Abstract

Pendon systems and, as ratios of GDP, pension expenditures show large variaion among countries.
This varidion reflects, aove dl, demographic factors and differences in the level of insurance
protection, the latter tending to increase with the level of development. The focus of this paper is
penson developments and reforms in the FOUR transition countries: the Czech Republic, Hungary,
Poland and Romania, during the 1990s. In terms of key penson gatigtics, Poland and Romania are
clear outliers not just among the FOUR, but dso in Europe. The greater penson expenditures in
Hungary and, especidly, Poland arein part inherited from the socidist syslem and in part caused by the
more radical restructuring reforms which have been adopted since the collapse of that systemin 1988-
1990. Thesegreater expenditures have prompted these two countriesto start replacing gradudly thelr
PAY G-DB system with a three-pillar mixed system, in which private pension funds are intended to
become alarge, eventudly the dominant, component. This chapter gives an account of the main ams
and principlesof the reform measureswhich cameinto forcein Hungary in 1998 and in Poland in 1999.

Also reported are estimates of the public debt implicit in the obligation of the pre-reform state
pension system to pay benefitsto current pensionersand to current workers. These estimatesarefound
to be, for Hungary, Poland and the Czech Republic, sgnificantly higher than in main European Union
countries.
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Pension Problems and Reformsin
the Czech Republic, Hungary, Poland and Romania:

Stanidaw Gomulka

1. Introduction

All trangition countriesinherited pension systems based on the principles of pay-as-yougo and defined-
benefit (PAY G-DB). Intheearly yearsof operation, such systems had advantages over afully-funded,
defined- contribution (FF-DC) system. For, under aPAY G-DB arrangement, thosewho retirereceive
penson benefitsimmediately and contributionsinitialy tendto exceed the payments. These advantages,
however, disappear later on, when population (and employment) growth rates decline and when people
live longer after retirement. Under such circumstances, an F-DC programme has the advantages of
gregter flexibility and transparency, hence greater financid viability. The changeover from PAY G-DB
gystems to FF-DC systems is therefore a worldwide trend.  In transition economies, this trend was
reinforced by a crisis of pension finances due to three additional factors (1) large transformeationd
recesson, (2) extenson of penson insurance to farmers and (3) rapid expanson of the informa
economy. Factor 1increased expenditures as early retirements becameapopular way of containing the
unemployment problem; it aso reduced revenues as employment declined. Factor 2 increased net
expenditures since farmers' contributions have been insignificant. Factor 3 reduced revenues. These
factors have therefore made this changeover more urgent and, in some countries, more rapid.

This paper focuses on pension problems, developments and reforms in FOUR trangition
countries: the Czech Republic, Hungary, Poland and Romania, during the 1990s. Itsmain purposeis
threefold, to explain the large differences in these developments among the FOUR, to relate them to
corresponding developments in some of the key European Union (EU) and OECD countries, and to
explain the main ams and principles of the reforms.

2. Pension Developments During Transition

An earlier survey of penson systems at the beginning of trangition was made by Kopits (1992). The
topic was revisited recently by Cangiano, Cottardli and Cubeddu (1998). These surveysidentified a
number of common features, or ‘ylized facts, with respect to penson developments. These are as
follows

() Early retirement reached significant proportionsin most countries, as the penson system was
used to cushion the effect of trangtion on open unemployment;

(i) The system dependency ratio (the ratio between pensioners and contributors) has been risng
rapidly, reflecting both a sharp declinein the number of contributors and arapid growth of the
number of pensoners.

'To appear in M. Dabrowski and J. Rostowski (eds.), The Eastern Enlargement of the EU, Kluwer Academic
Publishers, forthcoming in 2001.



@)  Thefdl in the number of contributors reflected both a large drop in tota output and a sharp
increase in the share of the informa economy in that output.

| propose to augment this list by three additiona stylised facts:

(iv)  Thecushioning use of the penson system —fact (i) - wasmore commonin Central and Eastern
Europe (CEE) than in the countries of the FSU. It wasaso more common in countrieswhere
restructuring was deeper and faster.

v) In severa countries, the rise in the ratio between pensioners and contributors reflected the
extenson of pension protection to farmers. And,

(v)  The rdaxation of hedth criteria for entitlement to invdidity pensions reflected poorer work
prospects, possibly aso increased incidences of corruption among the medical profession.

Despite these common features, developments in pension finances have been remarkably
diverse. Ascanbeseenfrom Table 1, thisdiversity dso gppliesto the FOUR countrieswhich concern
ushere. Thediversity isdriven mainly by two factors. an exceptiondly high number of non retirement
pensoners in Poland and an exceptiondly low replacement ratein Romania. Thefirgt factor ismaking
Poland an outlier not only in Central and Eastern Europe, but dso world-wide. The second factor is
making Romaniasmilar to the countries both of the FSU and most of the OECD (Chand and Jaeger,
1996 Table 6), but different from the main EU countries.  Germany, France and Italy, where
replacement rates are close to those of Hungary and Poland.

Given theweight of non-retirement pensionsin Poland, itisingructiveto look in grester detall at
the composition of these pensions. Thisisdonein Table 2 for dl categories of pensonersin severd
years and in Table 3 for severa types of pensioners outside agriculture in asingle year, 1996.



Tablel. Major Trendsin Pension Finances of the FOUR, 1990-1998

Category

Czech Republic

Hungary

Poland

Romania

Size of pension
expenditures, % of GDP

Number of pensioners:

(a) % of population of
of pensionable age

(b) % of contributors

Average pension
% of wages
Contribution rate in 1996,

% of wages

Retirement age

Dependence/ ratios:
(a) oldage
(b) system?

Size of contribution
revenues, % of GDP

National PAYG

financial balance, % of GDP

Notes: 1) Assumes 2% rate of growth of real pensions and 3% discount rate.2) Current beneficiaries only 3) Outside agriculture 4) Pension age population refersto: in the Czech Republic and Hungary, women over the

Broadly constant at about 8% net

of tax and about 10% if taxable

Increasing:
(a) front 116% in 1990 to 117%
in 1998

Declining from 62% in 1990
t0 44% in 1995, then broadly
stable

26
62 for men since 1996 and

57-61 for women (depending
on number of children) in 2007

About 33, stable
About 60, stable

Broadly constant at about
8%

Small surplus

Broadly constant at about

10.5%

Increasing:
(a) front 105% in 1990

to 130in 1995

Declining from 64.4%in

1991 to 55-58% in 1996-98

305

Progressively raised and
unified to 62 for men
(2001) and women (2009)

About 36, stable
Increasing sharply from
53in 1990 to 84 in 1996

Declining from 11%in
1991 to 8-9% in 1995-98

Deteriorating from balance Deteriorating from a surplus

to adeficit of 1-2%

to 65% in 1995, then declining

Increased from 6.5% in 1989
to nearly 15% in 1995, then
about stable

Increasing:
(a) front 128%in 1989
to 148% in 1995

Increasing from 43% in 1989
somewhat

455

To beraised progressively to
65 for men and 60 for
women until 2010 from

effective ages of 59 and 55
respectively

About 33, stable
About 60, stable

Increasing from 7.8% in 1989
t0 11.8% in 1995, then stable

Declined in 1990-1, then
broadly stable

Increasing:
(a) front 73%in 1989
to 80% in 1995

Declined from about 47% in 1990

to 36% in 1998

25.5(32.5 as of 1999)

62 for men and 57 for women,
to be raised to 65 and 62
respectively

n.a
n.a

Declining from 6-7% in 1990-93
to below 5% in 1996

Deteriorating from a surplus

of 1.4%in 1989 to adeficit closeto 1% to adeficit close

of 3.2% in 1995, then
broadly stable

to 1% during the 1990's

age of 55 and men over the age of 60; in Poland and Romania, all over 60; 5) 60+ years old as a percentage of 20-59 yearsold, 6) Pensioners as a percentage of contributors or employees.

Sources: For the Czech Republic, official data as reported by O. Schneider (1999) and IMF (1998). For Hungary, Cangiano et.a. (1998), Augustinovics (1997), Palacios and Rocha (1997), and Nestor and Vgjda (1999). For
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Poland. Polish Government (1999), Gomulka and Jaworski (1998) and Gomulka and Styczen (1999). For Romania, Cangiano et al, 1998) and De Menil et al, (1999).



Table2
Poland: Non-Retirement Pensions and Pensioners, 1989-99

Category 1989 1995 1998

A. Pensioners
I. Non-retirement, as % of retirement

1. Outside agriculture 139 117 114
2. Inagriculture 30 63 73
3. Tota 93 100 104
I1. Non-retirement, as % of population
1. Outside agriculture 104 122 128
2. Inagriculture 53 103 106
3. Tota 94 11.8 124
B. Pensionsexpenditures
I. Non-retirement, asratio of retirement
1. Outside agriculture 12 038 09
2. Inagriculture 04 0.6 0.7
3. Tota 10 08 0.8
I1. Non-retirement, as % of GDP
1. Outside agriculture 29 57 55
2. Inagriculture 03 09 09

Note: With respect to agriculture, the population is taken to be 20% of the total and GDP to be 5%
of thetotal.

Source:  Government of Poland ‘ Strategy for public finances and economic devel opment, Poland 2000-
2010, June 1999, Table 1.

Table3
Poland: Non-Retirement Pensions, Pensionersand Public Implicit Debt
In 1996, Outside Agriculture

Percent, 100 = retirement pension
Type of benefit Number of Averagepension | Implicit debt
pensioners
1 Men, invalidity of category
I 12 85 12
Il 43 70 41
1l 51 62 47
2 Women, invalidity of category
I 9 89 8
I 28 74 26
1l 30 62 26
3 Survivors, al 84 70 58

Source: S. Gomulkaand P. Jaworski (1998).

Datain Tables2 and 3imply that the problem of large non-retirement pens on expenditureshasin
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terms of the number of pensoners been inherited from pre-trangition period, but itsweight, in terms of
expenditures in reation to GDP, has increased during trandtion. Moreover, the modd of penson
payments established outsde agriculture has during the 1990s been extended to the agriculture
population, aggravating further the pressure on public finances.

These data aso show that non-retirement pensions outside agriculture were dready unusudly
numerousin 1989, probably reflecting the exceptionally strong bargaining power of Polish workersfor
many years before the sart of trangtion. The observed rapid convergence of the incidence of norn+
retirement pensonsin agriculture to that outs de agriculture after 1989 a o reflectstheimplementation of
pension privileges granted to farmers before 1989. However, Poland isthe only country of the FOUR
among dal trangition countries (except Sovenia), where the replacement ratio increased sharply during
trangtion since 1989. Thisincrease took place at the art of trangtion, mainly inthe year 1991. The
sharp rise of the replacement rate was unintended by the authorities, since the indexation rule used was
based on wages. The smultaneousincreases of thisrate and of theratio of pensonersto contributors at
the sart of trangition undermined public finances during the entire trangition period. Asearly as1993 an
attempt was made to reverse this upward trend of pension expenditures as a proportion of GDP, by the
introduction of the*0.91” rule, which reduced pensionsby 9%. However, by 1993 pensonersin Poland
congtituted onethird of the entireelectorate. Under their pressure, after 1994 the 0.91 rulewasgradudly
phased out. The threet of afisca crisis in the penson system persuaded the authorities, in 1996, to
replace the wage indexation rule by a price indexation rule. This change proved effective in hdting the
upward trend of the ratio of pension expenditures to GDP. Indeed, since 1996, this ratio started to
decline somewhat.

The number of pensionersasaproportion of the population of pensionable ageisan indicator of
the extent of early retirement privileges and the treatment of farmers. Thisproportion increased in dl the
FOUR countries, but especidly sharply in Poland and Hungary. Again, Poland and Romaniaare clear
outliers.

3.  TheFOUR Compared with 2" Wave of EU Entrants

The key data on pension expenditures and pension liabilities for mgor indudtrid countries are givenin
Table4. Both the magnitude andtheinter-country variation of these dataaresmilar just asin our FOUR
trangition countries. Comparisonswith thefour countrieswhich represented the 2™ wave of EU entrants
may aso be of interest. Thesedataaregivenin Table 5.

Table4
Social Pension Expenditureshby Type of Benefit
(1994, in percent of GDP)

Country Retirement Invalidity Survivors TOTAL
& family

Greece 85 14 17 116

Ireland 43 14 34 91

Portugal 6.1 21 32 114



Spain 74 18 25 117

Source:  Eurostat, Social Protection Entrepreneurs and Receipts, 1980-1994, after M.V. Rostagno and
F.Util (1998, Table 1).

These data are smilar to those for the Czech Republic and Hungary. Poland's spending on
aurvivors and family pensions (1.9% of GDP in 1998) is dso in line with the four EU countries. The
aspect which makes Poland an outlier is mainly the size of invdidity pensons (4.5% of GDP in 1998).
Compared to the unweighted average for the four EU countries (6.6% of GDPin 1994), Poland spends
more on retirement pensions (8.0% in 1995 and 7.7% in 1998), but the differenceisrdatively smal and
declining. Romania, on the other hand, is a clear case of under-protection. In 1998, only 46% of the
active population were covered by the socia insurance system (De Menil, et al, 1999). Moreover, the
replacement rate has become unusualy low during trangtion (Table 1). Consequently, Romania's
pension expenditure, at about 5.5% of GDP, isamgor factor in keeping the country’ s public finances
under control.

Table5
Public Pension Schemes: Expendituresand Liabilities
(in percent of GDP)

Implicit pension debt?

Country Expenditurein 1990 Present Present
retirees workforce
Germany* 12.3 106 115
France' 133 128 136
Itay 14.2 171 187
Japan 57 68 98
USA 6.9 32 77

Notes: 1) 1992, 2) Assumes a sudden transition to afully funded system, making the estimates comparable
to those for our FOUR countries, see Table 6 in Section 5.
Source: S. K. Chand and A. Jaeger, 1996.

A large variation in public pension expenditures can be found also anong the most developed
countries (Table 5). It is noteworthy that these expenditures in the Czech Republic, Hungary and
especidly, Poland are comparable to the highest among these countries.

4, Key Problems of the Pre-Reform System

The radical market-oriented reformswhich the FOUR and other transition countries adopted at theend
of the 1980s and the beginning of the 1990s did not extend to the pension system. Not only inthe Czech
Republic and Romaniabut dsoin Hungary (until 1998) and Poland (until 1999) the system remained fully
state-managed, highly redigtributive, and financed on a pay-as-you-go (PAY G) basis. Socid security
contributions continued to be gtrictly proportiond to wages and paid fully by the employer. These
contributions did not go into individua accounts, but into the sngle account of the State Penson
Authority. They werethuseffectively aformof tax collected for the specific purpose of financing current
pensons. Employeesremained largely unaware both of the size of their cumulative contributions and of
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any link between these contributions and future pensons. The pensons themsdves were calculated not
on the bads of the cumulative contributions of individuas, but by a formula that in addition to
contributionswastaking into account severd other factorsaswell. For most of the 1990sthisformulain
Poland was:

pi = 0.24w* + 0.013nw; + 0.007mw; + pi* @

where p; isthe penson paid to anindividud i a the point of retirement, w* isthe nationa average wage,
w; istheith person averagewage during thelast severd years (from 2 to 10) of work, n; isthe number of
years of work and m; isthe number of non-contributory years? Findly, p’; standsfor thepensionright on
account of privilegesfor which theindividua might be digible because of the type of work he or she had
performed. We may note in formula (1) the large Sze of the redistributive component, 0.24w* , whichis
augmented by theimpact of privilegesfor some categories of workers® Both redistributive components
weaken the link between current earnings and future pensons, thus reducing the incentive to work.

Any individua i would judge the Sze of hisor her penson in terms of the replacement ratio, p;
Iw;. The presence of large redistributive termsin (1) impliesthat this ratio would be high for people for
whom the ratio of their own wage to the average wage, wi/ws, islow. Let ? be the replacement ratio
such that the wage w buys the same standard of living as the pension Awv. The vaue of ?is person
specific, but is usudly taken to be in the range between 0.6 and 0.8. Suppose ? = 0.7. The actud
average replacement ratio for old-age pensioners rose, in the 90s, to a level between 0.7 and 0.8in
Poland and alevel between 0.6 and 0.7 in Hungary. Thusfor alarge proportion of current employeesin
these two countries, their expected pension would have been closeto or larger than 0.7 timesther own
earnings. Such employeeswould have no incentive to make private savingsout of their current earnings.

Thefairly radical reform policies and the rather fast economic restructuring of the 1990srapidly
aggravated the problem of financing the Sate penson system, from both the revenue side and the
expendituresde. Thenumber of contributorsto the socid security system hasdeclined dueto increased
unemployment and growing evasion. On the other hand, to aleviate the socid cost of transformation,
early retirement was dlowed and the criteria for granting disability pensons were liberdised. These
measures meant a rapid rise in the number of pensoners. To meet the escdating pension hill, higher
payroll taxes were imposed on the firms. The result was a higher labour cost, which became a factor
discouraging employment and encouraging evasion (Golinowska, et al, 1997; Golinowskaand Hausner,
1998; Pdacios and Rocha, 1997).

During the 1990s, demographic changes did not make a sgnificant contribution to the financid
difficulties of the penson systemin Poland inthe 1990s. However, demographic projectionsindicatethat
such changes could become amgjor additiona source of tension within the next 10to 20 years (Styczen,
1999). In the Czech Republic and Hungary, the demographic factor has dready become a source of
financid tenson.

5. Implicit Public Debt of the Pre-Reform Pension System

The PAY G-DB penson system may beviewed asasocid pact involving three overlgpping generations:

2 Theseinclude years spent in higher education, an unpaid leave for mothers of 3 years per child up to a maximum
of 6 years, and the period when a disability pension was received.

% The most significant privileges were granted to miners, soldiers and police, but some privileges were also given
to teachers, rail workers, steel workers, sailors and others.
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those who work currently finance pensions of those who have dready retired in exchangefor apromise
that their own pensonswill in future be paid by the next generation of workers.

Thereform adopted by Hungary and Poland and planned by Romaniachangesthisarrangement in
afundamental way, as socid security contributions of current workers go in part to persona accounts
(piller I) and in part to private penson funds (pillar ). The capitd accumulated in pillar 11 can no longer
be used automaticaly by the state to pay the pensions of people other than those who effectively ownit.
Moreover, capitd accumulated in pillar | hasdso individua owners. Both capitd's can be used to pay
current pensions, but the payments would represent a debt of the state.

Two questions may be asked. Firgtly, what would be the capita needed at the beginning of the
reform to settle dl the future pension obligations of the state with respect of those who are dready
beneficiaries? Thus suppose that the trangtion to the new system is ingtantaneous, so that current
contributions cannot be used & dl to finance any current pensons. Asthis capita isnot availableto the
penson system, it would have to be borrowed to meet future obligations to current pensioners.
Therefore, the capitd isaform of public debt. Because of the terms of the socia pact, thisdebt isnot a
part of the officia public debt beforethereform. However, thisdebt isimplicit in penson obligationsand
will becomegradudly explicit after the reform, inthe course of gradua switching to the new syssem. The
second question concerns the current value of the pension entitlements of those who, because of their
past socia security contributions or poor health or family circumstances, have dready acquired some
pension rights by the tart of the reform. The capita represented by those rights is another form of the
implicit public debt of the present pension system. In Tables 1 and 3 estimates of thisimplicit debt are
reported. For the FOUR they are based on a common estimation method.

For the people who are already pengioners, the following approach isused. Suppose aspecific
bendfit intheinitid year is Y, and assumethat itsrate of growth will be constant. The benefit isassumed
to be defined fully by the type of pension, the age of person, and the sex of person. It isaso assumed
that therate of growth of benefitsiscommon, acongtant g. The question iswhat should betheinitia fund
K that isjust high enough to pay thebenefits Y4, Y ,,...., Y1 during an expected lifetime T, assuming that
the capitd till unspent at any time during this period produces arate of returnr? ThusKyisasolutionto
the following problem:

Kt=(1+r)Kt.1' Yi (2)
KT:O (3)
Y=(1+0)Y 1 4

Wheret=1,2...,T. Thetermind vaueof the capitd, K+, iszero asthefundisto be spent fully by year T.
The solution to this problem is.

o zar—:1+g('ji
K, =Y, = 5
0 0‘2181”@ (

Therequired initid capita isthusthe present value of dl futurepayments. Y1, Yo, ....,Y1 with therate of
return r being the discount rate. In (5), both Y, and T are specific for particular group of pensonersin
the initid year, taken to be the first year under the new system. For example, for old-age pensoners
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outside agriculturein Poland therewere 102 groups consdered: 51 age classes—from 40 yearsold and
younger to 90 years and older for each of the two sex categories. The capita K, was compared
separately for each group characterised by an age class, a type of penson, and a sex category. The
numbers Yo and T vary as between groups, but both were assumed to be common for al members of
any specific group (Gomulka and Jaworski, 1998).

The method used to estimate the implicit pension debt with respect to those who acquired some
pension rights by the beginning of the new system requiresno new data. 1t isassumed, however, that the
age compostion of al new pensoners will be the same over time as that observed initidly. This
Sationarity assumption aso gppliesto the expected lifetime and the Sze of benefitsof dl membersof each
age group.

Toexplanthe method, et usconsder dl the peoplewho wereintheinitid year, say 1996, of age
21, 22,...40, and who become pensioners at the age 40. Let

V/(40,20-k, 1996+K)

be the present value of al the expenditures on pensonsfor these 40-year oldsat the point of retirement.
These people become pensionersin the year 1996+k, after working and acquiring pension rightsduring
(20-k) years of work. It isassumed that pension rights are proportiond to the duration of work and
subject to growth inred terms at arateg. Hence

LK .
V(40,20- k1996 +Kk) = 2199 80 K&/ 5020. k 1906) (6)
el+trge 20 g

where k=1,...,20, and r isthe discount rate. Therefore the tota present value of pension rights
for those people will be

20 . ..k
TV =V(40,20- k1996)§ E20" KB+ 90
e 20 @l+rg

(7)

Asthe vaue V(40,20-k, 1996) is known, we can compute (7) for any magnitude of g, selected to be O,
2 and 4%, and for any vaue of r, chosen to be equa to 3%.

The method presented above was used to estimate implicit public (pension) debt in al FOUR
countries. The estimates have been done separately for those already retired and for those still working.
The results are asfollows (Table 6):
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Table6
Implicit Pension Debt
(in percent of GDP)

Country g Already retired Working Total
in% Men Women Men Women
Old other Old other All kinds All kinds All kinds
age age
Czech Republic 0 2 14 30 14 59 59 199
2 25 1829|136 18 76 77 251
4 23 43 26 9 105 324
Hungary?® 0 293
2 Not Not available | Not available | No available 407
4 available 600
Poland® 0 42 4 47 38 K7 50 251
2 50 48 5 4 42 62 302
4 61 58 66 52 %! 78 370
Romania® 0 ) 3 23 48 63 211

0. Schneider, CASE WP No0.167, 1999.

Z.\ gda, The Macroeconomic Implications of a Penson Reform, CASE, 1999.
S. Gomulka and P. Jaworski, CASE, WP No. 14, extended version, 1998.

G. De Menil, S. Hamayon and M. Seitan, CASE WP No.177, 1999.

NSNS

This debt for the category of the already retired turns out to be close to 100% of GDP in the
Czech Republic, Hungary and Romania, but closeto 200% of GDPin Poland. Againthekey reasonfor
thisdifferenceisthe unusudly large number and Sze of non-retirement (invdidity and family) pensonsin
Poland. These pensions cost about 6.5% of GDP in Poland, which is aout twice the cost in Hungary,
about 3 times the cost in the Czech Republic and about 5 times the cost in Romania.

6. Aimsand Principles of the Reformsin Hungary (1998) and Poland (1999)

In both Hungary and Poland the pension reform was intended to address the key problems: large
expenditures and disncentivesto work and savings. These problemsarein turn related to low effective
retirement ages, liberd disability criteria, high replacement ratios, large reditribution through the pension
formula, and privileges for some categories of workers. There was dso a need to diversify the
indtitutiond architecture in two ways: by complementing compulsory contributionswith voluntary ones
and by complementing the state socid security system with private pension funds. The motivation of the
reforms was thus both microeconomic and macroeconomic.  There were two main microeconomic
concerns. Onewasto create afar tighter link than under the old system between pension benefits and
pension contributions, thereby strengthening the incentive to work and the disncentive to evade.

Addressing thisconcern required adrastic lowering of the redistributive component and the etablishment
of individua accountsto make the system more trangparent. The other centra microeconomic concern
wasto lower the obligatory socid security contributions paid by the employer, in order to reduce labour
costsand increase employment. Thekey macroeconomic amsof thereformwereasotwo. Onewasto
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bring down, in both countries, the aggregate levels of public expenditures on pensons, as proportions of
GDP, fromthevery high level sthey had reached during thefirst phase of economictrandformation. Such
reductions were needed to make public finances less of an obstacle to growth, by reducing the tota
taxation burden and the budget deficit, and to makeit rather aningrument of growth, by increasing public
resources for education and infrastructure investment. The other am was to induce the working
population to save more on a voluntary basis. These micro and macro objectives were mutually
compatible, and their achievement required a radica reform of the penson system. The reform was
becoming urgent also for demographic reasons. These were the same as are found in many devel oped
countries. longer post-retirement life and lower birth rate.

Thereformislimited to retirement (old age) pensonsoutsde agriculture. Itinvolvesthecreation
of anew inditutiond architecture and theintroduction of new rules concerning contributions and benefits.

Five principles can be identified as having guided these changes. Namdly:

@ The diversification principle: Security and efficiency of the pension system must be
enhanced, and to do thisis by diversifying the system between state and private funds
and between obligatory and voluntary contributions. Moreover, the savings measures
introduced in the obligatory part of the system must be sufficiently strong to pay for
much of the cost of the reform.

(b) Thedistribution principle: The public part of the new system should continue to be
of the PAYG type, while being made less redistributive and more transparent.

(© The capital-funding principle: The private part of the system should be capital funded
and well-regul ated.

(d) The savings principle: The expenditure-savings measures introduced in the obligatory
part of the system must be sufficiently strong to pay for any cost of reform, and

(e The gradual phasing-in principle: The phasing-in of the new system must be spread
over a prolonged period of time, and should not involve people near retirement.

We shdl briefly discussthese principlesin turn.

Principlea.  The system of retirement pensions for workers conssts of three pillars. (1) state, (I1)
open pensonfundsand (111) other pensonfunds. Only pillarsil and 111 are private, and only pillars| and
I1 will receive obligatory contributions.

Principleb.  Obligatory contributionsareto remain proportiond to earnings, aform of payrall tax, but
will now be subject to a cut-off point equa to 2.5 times the average wage. To make the tax more
transparent, haf of the contribution paid before the reform by employersisadded to wages and paid by
employees. Thekey innovation, however, has been the establishment of persond accountsto which al
the obligatory contributions of thosein the new systemwould be assigned. These persond contributions,
if not used as pensons, can be inherited by survivors.

Principlec.  The private pengon funds which condtitute pillar |1 recelve a specified part of dl the
obligatory contributions. However, akey question which reformershad to addresswas. How doesone
protect future pengoners from inefficient pension funds? In Poland, a two fold solution was adopted.
Firgtly, contributors are free to move their savings between funds. Secondly, it islaid down that any
recognised fund mugt, as a condition of remaining in business, guarantee to dl its contributors a rate of
return not lessthan 2 percentage points below the pension industry’ saveragerate. Thissolutionislikely
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to force less efficient funds out of business. To prevent a collapse of the industry into amonopaly, it will
be necessary to issue from time to time new licenses to new funds.

Principled.  The part of the obligatory contributionswhich isdiverted to pillar 11 represents aloss of
revenue to pillar 1. Thus, the reform implies a deterioration of public financesin the initid phase of its
implementation. To contain this deterioration, supplementary reforms are needed in pillar I. The most
important of these are tighter criteria for entittement to invdidity pendons, increesing the effective
retirement age in (Poland, from 56 in 1997 to 60 for women and 65 for men; Hungary progressively
raised and unified to 62 by 2001 (men) and 2009 (women)), by reducing the scopefor early retirement,
and reducing the rate of growth of red pensions, in Poland to aminimum of 0.15 intheyears 1999-2000
and 0.20 from 2001 of the growth rate of red wages. In Hungary theindexation rule was changed from
net wages to aweighted average of gross nomina wages and prices, sarting in 2001, the weightsareto
be 0.5 and 0.5, the so-cdled Swissformula. Further expenditure-saving reforms are needed to replace
the subsidy component, in Poland about 95% of tota spending, of the pension system for farmers.

Principlee. A gradud phesing-in of the reform is intended, to protect the rights of older workers.
Hence the provison of the Polish reform that al people aged 50 and above remain in the old system,
whilethose between 30 and 50 years old will have theright of choice, and only those aged 30 and below
are al compdledto join the new system. This arrangement has two advantages. it reduces sharply the
politica resstance to reform and it helps to contain the financid cods of its implementation. The
Hungarian arrangement iseven moreflexible, asthe new sysemismandatory only for new entrantsto the
labour force, while dl the existing workers have the right either to opt in or remain in the old system.

7. Reform Developments and Pension Projections

In this section | shdl firgt briefly review and then compare the pension reforms which have been
implemented or gpproved for implementation. The purpose of this comparative review is to seek the
reasons for any differencesin the reform programmes.

In generd, three gpproaches to the reform of a PAY G-DP pension system are possible: (i)
reformers within the sysem, (i) complete shift to a fully-funded system, and (iii) an intermediate
arrangement in the form of a multi-pillar (typicdly three pillars) system the Czech Republic adopted
srategy (i), Hungary and Poland strategy (iii), and Romaniais about to adopt strategy (iii).

The Czech Republic

The Czech authorities have prepared |ong-term scenarios of the financid postion of the public pension
system for 1997- 2020, taking into account demographic developments. Thekey finding wastheat “if the
current replacement rate is maintained and the retirement age increases in accordance with the pension
law, the premium tariff would need to increase from the current 26% to 36% in 2020”, (IMF, 1998,
p.43).

Pensions are not subject to any tax in the Czech Republic, and this distorts comparisons with
other countries. If taxeswere applied, pension expenditures would be some 1.5% of GDP higher than
officidly reported. Compared to Poland, the Czech Republic has two disadvantages. Oneisthat the
unemployment rate, which was very low during most of the 1990s, started to increase sharply under the
weight of the 1997-1999 recesson and is likely to continue increasing in response to subsequent
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restructuring. The other disadvantage is the absence of any significant pool of labour in agriculture that
would swell the number of contributors to the penson system in the future.

Nevertheless, the Czech authorities decided againgt a wholesde pension reform, even of the
intermediate and gradua three-pillar type proposed by the World Bank and adopted by Hungary and
Poland. Such a wholesale reform would make explicit a subgtantia part of the implicit pension debt
accumulated under the present system. According to Schneider (1999), “ Thisdebt isoften cited asthe
insurmountable barrier for any (substantia) reform proposd”. The Czech response to the threet of a
subgtantia increase of the premium tariff has been to adopt changes to the present PAY G-DB system
and to implement them gradualy. These changesinvolve above dl agradud increase in the retirement
age, linking benefits more directly to contributions, and adopting a price indexation formulafor pensons
which isintended to lower theratio of pensgons to wages.

Hungary and Poland

In the post-WWII period, demographic trendsin Hungary were Smilar to those in the Czech Republic.
However, during the 1990s, restructuring went far degper in Hungary, leading to amuch sharper increase
intheratio of pensonersto contributors (Table 1). The replacement rate declined in both countries, but
the decline was sharp in the Czech Republic and quite moderate in Hungary. In Poland this rate
increased sharply during the 1990s. It would thus appear that the countries that undertook more
significant restructuring, such as Hungary and Poland, were also under greater socid pressure, to which
they succumbed, to keep the replacement ratio high. In these countries the pension system became an
extenson of the socia protection safetynet to ease oppostion to restructuring reforms.  The
macroeconomicimplicationsof thiscombination of degper restructuring and larger pensontransferswere
larger budget deficits and higher payroll taxes in Hungary and Poland than in the Czech Republic. The
further implication was that the financiad pressure to reform the pensgon system was dso greater in

Hungary and Poland. Thethreat of amgor macroeconomic ingtability forced Hungary to adopt atough
dabilization programmein 1995. 1n1996, agovernment led by socia democratsinitiated libera reforms
of the penson system. Therdevant legidation wasadopted in July 1997 and, in January 1998, Hungary
becamethefirg trangition country to beginimplementing a3-pillar penson system. Themoativations ams
and specific principles of the Hungarian reform (Paaciosand Rocha, 1997) arethe sameas, or Smilar to,
those which Poland adopted one year later (Gomulkaand Styczen, 1999). A broad description of these
principles was given n Section 6 above. In both countries, the reform applies only to retirement
pensions. However, in Hungary these pensions accounted, in late 1990s, for some 80% of al pensions
expenditures, asagaingt 55% in Poland. Thelatter proportion indicates that much of the penson problem
in Poland il remains to be solved. Asindicated earlier, Poland remains the world leader in pensons
other than old age (mainly invaidity and family pensions) which are internationdly exceptiondly highin
terms both of their number in relation to the labour force and levelsin relation to wages. Moreover,
there remains the problem of what to do with the financing of pensions for the agricultura community.

Romania

As noted earlier - o far, during trangition, penson expenditures in Romania have been kept low in
relation to GDP. However, smulationsindicate that the contribution rate must increase from 25.5%in
1996 (and 32.5% in 1999) to 41.5% in 2040 in order to maintain the 1998 ratio of pensions to wages
(De Menil et al, 1999). In 1998, thisratio, a 36.2%, was much lower than in Hungary and Poland
(Table1). Romaniaistherefore expected to experience socia pressuretoincreasethet ratioin thefuture.
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This pressure and the expected increase of the coverageof the population by pensoninsurance aretwo
magor factors which prompted the Romanian government, in 1999, to propose a reform of the state
penson sysem dong the Hungariant Polish modd (G. De Menil, et al, 1999).

8. Conclusions

Demographic trends during the years 2000-2050 (for which projections are typicaly made), are
expected to be smilar in the FOUR to the mgjor EU countries. Populationswill be either stable (Poland,
Romania, France, UK) or declining (Hungary, the Czech Republic, Germany, Italy). Dependency ratios
(65+ to 15-64 year olds) are projected to increase in most countries, including our FOUR, a a
higtoricaly unusua pace. Theseratiosin the four EU countries listed above are expected to increase
from about 24% in 2000 to about 40-45% in France and Italy and 50-60% in Germany and Italy (Chand
and Jaeger, 1996). In Poland thisratio is projected to increase from 17.7% in 2000 to 40.9% in 2050
(Styczen, 1999), and in Hungary from about 25% in 2000 to about 40% in 2050 (Palacios and Rocha,
1997). Thedderly populationitsef isprojected to age considerably in most countries. Thisisindicated
by the ‘very derly’ ratio (75+ to 65+), which is expected to increase, in the four EU countries, from
about 40-45% in 2000 to about 60% in 2050. Thisratio in Poland is projected to increase from about
40% in 2000 to about 51% in 2035 and then to decline to 42% in 2050 (Styczen, 1999).

Pension systems and pension expenditures show large variations among countries worldwide.
This variation appears to reflect mainly demographic factors and differences in the leve of insurance
protection, the latter tending to increase with the level of development. The focus of this paper are
pension developments and reforms in the FOUR trangtion countries:  the Czech Republic, Hungary,
Poland and Romania, during the 1990s. Poland and Romania are found to be clear outliers among the
FOUR in terms of key pensons satistics. The study suggests that the grester pension expendituresin
Hungary and Poland are in part inherited (especidly in Poland) and in part caused by the more redical
restructuring reforms, and that these greater expenditures have in turn prompted these two countriesto
dart replacing gradualy their PAY G-DB system with a three- pillar mixed system, with privete penson
funds congtituting a large component of the reformed system.
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