p en sio n  sa v in g s  in  s e 

lec ted  cou n tries can be seen  in  T able 2.
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Table 2: C u rren t  Tax Regime of P e n s io n  F u n d s  in Selected C oun tries

Status of 

Contributions

Status of 

Investment Returns

Status of 

Benefits

A u stra lia T axa tion Taxation T axation

C a n a d a * E x em p tion E xem p tion T axa tion

D en m a rk E x em p tion T axation T axation

F r a n c e * E x em p tion E xem p tion T axation

G erm a n y T axa tion E x em p tio n T axa tion

Ita ly* E x em p tion E xem p tion T axa tion

J a p a n E xem p tion T axation T axation

N eth er la n d s* E xem p tion E xem p tion T axa tion

N ew  Z ella n d T axation T axa tion E xem p tion

S w e d e n E x em p tio n T axation T axation

S w itzer la n d * E x em p tion E xem p tion T axa tion

U K * E x em p tio n E xem p tion T axation

U S A * E x em p tion E xem p tion T axa tion

Source: Davis, 1995, (*) Countries which provide tax incentives to private pension funds.

A s see n  in  the tab le, p o lic ie s  p rov id in g  tax ex em p tio n  to con trib u tions  

and in vestm en t in c o m es  w h i le  tax ing  retirem ent b en efits  are the m ost 

co m m o n  on es am on g  the re v ie w ed  cou n tr ies. T he cou n tr ies that ch o o se  

th is p o lic y  are a lso  th o se  w h ich  h ave the largest p en s io n  a ssets in the e c o 

nom y. A s  o f  1 9 9 6 , th ese  cou n tr ies co v er  92%  o f  g lo b a l p en s io n  assets  e x 

cep t th ose  b e lo n g in g  to  Japan, w h ere  p en s io n  fund data m a ss iv e ly  in c lu 

d es retirem ent sa v in g s  in  life  in surance com p an ies and trust funds.

C ountr ies p rov id in g  tax in c en t iv es  gen era lly  fo llo w  the m en ta lity  o f  

k eep in g  sa v in g s  tax ex em p t w h ile  tax in g  expend itures. W h en  th ey  act a c 

cord in g  to th is m entality , they d o  not tax th e  saved  p en s io n  fund con trib u 

tion s and in vestm en t in c o m es  o f  p en s io n  funds. O n the other hand, the c o 

untr ies w h ere fu n d ed  p en s io n  lia b ilities d o  not sh o w  any rem arkable p re 

sen ce  gen era lly  do tax sa v in g s  as w e ll  as expend itures and/or d o  tax all 

k ind  o f  in co m e  in  d ifferen t co m b in a tio n s.3

From  the po in t o f  v ie w  o f  in d iv id u a ls, it is preferab le to p ay the tax o f  

p en s io n  sa v in g s  at the retirem ent per iod  w h ere m arg inal tax lev e ls  are g e 

n era lly  lo w er  than  the w ork in g  years. T h is  w ay, in d iv id u a ls pay the tax o f

! As an example, in Australia, where pension savings are taxed at every stage, the premiums paid by employers on be

half o f employees are taxed by 15%, whereas the premium payments of employees are taxed according to marginal 

tax rates. The investment returns are taxed 15% in real terms and the retirement incomes are taxed at 15% to a certa

in level and after that level, at the marginal lax rates.
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so m e part o f  th e ir  w orking p er iod  in  retirem ent years through a “tax d e 

ferral” , w h i le  th ey  b en efit from  lo w er  rates com pared  to  their h igh  tax ra

te s in w o rk in g  years. In ad d ition , a tax -free  en v iron m en t enables 

p en s io n  sa v in g s  to  grow  w ith  com p ou n d  tax-free returns.4 T hu s, p rov id ing  

tax ex em p tio n  to  retirem ent sa v in g s  creates n  tax arb itrage opportun ity  in 

favor o f  p en s io n  funds [Fuller, 1 987 ]. A s  a resu lt o f  tax in cen tiv es to  p en 

s ion  fu n d s, retirem ent sa v in g s  b eco m e  an im portant part o f  h o u seh o ld  sa 

v in g s  particu larly  o f  m id d le - in co m e  groups in the m en t ion ed  countr ies  

[F ranc is, 1993; D a y k in , 1995].

From  the po in t o f  v ie w  o f  the state, on  the other side , th e taxable am o  

unt g row s w ith  com p ou n d  tax-free returns until retirem ent per iod . Thus, 

w h ile  pr ivate p en s ion  funds d ecrease  the burden o f  their m em bers on the 

so c ie ty  at o ld  ag es, p ub lic  in co m es b eco m e h igh er and h igh er year after ye-- 

ar [Ip p olito , 1993]. In addition  to  th is, it w ill  a lso  be m ore b en efic ia l for  

the w e ll b ein g  o f  the State b u d get in  the lo n g  term , to  tax any taxable ac 

tiv ity  in the retirem ent period , w h en  p u b lic  expend itures on  so c ia l security  

and h ealth  areas tend to  increase. In th is w ay, during tim es o f  increasing  

proportion o f  retired p eo p le  in  the so c ie ty  d ue to  d em ographic ch an ge, the 

b last in  the pub lic expenditures can  m u ch  m ore ea sily  be co vered  b y  the 

taxes from  the retirem ent b en efits  o f  th is g row in g  group. O therw ise, it w o 

u ld  n ot be p o ss ib le  to  co p e  w ith  in creasin g  costs  o f  an ag in g  so c ie ty  v ia  ra

tion a lly  lim ited  taxes o f  a com paratively  sm all w orking population .

A t th is p o in t, w e  n eed  to  m en tion  that the m ax im iza tio n  o f  the p en sion  

fund assets in a secure en v iron m en t is to  the b en efit  o f  the fisca l authority  

in the lo n g  run b eca u se  o f  the en largem en t o f  tax  b ase in  p arallel to the 

grow th  o f  p en sio n  assets. In order to  p revent any m isu se  o f  tax p r iv ileg es  

regarding the p en sio n  sa v in g s, sta tes e sta b lish  tigh t in sp ection  m ech a 

n ism s and fo llo w  c lo se ly  the fu n d in g  le v e l  o f  the funds. T he state , the “s le 

ep in g  partner” , dem onstrates great care in  su p erv isin g  th ese  funds in or 

der to  p revent an y  m isu se  and d e fe c t that can  threaten its interest in  the re 

tirem ent sa v in g s  [C apita l T axes G roup, 1989]. C on seq u en tly , tax p r iv ile 

g e s  for p en s io n  fu n ds in crease  the co m m o n  interests o f  em p lo y ee s  and the

4 This causes firms with high tax liabilities to over-fund the pension saving accounts of employees in order to make u- 

se of tax advantages. Studies dealing with the relation between corporate tax rate and the over or under-funding of 

employer-funded retirement schemes have made two contradictory statements. According to Myers and Majluf, emp

loyers tend to fund retirement schemes instead of paying taxes as their marginal tax rate increases. On the other hand, 

Francis and Reiter state that, the high tax rate for firms are a result of high profits, so, it is not preferable for them to 

over-fund retirement schemes instead of investing in their own activity. Research on this subject justifies both views.
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state , com pared  to  a sy stem  in  w h ich  the state taxes sav in gs at the or ig in .

III. Potential Negative Aspects of Tax Privileges

O n the other hand, it sh ou ld  b e  n o ted  that tax p r iv ileg es for private p e n s i 

on  p lan s can bring so m e  und esired  co n seq u en ces  in  the m id d le  or lo n g  

term , m ain ly  d ue to  an im proper d es ig n  o f  the system .

•  F irst o f  all, private p en s io n  fu n ds do not a lw a y s h ave a p o s it iv e  im pact 

o n  the le v e l  o f  n ation a l sav in g . P eo p le  gen era lly  d ecrease  their other sa 

v in g s  in  taxab le areas w ith  the p u rp ose o f  u sin g  m axim u m  tax-free in 

v estm en t op portu n ities that p en s io n  funds p rovide. H en ce, national sa 

v in g  d oes n o t in crease  as m u ch  as p en sio n  assets. In addition  to  this, 

d ecreasin g  so c ia l secu r ity  p rem iu m s lo w er  p ub lic sav in gs and create a 

su p p ressive  e ffec t  on  n ation a l sa v in g s  [F ranco, 1996; M u n nell, 1992].

•  I f  th ey  are not com p u lsory , private p en sio n  funds g en era lly  p rov id e a 

tax-free in vestm en t sh elter for u p p er-m id d le and h ig h -in co m e groups, 

m ore than lo w -in c o m e  groups. I f h ig h -in co m e groups, w h ich  are in a 

better co n d itio n  to  in v est in  th ese  funds, (up to  the m axim u m  lim its), 

b en efit  m ore than lo w -in c o m e  groups in the society , an ad verse e ffec t  

occurs in  the fu n ctio n in g  o f  tax p r iv ileg es [M unnell, 1992].

•  R egard in g  capital m arkets, the long-term  p o sitio n  o f  p en sio n  funds can  

ca u se  a d ecrea se  in  the private (taxab le) long-term  in vestm en ts o f  ind i 

v id u a ls  in  the m arkets or, private p en sio n  funds can fo cu s  on short-term  

in vestm en ts, in stead  o f  actin g  w ith  long-term  con sid era tion s, thus v io 

lating th e m ain  a im  o f  tax in c en tiv es  [F ranco, 1996].

H ow ev er , it sh ou ld  be n o ted  that b oth  the p o sit iv e  and n eg a tiv e  im 

pacts o f  taxation  reg im es o f  p en sio n  fu nds arise as a result o f  the d esig n  

o f  the p en s io n  system .

IV. S um m ary

Private p en sio n  funds h ave b een  m ajor institution al in vestors in  m o st c o 

untries in  the W estern  h em isp h ere . T he cou n tries p rov id in g  fisca l in cen ti 

v e s  and tax sh elter to  p en s io n  sa v in g s  are a lso  th o se  h av in g  large p en sio n  

fund  assets  in  the econ om y. In th ese  cou n tries, privately  m an aged , fu lly  or 

partially  fu n ded  p en sio n  fu n ds p la y  a m arket-m aker role in the capita l 

m arket, take p la ce  in the d em an d  sid e  o f  the p rivatization  p ro cess , h elp  to 

th e m o b iliza tio n  o f  w o rk fo rce  in  b u sin ess , and ea se  the burden o f  d em o g 

raphic ch a n g e  on  the b ud get, b es id es  th eir b asic  fu n ction  o f  p rov id in g  re 

tirem ent b en efits  in  o ld  age. T he taxation  reg im e o f  retirem ent sav in gs
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shapes the d im en s io n s , fu n ction s, leg a l infrastructure and the investm ent 

areas o f  pr ivate p en s io n  funds. T axation  can a lso  b e a u sefu l too l in the d e 

v e lo p m en t o f  the d o m est ic  fin an c ia l m arkets, the p rom ot ion  o f  fin anc ial 

in n ovation s and instrum ents, and the estab lish m en t o f  fundam entals o f  

m arket eco n o m y , w h ere n ecessary .

T h is  paper a im s to  sh ow  that inappropr iate taxation  o f  pr ivate p en s ion  

sa v in g s  w ill restr ict not o n ly  the accu m u la tion  o f  fu n ds but a lso  th e p o s 

s ib le  p o s it iv e  e ffec ts  o f  th o se  funds on  the cap ital m arket, as w e ll as other  

sectors o f  the econ om y. It is a lso  su g g ested  that pr ivate p en s io n  funds can  

reach such  sca les  su ff ic ien t to  perform  th ese  d es ired  ex tern a lities b y  pro 

v id in g  tax ex em p t io n  to  con trib u tions, tax-free  en v iron m en t to  in v estm en t  

returns and b y  ta x in g  o n ly  the b en efits . F in a lly , cou n tr ies su ffer in g  from  

im proper fu n ctio n in g  o f  a PA Y G  typ e so c ia l secu r ity  sy stem , and p lan n ing  

to d es ign  fu nded  pr ivate p en s ion s as a “vo lu n tary” seco n d  p illar, sh ou ld  

g iv e  u ltim ate  pr iority  to the taxa t ion  asp ect o f  th is reform .

Annex 1: Taxation Options of Private Pension Funds

I f  w e  co n sid er  three areas as three stages w h ere taxation  can take p lace , 

p o licy  op tion s for taxation  or tax exem p tion  m ay  be as fo llo w s:

1 . T h e  s ta ^ e  w h e r e  c o n t r i b u t i o n s  a r e  p a i d  ( F i r s t  S t a g e )

In ca se  o f  tax ex em p tio n  o f  sav in gs d irected  to  private p en sio n  fu n ds, th o 

se  sav in gs are ex em p t from  tax to  a certa in  lim it. In th is ca se , retirem ent 

sa v in g s  are transferred accord in g  to  p re-tax  in co m es or are transferred ac 

cord in g  to  p o st-ta x  in co m es and are d ed u cted  from  the tax  b ase  after 

w ards. W h ile  lim its o f  tax ex em p tio n  d iffer from  o n e  cou n try  to  another, 

it is p o ss ib le  for e m p lo y ee s  to  sa v e  b eyon d  the m ax im u m  lim it w ith  the 

con d ition  that it is taxed .

In ca se  o f  taxation  o f  contributions d irected  to  private p en sio n  funds, 

the contributions are paid  accord in g  to  post-tax  in com e. I f  the p en sion  

fund prem iu m s are paid  b y  em p lo y ers, th ese  p aym en ts are regarded  as e x 

penditures and are ded ucted  from  taxes. T h is approach, that d o es  not d if 

feren tiate b e tw een  sav in gs and exp en d itures, p rov id es retirem ent sav in gs  

to be rea lized  through in co m e and taxes th em  accord in g  to  m arginal in co 

m e  tax.

2 .  T h e  r e a l i z a t i o n  o f  p e n s i o n  f u n d  a s s e t  i n v e s t m e n t  r e t u r n  ( S e c o n d  S ta g e )  

A n oth er stage  w h ere  p en sio n  fu n ds can  be taxed , is  the stage  o f  earning
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returns such  as cap ita l earn in gs, d iv id en d s and interest from  in vestm en ts. 

T h is k in d  o f  taxation  is u su a lly  typ ical in cou n tries w h ere the m ajor in c en 

t iv e  is to  tax all k in d s o f  in co m e . In add ition , in in fla tionary en v iron m en ts, 

in vestm en t returns sh ou ld  be taxed  accord in g  to real earn ings instead  o f  

n o m in a l earn ings. O th erw ise , i f  in flation  accou n tin g  tech n iq u es are not 

u sed , the in c o m e  tax reg im e  m ay  ca u se  pri vate p en s io n  funds to erode. A t 

th is po in t, it sh ou ld  b e  m en t io n ed  that, the w ay  in w h ich  in v estm en t re 

turns are taxed  d eterm in es th e  asset groups to  w h ich  p en s ion  funds w ill 

in vest. For ex a m p le , p en s io n  fu n d s in v e st  in  secu r ities p rov id in g  h igh  c a 

p ital earn ings w h en  cap ital earn in gs are in d ex ed  to in flation  but interest 

and d iv id en d  earn in gs are not. On the other hand, the issu e  o f  tax in g  un 

realized  in v estm en t returns is a p rob lem atic  on e  in cou n tries w h ere in v est 

m ent returns are taxed .

In other cou n tr ies w h ere p en s io n  fund  in vestm en t returns are not taxed, 

it is  a im ed  to  m ak e th ese  fu nds g row  in a tax-free env iron m en t. H ow ever, 

there m ay  b e e x c lu s io n s  to  tax ex em p tio n s. For ex a m p le , in  S w itzerlan d  

w h ere in vestm en t returns are tax exem p t, earn ings from  real esta te  in v est 

m ents are ex c lu d ed  from  th is ex em p tio n .

3 . T h e  s t a g e  o f  u s in g  p e n s i o n  f u n d  s a v i n g s  i n  r e t i r e m e n t  p e r i o d  ( S t a g e  

T h r e e )

T h e  fin a l stage w h ere retirem en t sa v in g s  can  be taxed  is  by tax in g  b en e 

f it  p aym en ts m ade to  retired  p eo p le . In so m e cou n tr ies, all p aym en ts, 

w h eth er  th ey  are an nu ities or lum p su m s, are taxed  under the sam e co n d i 

tion s, w h ile  in  others th e co n d it io n s m ay  be d ifferent. In th ose  latter co u n 

tr ies, the m o st co m m o n  m eth od  o f  taxation  is to  m ake it less  attractive for  

m em b ers to  w ithdraw  th e ir  sa v in g s  in  th e  form  o f  lum p sum s.

W h ile  so m e  cou n tr ies str ic tly  forb id  lu m p -su m  w ith draw al o f  retire 

m en t sa v in g s , in  others th is m ay  b e p o ss ib le . In ca se  o f  taxation  o f  p rem i 

um s or in vestm en t returns in  the first or seco n d  stages, th is retirem ent b e 

n efit m ay  b e  ex em p t from  tax. In cou n tr ies w h ere  retirem ent b en ef its  are 

taxed , lum p su m s w ill  naturally  b e  su b ject to  taxation . B ut, it is  o b served  

that, lum p su m s are gen era lly  sp en t fo r  short-term  n eed s, a lth ough  the ob 

je c t iv e  o f  retirem ent sa v in g s  is to  fin an ce  the o ld  age per iod . For this rea 

son , there is an in crea s in g  ten d en cy  to  tax lum p su m s w ith  h igh er  rates.
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GLOBAL CAPITAL M ARKETS

T he third quarter o f  1998  has b een  a per iod  in w h ich  the e ffec ts  o f  the 

S outh  E ast A s ian  C r isis that broke out la st year, w ere  strongly  felt. 

A lth o u g h  the R u ss ian  g o v ern m en t d eclared  that a d eva lu ation  w ou ld  not 

b e  con s id ered , ju st after three d ays, the 33%  d eva lu ation  o f  the R u b le  a- 

ga in st the D o lla r  and th e m orator ium , rev ea led  the first s ig n a ls  o f  the 

R u ss ian  e c o n o m y ’s d o w n fa ll. W h ile  the o n g o in g  p o lit ica l and ec o n o m ic a l 

in stab ility  in  R u ss ia  co n tin u ed  to  in crease  day after day, L a tin  A m er ican  

e c o n o m ie s , B raz il in  particular, th e n inth  or tenth  b ig g est e co n o m y  in the 

w orld , b egan  to  ind icate s ig n s o f  cr isis  as w e ll. T h e  p oor perform an ce o f  

B raz il forced  th e IM F  to  prepare an urgent 30  b illio n  dollar aid. D u e  to the 

A s ia n  and R u ss ian  C r is is , the d im in ish in g  fund reserves o f  the IM F fe ll  

d o w n  to a le v e l b e lo w  10 b illio n  d ollars- not o n ly  forc in g  the d ev e lo p in g  

but a lso  th e d ev e lo p ed  cou n tr ies to take n ew  m easures in  order to m in im i 

z e  the ad verse e ffec ts  o f  the w id en in g  crisis . W h ile  the Japanese g o v ern 

m ent im p o sed  a set o f  n ew  b ank ing  sector reform s, the U n ited  S tates b e 

gan to  ex a m in e  the h ed g e  fu n ds closer , as on e o f  the b ig g e st in vestm en t  

banks o f  the country, T h e  L o n g  Term  C ap ita l M an agem en t, cam e to the  

ed g e  o f  liqu idation . O ne o f  the m o st im portant m easures taken, w as the  

d ecreas in g  o f  the overn igh t cred it rates 25 b as is po in t, tw ic e  in  a short p e 

r iod  o f  tim e , b y  the F E D . N o t o n ly  the d ev e lo p ed  m ark ets’ but a lso  the 

sto ck  m ark ets’ in d ice s  o f  em erg in g  m arkets, m ost o f  w h ich  sto o d  at their 

h istorica l le v e ls  w ere  q u ick  to  respond  to th ese  m easures.

F in an cia l m arkets in m o st m ajor d ev e lo p ed  cou n tries w ere  a lso  a ffe c 

ted  b y  the cr is is , th ou gh  n o t in  the sam e w a y  nor at the sam e ex ten t as the  

m arkets in em erg in g  ec o n o m ie s . W h ile  the n om in al long-term  interest ra

tes rem ained  at re la tiv e ly  lo w  le v e ls , as a result o f  the n et d ec lin es  s in ce  

year-end  1997 , short-term  in terest rates h ave co n v erg ed  e sp ec ia lly  in 

E M U  (F in an cia l M arket T rends, June 1998).

D u e  to the o n g o in g  fin an cia l cr is is , m o st o f  the em erg in g  sto ck  m arket 

in d ices  h a v e  fa llen  p ierc in g ly  in  1998 . A s  o f  the en d  o f  S eptem ber, up to  

the year-en d  the m arket cap ita liza tion  in c lu d in g  all stock s w itn essed  a 

21%  d ecrease. W h en  ob serv ed  on  a reg ion a l b a sis , the d ecrease  o f  the  

m arket cap ita liza tion  w as 39 .2%  in  L atin  A m erica , 35 .9%  in E urope, 

9.2%  in  A s ia  and fin a lly  5.6%  in  the M id d le  E ast and A fr ica . In  R u ssia , 

due to  th e cr is is , th e fa ll w a s  m ore dram atic: a 59%  drop in  the in d ex  and
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a 84,3%  d ec lin e  in m arket cap italization . O ther dram atic d ec lin es  in m ar

ket cap ita lization , g iv en  resp ect iv e ly  are; V en ezu ela  -58 .5% , Turkey - 

4 4 .9% , M e x ic o  -44 .2% , B raz il -39% . R eg io n a lly , th e em erg in g  m arkets in 

Latin A m erica  and E urope ex p er ien ced  th e cr isis  m ore intim ately . D esp ite  

the lo w  p erform ance o f  the tw o  E uropean m arkets, R u ssia  and Turkey, so 

m e other m arkets o f  the region  perform ed  very  w e ll. G reece  and Portugal 

are tw o  g o o d  ex a m p les o f  th ese , as the m arket cap ita liza tion  in Septem ber  

w a s up by 60 .5%  and by 31 .6%  b etw een  S ep tem b er and en d -1 9 9 7 , 

resp ectively .

T he e ffec ts  o f  th e cr is is  w ere  d ifferen t in d e v e lo p e d  m arkets. A lth ou gh  

the in d ices  o f  the d ev e lo p ed  m arkets h a v e  a lso  s ig n ifica n tly  fa llen  at ti 

m es, the trend has b een  upw ard. S & P  5 0 0  in d ex  in  early  S ep tem b er w as  

35%  upper than its  le v e l at e n d -1 9 9 7  w h ile  the D -J . Industrial rose by  

22%  and N ik k e i 2 2 5  dropped b y  26% .

T he perform an ces o f  em erg in g  m arkets w ith  resp ect to P /E  ratio in  

O ctober ind icated  that the h ig h est rates w ere in  G reece  (2 5 .2 )  and T aiw an- 

C hina (2 2 .1 ). E x cep t th ese  tw o  cou n tries, in  a lm ost a ll o f  the em erg in g  

m arkets the P /E  ratio fe ll w ith  resp ect to  the e n d -1997  lev e l. T h e m o st s e 

r ious d ecreases  in  P /E  ratio w ere  o b serv ed  in  the stock  m ark ets’ o f  

In d on esia , K orea , C zech  R ep ., T hailan d , B razil and Turkey. T h e P /E  rati- 

o  in th ese  m arkets as o f  en d -O ctob er w ere (-2 8 .3 ) ,  ( -1 8 .3 ) ,  (-1 5 .9 ) , ( -3 .3 ) ,  

(6 .8 ) and (7 .0 ) , resp ectively .



E m erg in g  S to ck  M a rk e ts ’ Im p o r ta n c e  in th e  N atio n a l E co n o m y  (19.97)

G l o b a l  C a p i t a l  M a r k e t s  1 2 1

S o u r c e  : E m e r g in g  M a rk ets  In vestor , V o l.4 , N o .3 , M a rch  1 9 9 8 , 4 9 , 5 6 .
* : T h e  c a p ita liz a t io n  o f  s to c k  m ark et as o f  D e c e m b e r  1 9 9 7  is  th e  to ta l m ark et v a lu e  o f  the listed  

an d  trad ing  c o m p a n ie s  in  th e  c o u n tr y ’s  s to c k  e x c h a n g e  or  e x c h a n g e s . G D P /G N P  v a lu e s  are  

e s t im a te d  b y  the a d ju s tm en t o f  p r e v io u s  y e a r  G D P  a c c o r d in g  to la st y e a r s ’ g r o w th  ra tes.
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M a rk e t  C a p ita liz a tio n  (U SD  M illio n , 1986-1998/10)

Global Developed Markets Emerging Markets ISE

1986 6,514,199 6,275,582 238,617 938

1987 7,830,778 7,511,072 319,706 3,125

1988 9,728,493 9,245,358 483,135 1,128

1989 11,713,683 10,975,622 738,061 6,756

1990 9,393,545 8,782,267 611,278 18,737

1991 11,290,494 10,435,686 854,808 15,564

1992 10,833,177 9,949,721 883,456 9,922

1993 13,963,831 12,377,034 1,586,797 37,824

1994 15,154,292 13,241,841 1,912,451 21,785

1995 17,787,883 15,892,174 1,895,709 20,782

1996 20,158,845 17,932,888 2,225,957 30,792

1997 23.541.385 21.311.877 2.229.508 61.095

1998/10 25.517.367 23.751.900 1.765.467 30.585

Source: FIBV, Focus Monthly Statistics, January 1998; 1FC Factbook 1998; IFC Monthly Review October 98. 

Note: 1998/10 figures are taken from 50 countries’ data in H BV Focus October 1998.

C o m p a r iso n  o f  M a r k e ts ’ In d ices  (19 8 4 -9 8 /1 0 )



G lobal C apita l M arkets

W o rld w id e  S h are  o f E m e rg in g  C a p ita l  M a rk e ts  (1985=1998/10)

Source :IF C F actb ook  1994-1998, 16-23; iFC M onthly R eview , Nov. 1998; FIBV F ocu s N ov. 1998  

N ote : 1998/10  global total data are taken from 50  countries in FIBV, Focus, O ctober 1998.

T h e  IS E ’s S h a re  in W orld  M ark ets  (1 9 8 6 -1998 /10 )

I 1 Share in  Em erging Market's —$— Share \n Developed Markets

S o u r c e :  I F C  F a c t b o o k s ,  1 9 9 6 - 1 9 9 8 ;  I F C  M o n t h l y  R e v i e w ,  N o v e m b e r  1 9 9 8 .
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M a in  In d ic a to r s  o f  C a p ita l  M a rk e ts  (O c to b e r  1998)

Market Turnover 
Velocity 

(October 98}

Market Value of Share 
Trading 

(millions, USS) 
Up to Year 

Total

Market Market Cap, of 

Shares of Domestic 
Companies 

(millions, USS) 
(October 98)

1 NASDAQ 286.5% NYSE 6,117,738.5 NYSE 9,520,443.5

2 Taiwan 245.4% NASDAQ 4,423,202,4 Tokyo 2,221,195.4

3 Paris 239.2% London 2,474,430.2 London 2,110,423.0

4 Korea 195.5% Paris 1,715,059.8 NASDAQ 2,033,566.1

5 Madrid 179.6% Germany 1,274,426.1 Osaka 1,719,289.2

6 Istanbul 143.1% Taiwan 772,443.0 Germany 989,321.2

7 Geimany 126.9% Tokyo 628,123.7 Paris 894,717,3

8 Thailand 120.7% Switzerland 589,545.8 Switzerland 644,441.2

9 Switzerland 99.4% Madrid 535,478.5 Amsterdam 535,001.9

10 Italy 88.1% Italy 420,774.2 Toronto 507,186.0

11 NYSE 81.9% Amsterdam 341,834.7 Italy 479,343.3

12 Stockholm 81.6% Toronto 282,320.0 Madrid 369,248,4

13 Singapore 79.7% Stockholm 192,134.8 Hong Kong 345,085.0

14 Amsterdam 78.7% Barcelona 180,080.4 Australian 304,050,2

15 Lisbon 72.7% Hong Kong 177,055.4 Bilbao 298,497.4

16 Copenhagen 72.5% Bilbao 172,102.5 Barcelona 297,397.4

17 Oslo 69.4% Osaka 137,317.0 Taiwan 284,549.7

18 Irish 67.5% Australian ¡33,905.9 Stockholm 262,255.8

19 Helsinki 64.8% Korea 89,751.6 Brussels 215,757.9

20 Barcelona 62.3% Istanbul 60,574.9 Johannesburg 191,070.4

21 Athens 61.8% Copenhagen 54,237.5 Rio de Janerio 160,691.9

22 Toronto 60.0% Brussels 50,906.3 Helsinki 108,075.9

23 Jakarta 55.9% Johannesburg 49,560.7 Copenhagen 93,875.1

24 Hong Kong 54.1% Singapore 45,221.9 Mexico 92,860.6

25 Bilbao 54.1% Helsinki 44,589.0 Singapore 89,330,3

26 London 53.7% Lisbon 41,015.3 Korea 67,873.7

27 Warsaw 51.7% Athens 39,484.1 K.Lumpur 67,463.6

28 Australian 51.0% Oslo 36,911.2 Irish 61,581. i

29 Vancouver 45.8% Rio de Janerio 31,137.5 Lisbon 60,926.1

30 Vienna 45.0% Irish 30,410.8 Athens 56,878.2

31 N.Zealand 43.6% Mexico 27,860.6 Oslo 52,908.7

32 Tokyo 41.9% Buenos Aires 22,806.4 Santiago 49,383.9

33 B.Aires 40.6% K.Lumpur 22,734.1 Buenos Aires 46,766.4

34 Phillippine 33.1% Vienna 15,402.5 Tel-Aviv 37,833.4

35 Johannesburg 31.0% - Thailand 14,633.3 Vienna 37,595.4

36 Tel-Aviv 30.8% Tel-Aviv 12,402.5 Luxembourg 36,642.7

37 Mexico 29.3% New Zealand 11,974.7 Thailand 31,461.9

38 Brussels 27.4% Jakarta 8,973.1 Istanbul 30,585.8

39 K.Lumpur 22.9% Phillippine 7,758.7 Phillippine 30,215.1

40 Lima 19.4% Warsaw 7,432.2 New Zealand 2 2 ,521.0

41 Santiago 5.9% Santiago 3,922.0 Jakarta 16,755.5

42 Luxembourg 3.9% Lima 2,626.0 Tehran 14,991.9

43 Osaka 3.7% Vancouver 2,189.7 Warsaw 12,961.1

44 Teiiran 3.5% Luxembourg 1,264.5 Lima 10,101.1

45 Rio de Janerio 1.9% Tehran 805.8 Vancouver 4,246.9

Source: FIBV, Focus, October 98.
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T rading Volume (USD billion, 1 9 8 6 -9 8 /1 0 )

Global Deveioped Emerging ISE Emerging/ 
Global {%)

ISE/ 
Emerging (%)

1986 3 ,5 7 3 ,5 7 0 3 ,4 9 0 ,7 1 8 8 2 ,8 52 13 2.3 2 0 .0 2

1987 5 ,8 4 6 ,8 6 4 5 ,6 8 2 ,1 4 3 164,721 118 2 .8 2 0 .0 7

1988 5,9 9 7 ,3 21 5 ,5 8 8 ,6 9 4 4 0 8 ,6 2 7 115 6.81 0 .0 2

1989 7 ,4 6 8 ,2 1 5 6 ,3 0 2 ,6 8 7 1 ,1 65 ,528 773 15.61 0 .0 7

1990 5 ,5 1 2 ,1 2 9 4 ,6 1 7 ,6 8 8 8 9 4,441 5 ,8 5 4 16.23 0 .6 5

1991 5 ,0 1 6 ,3 7 9 4 ,4 1 0 ,8 5 5 6 0 5 ,5 2 4 8 ,502 12,07 1.42

1992 4 ,7 7 8 ,4 2 9 4 ,1 6 5 ,5 0 1 6 1 2 ,9 2 8 8,567 12.83 1 .34

1993 7 ,7 0 2 ,5 0 2 6 ,6 3 3 ,6 8 4 1 ,0 6 8 ,8 18 2 1 ,7 7 0 13.88 2 .1 7

1994 1 0 ,085 ,703 8 ,4 4 5 ,5 85 1 ,6 40,118 23 ,203 16.26 1.32

1995 11 ,6 66 ,26 0 1 0 ,6 32 ,76 3 1 ,0 33 ,497 5 2 ,3 57 8 .8 6 4 .9 7

1996 1 3 ,5 80 ,05 0 1 1 ,9 93 ,23 2 1 ,5 86 ,818 37,737 11.7 2 .3 8

1997 1 9 ,4 84 ,70 6 1 6 ,7 82 ,99 5 2 ,7 01 ,711 58 ,1 04 13.9 2 .15

1998/10 2 1 ,3 0 4 ,5 5 9 19 ,6 55 ,63 8 1,648,921 60,5 75 7 .77 3 .67

Source: F C  Factbooks 1997-1998; FJBV Focus Nov. 98.

Note: 1998/10 figures are taken from 50 countries in F1BV Focus Nov. 98.

N u m b e r  o f  T r a d in g  C o m p a n ie s  (1 9 8 6 -9 8 /1 0 )

Global Developed Emerging ISE Emerging/ 

Global (%)

m l

Emerging (%)

1986 2 8 ,1 7 3 18,555 9 ,618 40 34 .14 0 .42

1987 2 9 ,2 78 18,265 11,013 50 3 7 .6 2 0 .45

1988 2 9 ,2 7 0 17,8 05 11,465 50 39 .17 0 .4 4

1989 2 9 ,4 8 6 17,478 12,008 5 0 4 0 .7 2 0 .4 2

1990 2 8 ,9 18 16,403 12,515 110 43 .2 8 0 .88

1991 25 ,951 16,315 9 ,6 3 6 134 37.13 1.39

1992 2 7 ,5 8 6 17 ,227 10,359 145 37 .55 1.40

1993 2 8 ,7 68 17,431 11,337 152 39.41 1 Î.3 4

1994 3 6 ,0 78 19 ,064 17 ,014 176 4 7 .1 6 1.03

1995 3 8 ,8 6 4 19,467 19,397 205 49 .91 1.06

1996 42 ,351 2 0 ,0 88 2 2 ,2 63 228 5 2 .6 0 1.36

1997 4 0 ,5 9 3 2 0 ,6 5 6 19,937 258 49.1 1 .29

1998/1(1 3 6 ,0 54 18,961 17,093 277 4 7 .4 1.62

Source: 1FC F actb ook s 1 9 9 7 -1 9 9 8 ; F 1B V  F o c u s  N ov . 98 .

N ote: 1 9 9 8 /1 0  f ig u r es are taken from  5 0  cou n tr ies in F IB V  F o cu s N ov. 98 .



2 6 I S E  R c w i e v s

C om parison  of M a rk e ts ’ P erfo rm an ces  (1998/10)

S o u rc e : IF C , M o n th ly  R e v ie w , O c to b e r  1 9 9 8 .
N o ie s :  P /B =  M ark et V a lu e  (p r ic e ) /B o o k  V a lu e; P /E  =  P r ic e /E a r n in g s .  

: F ig u r e s  are ta k en  fro m  IF C  G lo b a l  I n d e x  P r o f i le .

P r ice-E a rn in g s R at io s in  E m erg in g  M a rk ets  (1993-1998 /10 )

1993 1994 1995 1996 1997 1998/10

Greece 10.2 10.4 10.5 10.45 13.1 25.2

Taiwan,China 34.7 36.8 21.4 28.16 32.4 22.1

M exico 19.4 17.1 28.4 16.79 22.2 16.1

Jordan 17.9 20.8 18.2 16.89 12.8 15.1

H ungary 52.4 -55.3 12 17.48 25.2 14.4

P hilippines 38.8 30.8 19 19.99 12.5 13.1

Chile 20 21.4 17.1 27.76 15.9 13

A rgentina 41.9 17.7 15 38.21 17.1 12.6

India 39.7 26.7 14.2 12.32 16.8 11.5

M alaysia 43.5 29 25.1 27.11 13.5 11.4

S.A frica 17.3 21.3 h  18.8 16.27 12.1 10.4

Poland 31.5 12.9 7 14.3 10.3 9.4

Turkey 36.3 31 8.4 10.74 18.9 7

B razil 12.6 13.1 36.3 14.5 15.4

Q
G

Thailand 27.5 21.2 21.7 13.06 4.8 -3.3

Czech Rep. 18.8 16.3 11.2 17.62

O
O

0
6 -15.9

Korea 25.1 34.5 19.8 11.69 11.6 O
O

Indonesia 28.9 20.'2 19.8 21.62 11.2 -28.3

Source: IFC Factbook 1996-1998. 129-233: IFC Monthly Review. October 1998. 

Note : Figures are taken from IFC Global Index Profile.
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IS E ’s P r ice -E a rn in g s  R at io  (1986-1998 /10 )

S o u rce : iS E  M o n th ly  B u lle t in , O c to b e r  1 9 9 8 .

M a rk et V a lu e /B o o k  V alue R at io s (1 993-1998 /10 )

1993 1994 1995 1996 1997 1998/10

Greece 1.9 1.9 1.8 2.01 2.9 3.9

Hungary 1.6 1.7 1.2 1.97 3.7 2.8

Taiwan,China 3.9. 4.4 2.7 3.31 3.8 2.5

Turkey 7.2 6.3 2.7 3.98 9.2 2.4

Jordan 2.0 1.7 1.9 1.71 1.6 1.7

India 4.9 4.2 2.3 2.07 2.7 1.6

S.Africa 1.8 2.6 2.5 2.34 1.9 1.6

Mexico 2.6 2.2 1.7 1.68 2.5 1.5

Poland 5.7 2.3 1.3 2.59 1.6 1.3

Argentina 1.9 1.4 1.3 1.62 1.8 1.3

Philippines 5.2 4.5 3.2 3.14 1.7 1.2

Chile 2.1 2.5 2.1 1.59 1.6 1.1

Thailand 4.7 3.7 3.3 1.78 0.8 1.1

Indonesia 3.1 2.4 2.3 2.66 1.5 1.0

Malaysia 5.4 3.8 3.3 3.78 1.8 0.9

Czech Rep. 1.3 1.0 0.9 0.89 0.8 0.7

Brazil 0.5 0.6 0.5 0.73 1.1 0.6

Korea 1.4 1.6 1.3 0.76 0.6 0.6

S o u rce: I F C F a c tb o o k  1 9 9 6 -1 9 9 8 , p p .1 2 9 -2 3 3 ;  IF C  M o n th ly  R e v ie w , O c to b e r  9 8 .
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M a rk et V alue o f  B on d s (M illion  U S D , J a n - O e t  1998)

S o u r c e :  F I B V , F o c u s ,  M o n t h l y  S t a t i s t i c s ,  O c t o b e r  1 9 9 8 .
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F o r e ig n  I n v e s tm e n ts  a n d  M a r k e t  C a p ita l iz a t io n  in  
E m e r g in g  M a rk ets  (1988-1997)

S o u r c e :  IF C  F a c tb o o k  1 9 9 8 , 6 -2 3 .

Source: ISE Data, CBTR Databank.
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F o re ig n ers  S h are  in  th e  T rad in g  V olum e o f  th e  ISE
(Jan . 95- O ct. 1998)

• i  >^ \ 0  M  O  —  r-i - I  r i  « “] » f  If] ^  CO c \  d  J  r i  » <  r i  » f  l / i  ^  M  6  T-i N  r i  ^  » r  l r  \ ä  K  w  f l \  O  
S > O O O d O « “ < i - ‘ i - ( 0 0 0 « ' S ' © O O O t H ’- H i - H O O ^ ^ O O © O O i » 1 T H i H O O O O O O O C i O i H

M onth s

S o u rce : IS E , D ata

R etu rn  In d ex  C o rre la t io n s o f  th e  IS E  (Sep . 1993-S ep . 1998)

*

Russia

❖
Hungary

IFCC Composite 
*  Mexico

Cheek Rep. 

F& T 1 0 0 ^  ^  *

Indonesia

S&P 500.
❖

Chile ^  4 

❖  S. Africa 

Argentina

*  0  Brazil

China *  *  .
Philippine

Kurea

Jordan

*  *  Malaysia

Thailand
Taiwan

Nikkei
4

N o te s:  T h e  c o r r e la t io n  c o e f f ic ie n t  is b e tw e e n  -1 an d  + 1 . i f  it is  z ero , fo r  th e  g iv e n  p er io d , it is  

im p lie d  that there is n o  lin ea r  rela tion  b e tw een  tw o  se r io u s  o f  returns. F or  m o n th ly  return 

in d e x  c o r r e la t io n s  (IF C G ) s e e .  IF C , M o n th ly  R e v ie w , S e p te m b e r  1 998 .



T he IS E  R e v ie w  V olum e: 2  N o: 7 -8  July - D ecem b er  1998  

IS S N  1 3 0 1 -1 6 4 2  © I S E  1997

ISE

Marke t In d icato rs

STOCK MARKET

T ota l V a lue M arke t Va lue
Dividend

Yield

P/E

Ratios

ö  'S Total Daily Average
İ  ^

ä  <3 {TL Billion) (US$ Million) (TL Billion) (US$ Million) (TL Billion) (US$ Million) (%)

198i 80 9 13 - - 709 938 9,15 5,07

198' 82 105 118 - - 3.182 3.125 2,82 15,86

1988 79 149 115 1 _ 2.048 1.128 10,48 4,97

İ98S 76 1.736 773 7 3 15.553 6.756 3,44 15,74

199i 110 15,313 5.854 62 24 55.238 18.737 2,62 23,97

199 134 35.487 8.502 144 34 78.907 15.564 3,95 15,88

199 145 56.339 8.567 224 34 84,809 9.922 6,43 11,39

199: 160 255.222 21.770 1.037 89 546.316 37.824 1,65 25,75

199* 176 650.864 23,203 2.573 92 836.118 21.785 2,78 24,83

İ99Î 205 2.374.055 52.357 9,458 209 1.264.998 20.782 3,56 9,23

199i 228 3.031.185 37.737 12,272 153 3.275.038 30.797 2,87 12,15

199" 258 9.048.721 58.104 35.908 231 12.654.308 61.879 1,56 24,39

199i 277 16.962.428 66.904 75.389 297 10.374.768 34.485 3,45 8,65

1998 /Q l 262 3.810.696 17.133 63.512 286 12,424.795 51,680 2,71 15,09

1998/Q2 271 6.002.655 23.856 103.494 411 16.265.640 61.442 2,14 19,03

1998/Q3 277 4.723.134 17,435 71.563 264 9.341.353 33.900 3,83 7,80

199m*) 277 2.425.944 8.480 59,169 207 10.374.768 34.485 3,45 8,65

Q : Quarter

(*): The fourth quarter includes the October-November period.
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Closing Values o f  the  ISE Price Indices

TL Based
NATIONAL-100 NATIONAL INDUSTRIALS NATION AL-S ERV1CES MAT10M A L-FINANCIALS

(Jan, 1986=1) (Dec.31,90=33) ? (Dec.27,96=1046) (Dec. 31,90=33)

1986 1,71 — —

1987 6,73

1988 3,74 .— — —

1989 22,18 — —

1990 32,56 32,56 — 32,56 ;

1991 43,69 49,63 ■— 33,55

1992 40,04 49,15 — 24,34

1993 206,83 222,88 191,90

1994 272,57 304,74 — 229,64

1995 400,25 462,47 — 300,04

1996 975,89 1.045,91 1.045,91 914.47

1997 3 . 4 5 1 - 2 . 6 6 0 - 3.593 — 4.522,—

1998 2.577,54 1,904,87 3.583,56 3.241,29 ;;

1998/Q1 3.259,06 2.746,90 3.892,74 4.024, Î 2

1998/Q2 4.100,00 3.503,84 4.967,07 4 .957,42 ;;

1998/Q3 2.265,94 1.957,92 3,089,99 2.687,70

1998/Q4(*) 2.577,54 {.904,87 3.583,56 3 .241,29 ;;

US $  Based
NATIONAL-100 NATIONAL-INDUSTRIAL NAT10NAL-SERVICES NATIONAL HNANCIALS

(Jan. 1986=100) (Dec.31,90=643) (Dec.27,96=572) (Dec. 31,90=643)

1986 131,53 — — “ “  ; ; y :

1987 384,57 — —

1988 119,82 — — —  :

1989 560,57 — —

1990 642,63 642,63 642,63

1991 501,50 569,63 — 385,14

1992 272,61 334,59 — 165,68

1993 833,28 897,96 — 773,13

1994 413,27 462,03 348,18

1995 382,62 442,11 — 286,83

1996 534,01 572,33 572,— 500,40

1997 981,99 756,91 1.022,40 1.286,75

1998 498,55 368,44 693,14 626,94

1998/Q1 788,82 664,86 942,19 973,99

1998/Q2 901,23 770,19 1.091,82 1.089,70

1998/Q3 478,51 413,46 652,52 567,57

1998/Q4(*) 498,55 368,44 693,14 626,94.

Q: Quarter (*): T h e fourth quarter figures are as o f  N ovem b er 3 0 ,1 9 9 8 .
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BONDS AND BILLS MARKET 

Traded Value

O utr ight P urchases and Sales M arket

Total Daily Average

TL Billion US$ Million TL Billion US$ Million

1991 1.476 312 11 2

1992 17.977 2.406 72 10

1993 122.858 10.728 499 44

1994 269.992 8.832 1.067 35

1995 739.942 16.509 2.936 66

1996 2.710.973 32.737 10.758 130

1997 5.503.632 35.472 21.840 141

1998 15.565.723 60.440 68.571 266

1998/Q1 3.186.680 14.154 52.241 232

1998/Q2 4.842.578 19.069 83.493 329

1998/Q3 4.541.395 16.780 68.809 254

1998/Q4(*) 2.995.070 10.437 71.311 248

R ep o -R ev erse  R ep o  M a rk et

Total Daily Average

TL Billion US $ Million TL Billion US $ Million

1993 59.009 4.794 276 22

1994 756.683 23.704 2.991 94

1995 5.781.776 123.254 22.944 489

1996 18.340.459 221.405 72,780 879

1997 58.192.071 374.384 230.921 1.486

1998 87.308.471 339.635 384.619 1.496

1998/QÎ 19.320.590 86.636 316.731 1.420

1998/Q2 20.689.218 81.921 356.711 1.412

1998/Q3 30.278.897 111.327 458.771 1.687

1998/Q4 (*) 17.019.766 59.752 405.233 1.423

Q: Quarter

(*): T h e fourth quarter includes the O ctob er-N ovem b er period.
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T L  B a s e d

30 Days 91 Days 182 Days General
1996 103,41 110,73 121,71 110,52

1997 102,68 108,76 118,48 110,77

1998 102,91 108,52 115,72 108,98

199 8 /Q 1 103,53 111,16 122,77 112,03

1998/Q2 105,54 117,13 134,03 117,55

1998/Q3 104,23 110,67 115,30 112,21

1998/Q4 (*) 102,91 108,52 115,72 108,98

—  ISE GDS Perform ans Ind ices (D ecem ber 25-29,1995= 100)

TL Based

30 Days 91 Days 182 Days

1996 222,52 240,92 262,20

1997 441,25 474,75 525,17

1998 764,74 844,13 925,02

1998/Q1 523,70 571,24 646,15

I998/Q 2 605,48 673,87 762,24

1998/Q3 685,90 755,45 827,84

1998/Q4 (*) 764,74 844,13 925,02

U S  $  B a s e d

1996 122,84 132,99 144,74

1997 127,67 137,36 151,95

1998 150,40 166,01 181,92

1998/Q 1 128,88 140,58 159,02

1998/Q2 135,33 150,61 170,36

1998/Q3 147,27 162,21 177,75

1998/Q4 (*) 150,40 166,01 181,92

Q : Quarter

(*): T h e fourth quarter figures are as o f  N o v em b er  3 0 ,1 9 9 8 .
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S o c i a l  S e c u r i t y  in  th e  2 1 s1 C e n t u r y ,  E ds. E ric R. K IN G S O N , Jam es H. 

S C H U L Z , O xford  U n iv ers ity  P ress, N e w  York, 1997 , pp. xxii-f-313.

B e in g  related  w ith  the cultural issu es  as w e ll as the ec o n o m ic  structure, 

var ious so c ia l secur ity sy stem s are b e in g  applied  in d ifferen t countr ies. 

U S  so c ia l secur ity program , w h ich  can  be regarded as the m o st im portant 

so c ia l program  that has b een  ap p lied  su cce ssfu lly  for m ore than fifty  y e 

ars, n eed s to  b e  restructured in  the b eg in n in g  o f  the n ew  era.

“S o c ia l S ecu r ity  in  th e 2 1 st C entury” , w h ich  has b een  ed ited  by the  

U n ited  S ta te s ’ lead in g  exp erts, n a m ely  K in g so n  and S ch u lz , p rov id es th e  

b as ic  facts and an u nderstand ing o f  the var ious issu es surround ing so c ia l 

secur ity. It a lso  d isc u sse s  the reform  o f  the sy stem  d ue to the rap idly ch an 

g in g  w ork in g co n d it io n s and fa m ily  structure.

T he im p etu s for th is b o o k  ca m e from  the N a t i o n a l  A c a d e m y  o f  S o c i a l  

I n s u r a n c e , w h ich  co n s is ts  o f  so c ia l insurance experts w h o  c o m e  from  a 

var iety  o f  d isc ip lin es  and p ro fe ss io n s in clud ing  actuarial sc ien ce , e c o n o 

m ics , health  p o licy , h istory, law , and so c io lo g y . E ach o f  the authors as re 

co g n ized  exp erts in  the d ev e lo p m en t o f  the n a tio n ’s so c ia l insu ran ce, pri 

va te  p en sio n , and h ea lth  fin a n c in g  sy stem s, p rov id e  a w id e  range o f  v ie w s  

w ith  regard to  the d efin itio n  o f  so c ia l secu rity  problem  and preferred  p o 

l ic y  so lu tio n s. T he b o o k , gen era lly  fo c u s in g  on  the red istrib utive asp ects  

o f  so c ia l security  and the is su e s  co n cern in g  its fin an cin g  and ec o n o m ic  e f 

fe c ts , is d iv id ed  in to  four parts w h ich  are co m p o sed  o f  18 artic les.

T h e  tw o  artic les in  the first part p resen t a short o v er v ie w  o f  the first 

sec tio n . C hapter 1 ex p la in s  the ration ale for govern m en t in tervention  in 

p rov id in g  p en sio n  in c o m e  and d ifferen t form s o f  p o ss ib le  govern m en t in 

terven tion s. T h is chapter attem pts to  la y  out sp ec if ic  o b jec tiv es  o f  g o v ern 

m en t in tervention  and ev a lu a tes  the p erform ance o f  each  form  in a ch ie 

v in g  th o se  o b jec tiv es . C hapter 2 rev iew s th e  h istory  o f  so c ia l insurance in  

four d istin ct periods; the p re -1 9 3 5  stru gg le  for p o lit ica l leg itim acy , 1935- 

5 0  fig h t for su rv iva l, 1 9 5 1 -7 2  p eriod  o f  ex p a n sio n , and the p o s t-1 9 7 2  p e 

r iod  o f  so lu tion s o f  issu e s  re la ting  to cost.

T he seco n d  part o f  th e b o o k  con ta in s e le v e n  artic les, w h ich  fo cu s  on  

the ec o n o m ic  e ffe c ts , a ffordability , im p act on  the federal budget, fa irn ess  

to  variou s grou p s, b en efit  adequacy, ch a n g es in  d isab ility  p o lic y  and g e -
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nera tional equ ity . Chapters p rov id e a w id e  range o f  v ie w s  w ith  regard to  

q u estion s about so c ia l secur ity and preferred  p o lic y  so lu t ion s.

Chapter 3, w r itten  by the ed itors, r e v ie w s  the d ebate about w h eth er re 

ce ip t o f  so c ia l secur ity sh ou ld  be m ea n s-tested  or con tin u e to  b e pa id  re 

gard less o f  in co m e lev e ls . C hapter 4 , p rov id es an a n sw er to  the q u estion  

o f  w h eth er b en efits  are too  h igh  or lo w  w ith in  severa l con tex ts.

T h e q u estion s o f  h o w  the so c ia l secur ity program  actually  w orks and  

h o w  w e ll it a cco m p lish es  the so c ia l o b jec t iv es  that h a v e  b een  set out for  

it, is  an sw ered  in  C hapter 5 b y  d escr ib in g  th e re la tion sh ip  b etw een  

O A S D I (O ld -A g e , Surv ivors, and D isa b ility  Insurance Program ) taxes p a 

id and b en efits  rece iv ed . A  s iza b le  literature on  th is su bject is a lso  g iven  

herew ith .

T h e ch an ges in  w ork  and fa m ily  ro les that h a v e  altered the patterns o f  

eco n o m ic  d ep en d en cy  am on g  fa m ily  m em b ers are d escr ib ed  in  C hapter 6. 

T h is chapter a lso  d isc u sse s  reform s in  th e  b en ef it  structure o f  the “S o c ia l  

Insurance” program . T h e n ex t chapter fo c u se s  on  the p ro v is io n  o f  in co m e  

for th o se  p rotected  w ith in  the sch em e  o f  th e  d isab ility  p o lic y  and on  the  

issu e s  about the d isab ility  p o lic y  reform s.

B oth  th e so c ia l secur ity and the pr ivate p en s io n  sy stem s in flu en ce  the  

retirem ent d ec is io n s  o f  the o lder p e o p le  and m o v e  th e trend tow ards ear 

lier retirem ent. T h e  determ inants o f  the tim in g  o f  retirem ent are d iscu ssed  

in C hapter 8 by fo c u s in g  on  f in a n c ia l factors in  both  so c ia l secu r ity  and  

pr ivate p en s io n  sy stem s.

C on s id er in g in d iv id u a l in c en t iv es , cap ital accu m u lation , and the issu e  

o f  co m p e t it iv en ess , the typ es o f  ec o n o m ic  im p act o f  so c ia l secur ity on  the 

ec o n o m y  are ex a m in ed  in  C hapter 9. A fter  an  an a ly s is  o f  the im p lica tion s  

o f  in v est in g  a p ortion  o f  the S o c ia l S ecu r ity  Trust Funds in  pr ivate se c u 

r ities, p u b lic  attitudes ju x tap osed  w ith  so c ia l secu r ity  d ev e lo p m en ts  are 

re v iew ed  in C hapter 11. A  d eta iled  an a ly s is  o f  su rvey  fin d in g s about the  

p u b lic ’s k n o w le d g e  o f, support for, and co n f id en ce  in  so c ia l secur ity, in c 

lud ing a co m p a r iso n  o f  p u b lic  co n f id en ce  in  so c ia l secur ity, pr ivate p en 

s io n s, and p erson a l sa v in g s is  a lso  g iv en  in th is chapter.

T h e q u estion  o f  w h eth er A m e r ic a ’s o ld er  c it izen s  re ce iv e  to o  large a 

proportion  o f  the share o f  the in co m e, that the n a t io n ’s so c ia l program s  

d istribu te , at the ex p en se  o f  th e  y o u n g  has p rom p ted  a co n s id erab le  a m o 

unt o f  co m m en t in  the last d ecad e. T h e  d eb ate about the general co n flic t  

b etw een  o ld -a g e  b en efic ia r ies and y o u n g  a g e  groups o v er  so c ia l secur ity  

p en s io n s  is p rov ided  in  Chapter 12. T he co n f id en ce  in  the lon g-ran ge f is 
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ca l v iab ility  o f  the so c ia l secur ity program  and its relationsh ip  w ith  the a c 

tuarial status o f  the program  is d isc u sse d  in  the next chapter.

T he articles concerned w ith  the issu es concerning the financing and e c o 

n om ic effects o f  socia l security  and its redistributive aspects in the second  

part o f  the b ook  are evaluated  in  the third part o f  the book. T hree chapters 

in this part com m ent on issues includ ing the w indfall gains to start-up g en e 

rations, the com p lex ities in the treatm ent o f  sin g le  earners and o f  on e- and 

tw o-earner cou p les, the lack o f  certainty in  the financial projections prepa 

red by the actuaries, and the lega l foundations and adm inistrative structure 

w hich  have engendered the supported p o litica l culture for socia l security.

T h e  fin a l part o f  the b o o k  con cen tra tes on  the future and the issu es o f  

th e reform . A  w id e  range o f  reform s to  b e  avo ided  are a lso  id en tified  in 

th is part. F undam ental p rincipals u n d er ly in g  a future reform  o f  so c ia l s e 

curity  sy stem  and a num ber o f  is su e s  in c lu d in g  d elays in both the norm al 

and the early  en titlem en t a g e  are ex a m in ed  in Chapter 17. A  reform  p ac 

k age to  restore actuarial b a lan ce  is presented  in  the last chapter.

T h is b ook , w h ich  is the result o f  a lo n g  and hard w ork  o f  an em in en tly  

q u alified  group o f  authors, is a u sefu l resource for all participants in the 

so c ia l security. A s  th e  authors o f  the chapters in this b ook  a v o id  tech n ica l 

jargon, p eo p le  w h o  k n o w  very  little  about p en sion s can  get a com p reh en 

s iv e  o v erv iew  o f  con tem p orary  so c ia l security  issues. B y  en largin g  the 

com m u n ity  o f  the w e ll  in form ed , the d eb ates about the b asic  princip les  

that d e fin e  the sco p e  and p u rp ose o f  so c ia l security d iscu ssed  in this b o 

ok  w ill  gu id e p o licym ak ers as w e ll  as a ll readers to restructure the system .

P e n s io n  F u n d  I n v e s tm e n t  M a n a g e m e n t , Ed. Frank J. F ab ozz i, M cG raw  - 

H ill, 1990 , ss. v ii+ 3 0 6  .

T h e  n eed  for so c ia l security  is co m p en sa ted  through various m eans in  d if 

ferent so c ie t ie s  from  the b eg in n in g  o f  history. W h ile  the in -h o u se  so lid a 

rity p layed  an im portant ro le  at first, the aid  ex ten ded  to the poor by the 

state and in d iv id u a ls, m o stly  d u e to  re lig io u s  or som e other instin cts, b e 

gan  to  take its p lace. T he sy stem  b egan  to  ch an ge in the M id d le  A g e , and  

the p ro fession a l organ ization s p la y ed  th e m ain  ro le  until the industria l re 

vo lu tion . In the seco n d  h a lf  o f  the 1 8 0 0 s , th e estab lishm en t o f  m o d em  s o 

c ia l security  sy stem s, d im in ish ed  th e ro le  o f  in -h ou se  solidarity  and the 

p ro fessio n a l organ izations. T h e la st ring o f  th is chain  is the private p en si-
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T he s ig n if ica n tly  g row in g  fin an c ia l assets o f  in stitu tion al in vestors that 

m an age pr ivate p en s io n  fu n ds and the le v e l th ey  reach ed  today, ca u sed  the 

subject o f  m an agem en t o f  th ese  funds to  b eco m e  a very  im portant issu e . 

T h e b o o k  “P en sio n  F und In vestm en t M an a g em en t” ed ited  b y  Frank  

F a b o zz i, is an ex c e lle n t sou rce that sh ed s lig h t on  the co m p lex  resp o n s i 

b ilities o f  fund  sp on sors and their ad v isors and on  n ew  tech n iq u es h elp fu l 

in o v erco m in g  the p rob lem s that occu r in the m an agem en t o f  th ese  funds.

T he b ook  con ta in s 15 chapters w r itten  by d ifferen t authors. A lth ou gh  

each  chapter h an d les d ifferen t su bjects, the o vera ll m e ssa g e  o f  the b o o k  is  

about lon g-term  g o a ls , p o lic ie s  and strateg ies w h ich  are co m p u lso ry  for a 

su cce ssfu ll p en s io n  fund m an agem en t. A n  author m en t ion s that in m an a 

g in g  a p en s io n  fund the w h o le  is far m ore than the su m  o f  its parts.

T he secon d  chapter, w r itten  b y  Jeffery Y. B a ile y s  p rop oses a w o r ld -v i 

ew  w h ere sp on sors are o b jec t iv e  r isk  con tro llers and lon g-term  planners  

as op p o sed  to  short-term  return m ax im izers.

C hapter three, w r itten  b y  R obert D , P eter L , en titled  “D e f in in g  and  

M an ag in g  P en sio n  Fund R isk ” , d isc u sse s  the ro le  in  asset a llocation  that 

p en s io n  fund risk p lays. Furtherm ore, it is m en tion ed  that the nature o f  l i 

ab ility  risk is not as s im p le  as it seem s.

In the fourth chapter “M an ag in g T he A sse t  M ix: D e c is io n s  and  

C o n seq u e n c es” , th e w r iter A m o tt stresses th e  im portance o f  not a llo w in g  

the m arket to  d eterm in e asset a llo ca tio n  p o licy .

Garry A llen , M ark F in n  and D a n ie l C o g g in  d isc u sse d  th e su bject 

“O rgan izing Internal A sse t  M an agem en t for the 1 9 9 0 s” in  chapter f iv e  

and p rop osed  a w ay  to  m an age internal m anagers that  is  a dram atic depar 

ture from  th e traditional pyram id m an agem en t m eth od . T h e fo llo w in g  tw o  

ch apters ex a m in es  the u se  o f  b enchm ark  p o rtfo lio s and the w a y  o f  u s in g  

benchm arks to  d e f in e  and f ill  m anagers a ss ign m en ts. T he w r iter a lso  e x a 

m in es b u ild in g f ix ed  p ortfo lios and the fu ture o f  b en chm arks for other a s 

set c la sse s  su ch  as real estate. B oth  o f  th ese  chapters em p h a s ize  the ro le  

o f  ben ch m ark s in  d eterm in in g  the d es ired  risk/return  p ro file  o f  th e fu n ds.

C hapter e ig h t stresses the im portance o f  v ie w in g  p ortfo lio  r isk  ar ising  

from  the fu n d ’s m anagers. G r in old  m en tion s that co m p en sa tio n  p lan s b a 

sed  on  assets  under m an agem en t are not co n s isten t w ith  th e sp o n so r ’s g o 

al o f  m a x im iz in g  the v a lu e  added  cap ab ility  o f  a g g re ss iv e  m anagers.

D iv e c h a  and N ic k  M en ch er the author o f  chapter n in e titled  “M anagers  

F ees  from  P erform ance V iew p o in t” fo c u se s  on  th e lim its o f  fe e s  b ased  on

on systems.
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assets  under m an agem en t. T he authors m en t ion  that the perform an ce fees  

requ ire sp onsors to  ex e rc ise  greater care and v ig ila n ce  in their m an a g e 

m en t o f  m anagers.

T he fo llo w in g  f iv e  chapters fo cu s  on  the relationsh ip  b etw een  sp o n 

sors and their m anagers. C hapter 10 “Structuring M anagers U sin g  

F u n d am en ta ls” d isc u sse s  the fact that u sin g  an o p tim ized  a llo ca tio n  pro 

c e s s  to  incorporate the sk ills  and s ty les  o f  m anagers, sp on sors can  better  

link  their m anagers to  the fu n d ’s o vera ll p o lic y  g u id e lin es. T he id ea  o f  v i 

ew in g  fund  m an agem en t as an organ ic w h o le  is  con tin u ed  in  the d isc u ss i 

o n  o f  se lec tin g  m anagers in  C hapter 11 titled  “M o n ey  M anager S election :  

A  Top D o w n  A p p roach ” . “A ttributing Perform ance to S p on sors and  

M an agers” is  th e title  o f  the fo llo w in g  chapter w h o se  author S urgz argu 

e s  that the e ffec ts  on  perform an ce o f  m a n a g ers’ and sp o n so rs’ d ec is io n s  

can  b e  d ifficu lt to  u n tan g le, but m u st b e understood  if  the fund is to  su c 

ceed .

M argarett H . the w riter o f  C hapter 13 fo c u se s  on  the sp o n so r ’s ro le in 

o v e r a ll fu n d  p er fo rm a n ce . T h is  ch ap ter  en titled  “ S e le c t in g  an 

International In vestm en t M an ager” fo c u se s  on  the k ey  issu es o f  se lec tin g  

an international benchm ark , d ec id in g  w h eth er or not to h ed g e  curren cies, 

se lec tin g  b e tw een  a ctiv e  and p a ss iv e  m an agem en t and se lec tin g  an in v est 

m en t sty le .

In C hapter 14 the author, K eith  P., presents the p rob lem s inherent in  o -  

ne o f  the m o st con troversia l se ts  o f  standards for corporate p en sio n  p lans. 

T he author su g g ests  that th e ru les sh ou ld  be recon sid ered  and rev ised  to  

better a cco m p lish  their in itia l go a ls .

T he last chapter “B lurring L in es B e tw een  P u blic  and Private P en sion  

F u n d s” b y  M encher, m en tion s the in creasin g  sim ilarity  b e tw een  the m et 

h od s u sed  by corporate and p u b lic  fu n ds. T he author a lso  argues that an 

eth ica l d im en sio n  to fund  m an agem en t m igh t h elp  to attract and k eep  ca 

p ab le p erson n el in the p u b lic  sphere.

P e n s io n  F u n d s :  R e t i r e m e n t - l n c o m e  S e c u r i t y  a n d  C a p i ta l  M a r k e t s ,  A n  

I n t e r n a t i o n a l  P e r s p e c t i v e , E . P h ilip  D a v is , O xford  U n iv ersity  P ress, 1995, 

pp. x ii  +  33 7 .

P op u lation  a g e in g  w ill b e  o n e  o f  the m o st determ ined  characteristics o f  

th e 21 . Century. W hereas p eo p le  o ver  6 0  w ere 10-15  percent o f  the w orld
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p op u lation  in  the 1990s, this rate is ex p ec ted  to  be 2 0 -3 0  percent by the  

2 0 3 0 s . T h is ch a n g e  w ill  lead  to  m ore retirees, le s s  labour force, m ore s o 

c ia l secur ity cost, le s s  p rod u ctiv ity  and e ff ic ien cy , lo w er  ec o n o m ic  grow th  

due to le ss  sa v in g  and in vestm en t, b ig g er  b u d get d e f ic it  and h igh er in fla 

tion.

T h is b o o k  o ffers  an o v er v ie w  o f  the ec o n o m ic  issu es  relating to  the d e 

v e lo p m en t o f  fu n ded  p en s io n  sch em es to  co m p lem en t so c ia l secur ity as a 

p o ss ib le  approach to  rapid p op u lation  a g e in g  in  the industr ial coun tr ies. 

To a n a lyse  the structure, regulation  and perform an ce o f  p en s io n  funds and  

ex p er ien ce  regard ing so c ia l secur ity, the m ater ial w ere  p rov ided  from  

tw e lv e  O E C D  cou n tr ies - the U S A , the U K , the N eth erlan d s, S w itzerland , 

S w ed en , D enm ark, Japan, Canada, G erm any, A u stralia, France and Ita ly- 

and tw o  d ev e lo p in g  cou n tr ies - C h ile  and S in gap ore.

P en sion  fu n ds, w h ich  can be d efin ed  as fin an cia l in term ed iar ies, u su 

a lly  sp onsored  by n o n -fin an c ia l co m p a n ies , w h ich  c o lle c t  and in vest  

funds on  a p o o led  b as is for even tu a l p aym en t to  m em b ers in  the form  o f  

p en s io n s, h a v e  a p erv a s iv e  in flu en ce  on  the eco n o m y , a ffectin g  the m atu 

rity and the m agn itu d e o f  sa v in g s, patterns o f  em p lo y m en t and re tirem ent, 

ad eq uacy and d istr ibution o f  retirem ent in c o m e , and corporate fin ance. 

T h ey  are co n v en t io n a lly  seen  as m erely  on e part o f  a sy stem  o f  in co m e  

p ro v is io n  for  o ld  age. T he other parts in c lu d e  co m p u lso ry  flat-rate or ear 

n in gs related  so c ia l-secu r ity  p en s io n s w h ich  are u su a lly  p a y -a s-y o u -g o  

(w orkers p ay  p en s ion ers d irectly); in d iv id u a l sa v in g  su ch  as life-in su ran - 

ce -b a sed  sa v in g s p lan s and purchase o f  res id en tia l property; support by  

the fam ily ; and w ork  after retirem ent.

T he b ook  conta ins e lev en  chapters, on e con clu s io n  chapter and tw o  ap

p en d ices. T he first ch apter-overv iew  o f  the eco n o m ic  issu es- introduces the 

m ain eco n o m ic  issu es relating to  p en s io n  funds d istin gu ish in g d efin ed -b e- 

nefit and defined-contr ib ution  plans and outlin ing the features o f  p en s ion  

funds by contrasting them  w ith  other typ es o f  fin anc ial institutions.

T he seco n d  chapter, n am ed  as “th e e c o n o m ic s  o f  so c ia l-secu r ity  p en 

s io n s” , p rov ides a com p lem en tary  an a ly s is  o f  issu e s  in  p a y -a s-y o u -g o  s o 

c ial secur ity, the m a in  alternative to  fu n d ed  pr ivate sch em es, w h o se  prob 

lem s lead  pr ivate sch em es to  be in crea s in g ly  favou red . T he advantages o f  

so c ia l secu r ity  as w e ll  as its d isad van tages are a lso  m en t ion ed  and in  or 

der to ensure retirem en t-in com e secur ity, a com b in ation  o f  p en s io n  funds 

and so c ia l secur ity is recom m en d ed .

T he h ead in g o f  Chapter T hree is “ the structure o f  p en s io n  p rov is ion  in



tw e lv e  O E C D  co u n tr ies” . It introduces the m a in features o f  pr ivate p en s i 

on  fu n ds and th e ir  rela tion sh ip  to  so c ia l secur ity, in tw e lv e  O E C D  co u n t 

r ies in  the ligh t o f  the p rev iou s ch apters.

T h e  taxation  o f  p en s io n  fu n d s is th e  subject o f  C hapter Four. T axation  

is an ex a m p le  o f  a regulation  that can  stim u late p en s io n -fu n d  grow th . 

T axation  form s and tax treatm ents for p en s io n  fu n ds in tw e lv e  O E C D  c o 

untr ies are stu d ied  in  th e  chapter.

C hapter F iv e  a sse sse s  the m a in  issu es  in p en s io n -fu n d  regu lation , c o m 

p ar ing and con trasting the adopted  so lu t io n s in the cou n tr ies stu d ied .

T he six th  chapter r e v ie w s  the perform an ce o f  funds. T he test o f  the e- 

c o n o m ic  e ff ic ie n c y  o f  fu n ded  p en s io n  sch em es l ie s  in the rate o f  return 

and r isk  th ey  o ffer to  w orkers and co m p a n ies  rela tive to th ose  that cou ld  

b e obta ined  v ia  p a y -a s-y o u -g o  sy stem . R ates o f  return and risks d ep en d  on  

th e  a sset a llo ca tio n  and th erefore h a v e  an in flu en ce on  cap ital m arkets.

In C hapter S ev en , the e ffec ts  o f  the d ev e lo p m en t o f  p en s ion  funds on  

the cap ital m arkets are d iscu ssed . P en sion  funds tend to support the su p 

p ly  o f  lon g-term  fu n ds to  cap ital m arkets a lon g  w ith  e ff ic ien t a lloca tion  o f  

funds.

T w o  o f  th e issu e s  ra ised  b y  the a n a lys is  o f  p en s ion  funds in the cap ita l 

m arkets are co ip o ra te  fin an ce  and in ternational in vestm en t. A s  m a in pro 

v iders o f  corporate f in a n ce , the ro le o f  p en s io n  funds in  the ec o n o m y  as a 

w h o le  is  d iscu ssed  in C hapter E ight. In C hapter N in e, g ro w in g  in ternati 

onal in vestm en t o f  p en s io n  fu n ds are an alysed .

D e f in ed -b en e f it  and d efin ed -con tr ib u tion  plans as types o f  p en s ion  

fu n ds are d isc u sse d  in  C hapter Ten. F in ally , Chapter E lev en  introd uces the  

m a in  issu e s  re lating to  o ld -a g e  secu r ity  and the cap ital m arkets in  d e v e lo 

p in g  cou n tr ies and the ro le  th e  p en s io n  fu n ds can p lay  therein. T h e  d e v e 

lo p in g  cou n tr ies se lec ted  are C h ile  and S in gap ore. Issu es ar is ing in th ese  

tw o  cou n tr ies are sim ilar to  th ose  in  d ev e lo p ed  tw e lv e  O E C D  countr ies.

“ M a r k e t  T im in g  M o d e l s ” , R ich ard  A n d erso n , Irw in  P r o fe ss io n a l  

P u b lish in g , C h ica g o  1 997 , ss. x x i+ 2 1 4 .

T here has b een  a rem arkable am ount o f  p u b lication  on the secu r it ies port

fo l io  in vestm en ts s in c e  19 5 0 s. W h ile  stu d ies w r itten  o n  static a sset a llo 

ca tion  m eth od s h a v e  con stitu ted  the bulk  o f  th ese  p u b lication s, d yn am ic  

m o d els  and tactical p o rtfo lio  m an agem en t im p lica tion s h a v e  started to ap 
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pear in  the sc ien t if ic  artic les e sp ec ia lly  in the last 2 0  years. A lth o u g h  h e  

d o es  not h ave an acad em ic back grou nd , R ichard  A n d erson , w h o  has a 

w e ll-k n o w n  reputation  in  the W all S treet d ue to  h is d ist in gu ish ed  exp er i 

en ce  in  p ortfo lio  m an agem en t as a practitioner, en d eavors to  d efin e fu n 

dam entals o f  an e ffe c t iv e  and d yn am ic  p o rtfo lio  m anagem ent. T he book , 

in gen era l, presents deta iled  d escr ip tion  o f  m o d e lin g  for all co m p a n ies in  

the b ond s and eq u ities m arket, th e u ses  o f  regress ion  an a ly s is  in m arket ti 

m in g forecastin g , and the ev a lu a tion  o f  p o rtfo lio  perform ance.

Introduction o f  the b ook  d elivers con cep tu a l d efin itio n s. In th is ch ap 

ter, “m arket t im in g ” is d efin ed  as an in v estm en t strategy  in  w h ich  funds 

a llocated  to  a d es ign ated  se t o f  assets are adjusted  on  an o n g o in g  bas is in  

respon se to  ch a n g es in  return, v o la t ility  or correlation  forecasts. T h e b ook  

u ses the n e w ly  em erged  term  “tactica l a sset a llo ca t io n ” instead  o f  the  

term “m arket tim in g .” C on cep ts, w h ich  h a v e  g a in ed  im portance in the f i 

nanc ial m arkets, such  as return, correla tion  and var ian ce are redefined  in  

the co n tex t o f  m arket tim in g strategy. In add ition , it is  m en t ion ed  that, in  

to d a y ’s co n d it io n s, the forecastin g stages sh ou ld  b e  eva lu a ted  in  a d im en 

s ion  that in c lu d es actual trading strateg ies.

T h e  first chapter o f  the b ook  ex p lo res the linear reg ress io n  m o d e ls ,  

w h ich  can b e co n figu red  u s in g  s in g le  or m u ltip le  pred ictor var iab les in  the 

stock  and bond  m arkets. A fter  p rov id in g  approaches regard in g forecastin g  

and p red ictin g  o f  m arket p r ices b y  m ean s o f  the m o d e ls , so lu t io n s to  the  

prob lem s that ar ise as a resu lt o f  n ew  var iab les in  c a se s  o f  in su ff ic ien t  

exp lanatory  var iab les, are d iscu ssed . In order to  ex p la in  the d iv id en d  y i 

eld  as the p red ictor var iab le, stock  m arket return is  u sed  as the first fo re 

ca st var iab le, and P /E  ratio  as th e secon d . Furtherm ore, sen s it iv ity  an aly 

ses o f  severa l pred ictor var iab les are d em on strated  through ea sy  to  un 

derstand sam p les.

T he secon d  chapter in c lu d es four forecastin g  m o d e ls  for four d ifferent 

m arkets, u s in g  Standard & P oors data. T h ese  m o d e ls  are th e stock  m arket 

m od el, the bond m arket m o d e l, th e currency m arket m od el and the large 

vs. sm all cap italization  relative p erform ance m od el. In eva lu a tin g  the ou t 

put o f  the regress ion  m od els , D urb in-W atson  statistic , R -S quared  m ea su 

re and tests are con s id ered  in order to  gu id e the in vestors o f  the related  

m arkets. In on e o f  the ca se  stu d ies, e x c e ss  return is  d efin ed  in  order to  f o 

recast the v o la t ility  o f  the S & P  5 0 0  In dex . T he e x c e s s  return is ca lcu lated  

through subtracting the return on  o n e-m on th  T reasury b ills  from  the total 

return on  th e  S & P  5 0 0  Index. D iv id en d  y ie ld , 12-m on th  p ercen t ch a n g e  in 

the co n su m er p r ice in d ex  for urban con su m ers (C PIIJ), 12-m on th  ch an ge
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in  th e cred it quality spread , the natural logar ithm  o f  24-m on th  p r ice return 

on  the S & P  5 0 0  and free reserves o f  the Federal R eserv e  B oard  are used  

as pred ictor var iab les. T h e  last sec tio n  o f  th is chapter, con s id ers the 

C an ad ian /U S  re la t ive in fla tion , 2 4 -m o n th  p ercen t ch an ge in o il  sto ck  pri 

ces , 2 4 -m onth  p ercen t ch a n g e  in  the C anad ian  $ ex ch a n g e  rate and the 

C anad ian  T reasury b il l  rate as pred ictor var iab les o f  the C anad ian  D ollar  

M o d el w h ere  th e  C a n a d i a n / U S  $ rate is the forecast var iable.

T h e  third chapter co v ers  the ev a lu a tion  o f  results o f  forecasts in  line  

w ith  the p rev iou s chapters as w e ll  as d ifferen t p ortfo lio  m an agem en t stra 

te g ie s  and m arket t im in g  in  the co n tex t o f  lon g -term  in v estm en t strateg i 

es. T he sub-chapters s im u late  the m o d e ls  in troduced  and as a result o f  te s 

tin g the con s id ered  m o d e ls , the “W all S treet S im u la tio n ” approach is  su p 

ported.

M e th o d o lo g ies  em p lo y ed  b y  p rom in en t W all Street strateg ists Z w e ig , 

K erschn er and G arzarelli are p resen ted  in the last chapter. Ind icators used  

b y  Z w e ig  to  eva lu ate  the m arkets, K ersch n er’s ap proaches w h ich  d ep en d  

u p on  fu n dam en tal fin an c ia l th eor ies , and G a zze re lli’s m o d els  that take in 

to  accou n t the ec o n o m ic  and industr ial e ffec ts  on the fu ndam ental an a ly 

s is , estab lish  the link s o f  the b o o k  w ith  the actual p ractices in the m arkets. 

T he aim  o f  p rov id in g  th ese  three sa m p les is to sh o w  that ev ery  m arket 

partic ipant can  reach  h is/h er o w n  t im in g  and forecastin g  m eth od  b y  h im 

se lf/h erse lf.

C on seq uently , it is o b v io u s  that, in vestors a lso  requ ire in vestm en t ti 

m in g  and strateg ies in ad d ition  to  fu n dam en tal data. W ith in  th is con tex t, 

A n d erso n ’s b o o k , “M arket T im in g  M o d e ls” , w ith its so lid  and ex p lic it  

s ty le  w h ich  is far from  th eoretic d eta ils , a ss ists  all m arket partic ipants  

w h o  w o u ld  like to  con fig u re  their o w n  portfo lio .
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