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The public pension schemes in Korea have grown into an important old age security with the rapid extension of its coverage in recent years, which provide old age income protection on a national scale, despite their short history. All public pension schemes are suffering from the serious problem of financial instability arising from the structural imbalance between contribution and pension benefit, though the dimension of problems vary depending on the maturity of pension scheme concerned.

The reform of public pensions is essential for a sound and sustained growth of Korean public pension in the midst of rapidly changing social environments characterized by the ageing population, stagnant growth, flexible labor market and prospect of national unification. The experiences in some advanced countries have taught us a lesson that development of sound public pensions is directly linked to a sound national treasury.

As we enter a new millennium of the 21st century, it is high time for us to undertake ground works for a new pension system which is sustainable and appropriate to our economic, political, social and cultural environment. The policy task charged to all of us in this hall is quite intimidating and challenging: to design a pension model which is best suited to Korea’s needs taking into accounts of the experiences of other countries. In order to carry out this task, we have to take following actions.

First, we have to do our utmost effort to keep balance the contribution and benefit structure of public pension schemes and to restore long term financial sustainability so that these schemes could be entrenched as a stable institution in our society.

Second, the public pension system should be reorganized to strengthen its primary function of universal pension which provides old age income protection to all nationals without any exception.

Third, providing effective protection to the ever increasing elderly in a rapidly ageing society by public pension system alone is impossible. In this regard, it is important to recognize the need for joint effort of public and private pensions to address old age income protection by clearly defining the division of responsibility between them. The rationale for a multi-pillar pension system is strongly justified in the context of defining the areas for public pensions and the responsibilities of private pensions.

Fourth, given the difficulty associated with the assessment of income of self-employed, it is very important for the sake of maintaining equity among participants to find some ways to minimize the distortion of income distribution within the system.

Fifth, the mandatory retirement scheme has played an important role in social protection of workers but its time is over now. It is time for the retirement allowance scheme to transform itself to a corporate pension scheme so that it can continue to play important role within the framework of the pension system.

The public pension system in Korea should be reformed with a view to make it a sustainable old age income protection system with universal coverage under the following principles. Prudent management of fund is an important issue but we would like to confine our discussion on pension reform issues.

First, sharing of roles in old age income protection by public and private pensions. Since the public pension alone can not meet the growing needs for social protection, it is necessary to come up with an appropriate division of works between public and private pensions. The adoption of a multi-pillar pension system is well justified since it will facilitate this division of works.

Second, the principle of comprehensive coverage.  Considering the nature of public pension as the primary social safety net for old age income protection, it is essential for the new system to extend its coverage to all, by eliminating the so-called pension hollow.

Third, adequacy principle of pension benefit. It is generally agreed that the ideal replacement required to provide old age income protection would be in the range of 75%-80%, though there are some deviations depending upon income level. The replacement rate of the public pension should be determined at an appropriate level, taking into accounts of role of private pensions, affordability to pay and equity among workers. We believe that 50% would be a reasonable replacement rate for public pension.

Fourth, the principle of financial sustainability. The structure of benefit –contribution should be reformed to ensure “ fair contribution, fair benefit” principle so that the new system can be developed as a financially sustained system.

Fifth, equity principle of intra-generation as well as inter-generation.  The public pension system should promote the intra-generation equity (among different income groups and between workers and self-employed) as well as to enhance inter-generation equity between present and future generations.

Under the above-mentioned principle, we would like to present the following directions for public pension reform.

A. Role sharing between public and private pensions by adopting a multi-pillar system and enhancement of flexible adaptability to changes  

Guarantee of replacement rate by the Government-supported public pension system has revealed its limitation and further increase in replacement rate can only be achieved allowing private pensions to shoulder some responsibility in income protection.

Though the World Bank and ILO have different views on some issues related to pension, they are in full agreement in the need to division of works between public and private pensions in addressing old age income protection issue. This proves that the multi-pillar system is global trend in pension reform.

There are many advantages arising from the role sharing between public and private pensions. This arrangement can help achieve appropriate level of replacement rate, address the issues of ageing population and stagnating economy more effective manner, prevent excessive expansion of “ low contribution, high benefit” type of public pension, minimize the inter-generation inequity, increase national savings and bring other positive impact to economic growth and labor market.

The introduction of multi-pillar system will open a wide scope for the private and individual pensions to play so that they can freely move in to the 2nd pillar or 3rd pillar schemes where broad new opportunity exists for these new players.

It is necessary to convert the retirement allowance schemes to a corporate pension within the overall context of the multi-pillar system as the close linkage between public pension and corporate pension, since the exposure of limitation of public pension has become evident with.

Moreover, the private individual pensions are expected to play an increasingly important role in old age income protection. Without active role of these voluntary individual pension schemes, the transition to a multi-pillar system can not be completed.

B. Universal coverage pension by introducing basic pension.

As a means of eliminating pension hollow, it is necessary to introduce a basic pension in which pension right for everybody is recognized as an inherent human right. With the introduction of the basic pension to be funded exclusively by the budget, the ultimate social goal of universal coverage of one pension for everybody could be achieved and this will function as the primary social safety net.

The basic pension is expected to provide minimum pension to low income group who are denied the benefit under the Basic Livelihood Security System. By having the basic pension, systematic protection of low income group will be in place, i.e., the protection of pension right through basic pension and supplementary protection through the Basic Livelihood Guarantee System.

C. Guarantee of adequate level of replacement rate by linking public pension with retirement allowance (severance payment). 


The replacement rate should be set at appropriate level because high replacement rate results in a serious problem of excessive payroll taxes which makes the system unsustainable, though such high rate may benefit a few retirees.

We consider that the replacement of 70%-80% as appropriate replacement rate for old age income protection. Judging from the capacity of current generation and equitable burden sharing by future generation, we consider that replacement rate of public pension should be set at 40% - 50% level. Since this may not be sufficient for some, additional income protection mechanism is necessary.

Accordingly, it is necessary to provide additional protection to compensate the loss caused by the downward adjustment of the National Pension Scheme by converting retirement allowance to a corporate pension. By incorporating retirement allowance within the framework of multi-pillar system in the form of corporate pension, the system will be able to maintain an appropriate level of social protection.

D. Attainment of financial soundness by operating the earnings related portion under individual account method.

The balancing of revenue and expenditure is the necessary condition for financial stability, in order to avoid financial instability which leads distrust on the system. Therefore, the earnings related pension under NPS and special occupational pensions must be operated as fully funded scheme.

E.  Enhancement of intra-generation and inter-generation equity through role sharing between basic pension and earnings related pension.

First, the public pension, which features income distributive function by nature, can not ensure equity in contribution and benefit, it loses its reason for existence. Consequently, it may be worthwhile to explore the possibility of designing a pension system that is neutral to income assessment, as a means to resolve the problem of distortion of income distribution caused by difficulty in assessing income of self-employed.

We can also consider to introduce the basic pension financed by tax revenue and fixed payroll taxes and the earnings related pension which will be operated as a fully funded scheme. We can minimize the distortion of income distribution arising from the difficulty of assessing income of self-employed by introducing this system.

Second, the second equity issue on pension is related to inter-generation equity. As the current system is based on a structure characterized by “ low contribution, high benefit” principle, the present generation is enjoying a high benefit compared to the contribution and future generation should bear the increasing burden. In order to redress this inequity, we propose that the sources of the basic pension be contribution by the present generation while the earnings related pension be operated as fully funded scheme so as to prevent excessive burden to future generation.

Third, it is necessary to guarantee the continued pension right to facilitate labor mobility. For this purpose, the surest way is to consolidate all occupational pensions, though the different historical background and objectives of these pensions would be the major stumbling block for consolidation. As a more practicable solution, we can consider to introduce a basic pension that encompasses all occupational pensions and the earnings related pension that incorporates portability.

Fourth, the equity between single earner household and multiple earners household should be addressed equitably. For this purpose, the pension benefit structure should differentiate single (unmarried), household with single earner and household with two earners so as to ensure adequacy and equity in pension benefit.  
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1. Introduction

Korea’s development strategy on pension system was for a long time to achieve dual targets of fast growth and shortcut growth by imitating various systems of other countries. For this strategy to be successful, there are two preconditions to meet: firstly, the role model to be copied must be a good system; and secondly we have to be fully aware of it. Since the so-called old-age crisis became apparent in almost every welfare state, Korea’s pension scheme also seems not to avoid the similar crisis.

In the course of processing Structural Adjustment Loans to Korea in the wake of the 1997 financial crisis, the World Bank felt the need to undertake a comprehensive reform of public and private pension systems in Korea and advised the Government to study various reform options. The Government accepted the recommendation and that is the backdrop against which the Pension Reform Task Force had come into being. This Paper is intended to summarize the objectives and basic directions of the reform, which played a guiding role to the Task Force in preparation of the White Paper. 

2. Objectives of Reforming Public and Private Pensions

The pension system, by nature, is a form of long term social insurance being operated under the insurance principle. As such, the lifeblood of the pension system is sustainability, which is lacking unfortunately for the Korean pension system. The overriding objective of the White Paper is, therefore, to avert old age crisis in Korea by strengthening the system’s sustainability. The sustainability issue pervades to all aspects of the pension system including financial stability, adequacy of benefits, equity and comprehensiveness of the system. 

A. Financial Stability

A chronic imbalance between contributions and pension benefits, which characterized the Korean pension system, has dealt a substantial blow to the financial stability since its inception. This instability problem can be attributed primarily to its faulty design which was based on the principle of “low contribution and high benefit” and partly to an unprofessional management of pension fund reserve and excessive administrative costs associated with pension management. In this regard, the first step of reform task is to remedy the wrong design and introduce a system based on “optimum contribution and optimum benefit” principle. 

B. Adequacy

A common aspiration of all participants to any pension system is to receive adequate benefits to warrant their comfortable old age life while a high replacement rate, which is necessary for adequate pensions, tends to place too much strain to current contributors. Therefore, it is extremely important to find an appropriate level of replacement rate. Though, with the introduction of voluntary private pension schemes in recent years, the magnitude of public pension schemes and the Government responsibility for providing pensions have somewhat declined, it is high time for the Government to determine an adequate level of pension benefits that can be justified by contribution levels as well as to guarantee adequate incomes for decent living in old age. 

C. Equity

When public pensions , which are supposed to play an important role in income redistribution, can not assure equity in contribution versus benefit, it is likely to lose the rationale for existence. The first equity issue to encounter with pensions is the equity between salary earners and the self-employed. Since a precise income assessment of the self-employed is very hard to attain and tends to be under-reported, application of an equal contribution rate under the same system poses a serious problem of reverse income redistribution. The second equity issue to be encountered would be the equity in inter-generational burden sharing. Given the long term nature of financial estimation in pension calculation, changes in the pension system as well as other economic policy will have strong impact on this long term product. Therefore, well-conceived policies to ensure fair burden sharing between different generations are highly desired in undertaking pension reform. 

The third equity issue is related with labor mobility. Since the eligibility for full pension right is contingent upon long-time contributions(say, 20 years), this creates a lot of undesirable and unfair consequences for those who change their jobs frequently. In a modern society, where labor mobility has become a norm, it calls for a system safeguard to facilitate labor mobility by designing an effective linkage mechanism among various pension schemes. 

D. Comprehensiveness

A shortage of pensions would lead to old age poverty and deprivation in a society where pension has become an increasingly important means for social protection for the elderly. Despite strong efforts by the Government to provide protection to all eligible individuals, there are always some people who are excluded from the system due to various reasons (for example, unemployment or low earnings), who are generally categorized under the so-called “pension hollow”. 

In the case of Korea, the pension hollow issue is much more pronounced than other countries. The serious pension hollow problem in Korea is attributable to many factors, some internal as well as some external factors: the internal factors may be related to some technical aspects such as fund management, income assessment and reporting mechanism, yields on investment, pensionable age and income redistribution function. These factors are the priority candidates for pension reform. The external factors are those subjects such as the degree of industrialization, maturity of democracy, and the general understanding on the old age income protection, which lie beyond the scope of any pension reform.

3. Direction of Pension Reform

Since the publication of “ the Averting Old Age Crisis” by the World Bank in 1994, there had been a spate of pension reform that swept all over the world, especially Europe, Central Asia and South America. Pension reforms can be classified into two broad category of parametric reform and restructuring. The downward adjustment of replacement rate, the upward adjustment of pensionable age and measures to improve fund management which were undertaken in 1998 with the amendment of the National Pension Act in Korea are good examples of parametric reform. One of the major drawbacks of parametric reform is that financial sustainability can not be guaranteed with it alone. Subsequently restructuring is required; some major aspects of restructuring so far undertaken all over the world can be summarized into following categories.

A. Multi-pillar System

One of the ideas enunciated by the World Bank to address the weakness of public pensions was a sort of partial privatization. Through the publication of the above mentioned report, the World Bank presented and advocated a three-pillar pension system composed of basic pensions at the bottom as the first pillar, occupational and individual pensions operated by the private sector on a fully funded scheme as the second pillar and voluntary occupational and individual pensions as the third pillar. The function of the first pillar is redistributive while that of the second and third pillars directs towards savings.

ILO, while criticizing the World Bank model as inappropriate due to its failure to provide effective protection for the poorest group, presented its own version of three pillar pension system. The ILO proposal is composed of a minimum income guarantee pension financed fully from the general budget but to be administered with means tests as the first pillar, a mandatory public pension for basic protection operated as a defined benefit scheme and indexed to price fluctuation as the second pillar and a supplementary individual pension operated as a defined contribution scheme by private sector under strict supervision by the Government as the third pillar.

The policy implication of significance presented by the World Bank and ILO models is that income protection for old age can not be left alone to the hands of the public sector and that this can be effectively done through close cooperation of public and private sectors.

The multi-pillar pension system is ideally suited to the post-industrial society characterized by the information technology oriented society since this system can harmonize various needs of various members of the society and encourage active participation of private sector in social protection.

So far, pension reforms in Korea have been done on a piecemeal and ad hoc basis and improvements of various pension schemes such as the Military Pension, Civil Service Pension, National Pension and Private School Teachers Pension were carried out as an isolated problem without any effort to address the pension issue from the concerted and comprehensive national point of view. Establishment of a universal and comprehensive old age pension system providing lifetime protection failed to materialize due to lack of logical backup to consolidate public and private pensions into a single system. With the presentation of multi-pillar pension systems by the Task Force, I am confident that we have laid out a sound logical backbone for a comprehensive pension system for Korea.

B. Introduction of Notional Defined Contribution Scheme 

In many countries where public pension schemes are being operated as a defined benefit scheme like in Korea, certain pension benefits are guaranteed regardless of contributions and yields from investment of fund reserve. Under the notional defined contribution(DC) scheme, each participant will be allotted with a notional account to which contribution as well as adjustment arising from real wage increase will be recorded, though there will be no account value except for the record; hence it is called notional account. The difference between the defined contribution scheme and the notional defined contribution scheme is that the notional DC scheme uses GDP growth rate or real wage growth rate instead of market interest rate used in the DC scheme. Under the notional DC scheme, the pension benefit calculation is not only based on the amount of contributions but also takes into accounts of the life expectancy at the time of retirement, thereby encouraging continued employment after retirement. Another advantage of the notional DC scheme is that by linking pension benefits with GDP growth rate, it can prevent excessive pension benefits and the fruits of GDP growth can be fairly shared by all generations.

The antagonists of the defined contribution scheme argue that this scheme can be abused to cover up the accrued deficit and that pension benefit is not guaranteed under this scheme. Moreover, if pension benefit is not indexed to price changes or wage rate changes, this scheme is not a suitable means for old age protection. Despite these shortcomings, the major strength of a defined contribution scheme is that it can minimize participants’ resistance in the event of undertaking upward adjustment of contribution rate and downward adjustment of pension benefits. Therefore, with the necessary safeguard to minimize uncertainty of pension payments, the defined contribution scheme is a viable option worth serious consideration.

C. Conversion of Retirement Allowance System to Corporate Pension

The retirement allowance system played various roles on the occasion of retirement but its functions have been overlapped in recent years with the schemes of National Pension, employment insurance, industrial accident insurance and medical insurance. In other countries, the retirement allowance system had been converted to corporate pension schemes and serving as a useful supplementary pension scheme.

Though Korean retirement allowance is a mandatory scheme, its eligibility, payment conditions and amount of compensation differ very widely from one workplace to another depending on the result of negotiations between labor and employer and its reform is very difficult because of legal rigidity. The problems facing the retirement allowance system are that employees would lose the benefit in the event of business failures since few of them have deposit insurance outside of the system and that retirement allowance is becoming financial burden to employers as it matures.

Therefore, it is urgently needed to convert the current system to corporate pensions so that they can provide old age protection to the concerned employees in a safer and more effective manner. Corporate pensions could be classified into insured schemes usually offered by life insurance companies or pension insurance companies and the uninsured schemes provided by investment trusts. All corporate pension schemes are funded schemes, though some of them are fully funded and others partially funded.

Depending on the way of taking responsibility, corporate pensions could be categorized into defined contribution schemes and defined benefit schemes. When the employer commits to contribute definite amount, then the scheme is a defined contribution scheme. There are various forms of corporate pension schemes in many different countries.

The recent highlight on the corporate pensions is owing to the fact that the intensity of pension problems is so grave that this can not be effectively tackled by public pension schemes alone since policy instruments such as raising of contribution rate, downward adjustment of pension benefit and extension of pensionable age have inherent limitations. Moreover, the promotion of corporate pensions has an important positive impact on the development of capital market.

Corporate pensions, however, have some shortcomings. First, since corporate pensions are operated with tax concessions, there could be critics who consider it as reverse income redistribution. Second, its major weakness is that pension benefit is not indexed and its value cannot be maintained.

Though corporate pensions have both its strength and weakness, they can be a useful supplement to public pensions. Generally, public pensions provide protection for minimum cost of living while corporate pensions provide additional protection. In this regard, corporate pension is an indispensable component in designing Korea’s long term and sustainable pension system.

D. Reform of Individual Pension Schemes

When the three-pillar pension systems advocated by the World Bank and ILO were introduced, voluntary private pension was expected to play an important role in old age income protection and the Government to provide tax concessions to private individual pensions because of their important supplementary role. However, private individual pensions have the same inherent problems like corporate pensions in that they are vulnerable to business failure of pension providers; their asset value cannot be protected from price changes and there is no portability among different schemes. For these reasons, private individual pensions are not yet a suitable financial product for old age protection.

There are three major reforms to be suggested in order to improve the function of individual pensions which are: first, introduction of full portability; second, the savings feature of individual pensions should be strengthened; and third, the reverse income redistribution function of tax concessions provided to individual pension schemes should be minimized.

E. Reform of Public Occupational Pensions

Public occupational pensions in Korea, which include Civil Service, Military and Private School Teachers pensions, are mishmash, hotchpotch pensions which incorporate old age protection, retirement allowance and corporate pension altogether. If we explain those occupational pensions by using the three-pillar pension system advocated by the World Bank, the retirement pension is considered as the first pillar and the retirement allowance is the second pillar. In other words, those public occupational pensions have two-pillar structure, unlike the National Pension scheme that is not so structured. The most serious problem facing the public occupational pensions is the financial instability resulted from the “low contribution and high benefit” structure, the same problem facing the National Pension Scheme. In the occupational pensions, however, the severity of financial instability is much more aggravated.

The problem of high benefit was due to special occupational conditions that were favorably considered at the time of launching of the schemes. But the circumstances have changed and those special considerations cannot be justified any longer because the general public will not tolerate that kind of discriminatory practice. Consolidation of the public occupational schemes with the National Pension is technically feasible: first, by sorting out the homogenous and heterogeneous characters in both pensions and allocate these characters to a three-pillar structure. Second, special nature of occupational characteristics should be fully reflected in doing this exercise. For example, the unique nature of military personnel who are subject to compulsory retirement after staying certain years in the same rank, and whose reemployment opportunity is fairly limited, should be taken into accounts in designing the second pillar corporate pension scheme. Third, the right of current pensioners should be fully honored but the new pension regime of the would-be reformed pension system should apply to new comers.

F. Reform of Governance      

According to the financial projection by a handful of experts, the fund reserve the National Pension Scheme is expected to peak in 2020 with total amount of Won 400 trillion (in 1995 constant prices), which is equivalent to Korea’s GDP and 4 times of the national budget. In managing this kind of huge amount of fund reserve, it is quite doubtful whether we have sufficient expertise and trained professional at present to manage the fund as efficiently as in foreign countries.

According to the World Bank, the return on investment from the funds managed by public sector tends to be lower than that of private managers. The present situation in Korea is that neither public nor private sector has sufficient skills and confidence to manage such a large fund with the same degree of professional sophistication and track record as are expected from professional asset managers.

Fund management should be done professionally and independently whether public agency or private institutions manage it by strictly applying relevant rules. All the information on fund management, including accounts of contribution by participants, yields by different assets, portfolio and administrative costs associated with fund management, must be accurately and transparently recorded and accounted for. The financial reports must be periodically prepared and disclosed. Introduction of a three-pillar pension system may help reduce system risks by risk dispersion and management competition.

4. Concluding Remarks

What planners and reformers frequently complain is that to reach an agreement on general principles is easy but to reach an agreement on details for action is not easy to come by. In the course of finalizing the White Paper, we have experienced the same impasse. While consensus was reached on the objectives and direction of the pension reform, there were diverse opinions and dissenting views on the priority setting, application of principles and policy trade-offs. That is the reason why the Task Force failed to submit a single reform proposal but decided to present four different options that are all consistent with the guiding principles laid out in the White Paper. 
