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Executive summary  
 
At the turn of the 21st century nine countries in Central and Eastern Europe decided to 
introduce multi-pillar pension systems. This was inspired by the international developments 
of the pension policy, but also reflected the future challenges that pension systems faced, 
particularly the population ageing. The pension reforms aimed at reducing the pension 
liabilities in the long run and diversifying pension income in the future. At the same time the 
reforms aimed to induce positive externalities, such as development of the capital markets 
and creation of the stable group of national institutional investors.  
 
While the wave of pension reforms happened mainly before the EU accession, with the EU 
integration, the perception of multi-pillar schemes changed. This was caused, among others, 
by the requirements of the Stability and Growth Pact that was forcing tight fiscal policies, at 
the same time keeping the mandatory funded pensions outside the public sector. The 
outburst of the 2008 crisis induced retrenchment of the funded pillars, with the main aim to 
reduce the emerging fiscal pressure by treating the pension systems as “piggy banks”. While 
the pension reforms were still at relatively early stage of their implementation, it was too 
early to judge that reforms did not meet their goals. Moreover, performance of mandatory 
pension funds was better in the two countries that de-facto closed down their mandatory 
pensions (Poland, Hungary).  
 
The reversals have implications for pension systems and for the future pensioners, but also 
for the capital markets and fiscal situation. As discussed, the situation of the future pensioners 
does not necessarily improve after the reversals. The situation of pension systems improved 
temporarily with increased cash flow, but it cames at a price of increasing implicit liabilities 
and generational imbalances.  
 
With the slower growth of pension funds’ assets or their decline in Poland and Hungary, the 
capital markets also lose the stable national institutional investors that are active on the 
financial market.  
 
The article also shows that the reversals have implications for public finance. In order to 
reduce the burden on the public finance, the governments used pension funds’ assets as 
“piggy banks”. However, the reversal decisions did not automatically lead to improved short-
term fiscal situation and the fiscal challenges for the future increased. 
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Introduction 
 
At the beginning of 1990s, the pension systems played an important role in the social and 
economic transition of the countries in Central, Eastern and South-Eastern Europe. The 
retirement system was used as a substitute for welfare and unemployment benefits, offering 
relatively generous benefits, frequently at a relatively low retirement age (Müller, 2003). The 
normal pensionable age in CESE countries was low by Western standards (55 for women, 60 
for men) and many groups could retire even earlier. This led to a high level of pension 
spending, that dominated social protection expenditure in these countries. Broad access to 
early retirement led to very high system dependency levels, despite relatively good 
demographic situation. At the same time, labour market developments, including high 
unemployment, led to low coverage in many countries. In mid 1990s pension spending ranged 
from 5.1% of GDP in Romania to 14.4% of GDP in Poland (Müller, 2003: 66). As summarised 
by (Barr, 1994), pension systems paid too little to too many at too high a cost. At the same 
time, the demographic situation was changing. A rapid decline in fertility was observed after 
the collapse of the centrally planned economies and communist regimes and at the same time 
life expectancy increased. As a result, populations in the CESE region are ageing more quickly 
than in Western or Northern Europe. This will put significant pressure on the stability of 
pension systems in the long run.  
 
The weaknesses of pension systems combined with the looming long-term outlook led to a 
rising discussion on the need for systemic pension reforms. The reform goals included, among 
other priorities, cost containment measures through tightening eligibility to disability 
pensions as well as removing artificial incentives to early retirement and improving the equity 
of the system between different groups of workers. Secondly, the policy recommendations 
focused on improving incentives by reducing payroll contributions and sharing them between 
workers and employers. Incentives to postpone retirement decisions by changes in the 
pension formulae were also proposed (Chłoń-Domińczak, 2020). 
 
One of the most important reform directions included the diversification of pension financing 
by introducing a mandatory funded component. There were several advantages of such 
reforms presented in the literature (Barr, 2004). First, the introduction of funding (taking over 
from state pensions) reduces public spending in the long run. Second, they can support 
increased savings and hence higher economic growth that would help the sustainability of 
pension systems, but also stimulate development of financial markets and assist privatisation. 
Last but not least, it was believed that it would help to protect the system from political 
pressures as future increases in pensions would be possible only if contributions increased in 
the present. 
 
At the same time, there were also important arguments about the risks related to introducing 
funding. First, although private schemes can cope with inflation during the accumulation 
phase, it is more difficult for them during the payout phase. Furthermore, a significant move 
to funding increases public spending at the beginning of reform introduction, due to the 
transition costs – pensions of the elderly need to be paid out and additional contributions are 
needed to build the fund. The reforms required key policy decisions regarding redistribution 
in the pension system, distribution of risk in the private system, the scope of individual choices 
with regards to the pension portfolio, asset management principles, the level of risk in the 



 3 

asset portfolio, monitoring compliance and state guarantees. To implement the reforms, both 
institutional and political capacity needed to be developed.  
 
Nevertheless, the advantages associated with funding were perceived by policy makers as 
important enough and the introduction of funding was seen as a solution to pay-as-you-go 
system problems, and at the same time enhancing the economic and social efficiency of 
pension systems (Chłoń-Domińczak, 2020). The idea of multi-pillar systems seemed to be 
particularly attractive for decision makers, who saw the opportunity to develop national 
financial markets, including stable national financial investors (pension funds) as well as 
creating conditions for the development of the national stock exchanges and equity markets. 
The shaping of the pension systems in CESE countries involved different actors: national 
stakeholders (governments, social partners, experts) as well as transnational institutions 
active in the area of policy support and advice (Heneghan & Orenstein, 2019). The countries 
were also learning from each other both on the design and implementation of reforms. The 
timing of the pension reform thinking in the CESE countries, coincided with the publication of 
the World Bank book Averting the Old-age Crisis (World Bank, 1994). The publication of this 
book was followed by active advocacy for structural reforms, including the introduction of 
voluntary or mandatory individual private accounts.  
 
Between 1999 and 2008, nine out of 11 new Member States from Central, Eastern and South-
Eastern Europe decided to introduce pension reforms that included a mandatory funded 
component. The main features of the pension system designs are presented in Table 1.1 As 
one can see, the mandatory funded components were all based on individual choice and 
defined-contributions, which meant that there was a close link between contribution 
payments and future pension benefits. Another similar feature is the transition to funded 
systems, which was made mandatory only for younger workers, while in the majority of the 
countries, those who were already participating in social insurance for some time (though 
with some different age limits between countries) had a choice on whether to join the funded 
component or not. Only in Lithuania was the option to join the funded scheme voluntary for 
all workers. The CESE countries also commonly adopted a solution, that the contributions for 
the funded component are deducted from mandatory social insurance contribution. As a 
result, loss in the contribution income in the non-financial (PAYG) pension system needed to 
be compensated from other sources. This resulted in transition cost that appeared in all 
countries, but the size of the transition costs differed depending on the contributions and 
number of participants. 
 
The contributions assigned to the funded pillar in countries subsequently implementing multi-
pillar schemes show rising consideration of the transition costs. Countries that initiated the 
shift towards multi-pillar frameworks (Hungary, Poland, Latvia) decided to have higher 
contributions in the funded pillar, compared to those countries which followed later (with the 
exception of Slovakia).  
 
The changes to pension systems also included the design of the PAYG part, either by structural 
reforms (such as introducing NDC system in Poland and Latvia) or by parametric changes 

 
1 A statutory funded pension scheme (defined-contribution (DC), fully funded), was also introduced in Czechia 
from the beginning of 2013 (as a voluntary partial opt-out from the first pillar), but it closed at the end of 2015. 
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adjusting pensions to lower PAYG contributions. Furthermore, countries decided to raise legal 
retirement ages.  
 
Table 1. Main features of pension schemes in 8 CESE countries at the time when reform was introduced 

(retirement age with changes up to 2020) 

 

Public 
pension 
scheme 
(PAYG) 

Retirement age 

Mandatory Funded Scheme (FDC) 

Initial 
contributions 

Enactment 
date 

Who participates 

Hungary DB 60/55  62  
 65 

6% to 8% 1998 Mandatory for new 
entrants, voluntary for all 

employed  
Poland NDC 65/60 (55/60)  

65/60  
 67 65/60 

7.3% 
 

1999 Mandatory for new and 
workers < 30, voluntary for 

30-50 
Latvia NDC 

(from 1998) 

60/55  62  
 65 

2% to 8% 2001 Mandatory for entrants and 
workers < 30, voluntary for 

30-50 
Bulgaria DB 60/55  63/60  

65 + LE 
2% to 5% 2002 Mandatory for all workers 

<42, no cohorts with choice 
option 

Croatia Points 60/55  65/60  
67 65 

5%  2002 Mandatory for entrants and 
workers < 40, voluntary for 

40-50 
Estonia DB 60/55  63  

 65 + LE 
6% (4% +2%) 2002 Mandatory for new 

entrants, voluntary for 19-
60 in year of reform 

Lithuania DB 60/55  62.5/60 
 65 

2.5% to 5.5% 2004 Voluntary for current and 
new workers but no opt-out  

Slovakia Points 60/53-57  
 62 + LE 

9% 2005 Mandatory for born after 
1983, voluntary for all being 

in the social insurance 
before 2005 

Romania DB 62/57  65/63 2% to 3% 2008 Mandatory for new and 
workers < 35, voluntary for 

36-45 

Source: (Chłoń-Domińczak, 2020) based on (Bielawska, Chłoń-Domińczak, & Stańko, 2018)(Schwarz & Arias, 
2014) with author’s  update. 

The relatively broad access to pension funds was not accompanied by efforts to develop the 
necessary level of financial literacy. After public information campaigns that followed the 
introduction of reforms, no broader government activity related to developing basic 
knowledge about long-term pension savings followed. As a result, many workers were not 
adequately informed about issues such as exposure to risk, or the costs and returns related 
to pension funds, which also affected further perception of the performance of pension funds 
during the time of the 2008 economic and financial crisis. 
 
Summing up, the first years after the introduction of mandatory pension funds saw the 
development of the pension funds market and the adjustment of regulatory regimes, which 
was particularly visible in the area of fees. After initial activities related to supporting workers’ 
choices, CESE countries usually did not pursue wider policies to build financial literacy among 
pension fund members.  
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Section I: Analysis of the reasons that caused reversals of the initial 
multi-pillar reforms .  
 
With the outbreak of the 2008 economic and financial crisis, between 2009 and 2011 seven 
of the CESE countries decided to introduce measures that reduced the initial size of the 
funded component of the pension system, with further changes that followed since then. 
Details of these changes are shown in Table 2.  
 
Table 2. Reversals of funded components of pension systems in CEE countries 

Country Short description of the change to contributions, assets, membership 

Estonia Temporary reduction with off-set.  
6% contribution rate cut to 0% between June 2009 and January 2011 and shifted to PAYG. 
Gradual increase from 2011. Rate set at 3% in January 2011 and 6% in January 2012. In 2014-
2017 at 8% to offset missed contributions 

Latvia Partial reduction. 
8% contribution rate reduced to 2% in May 2009. Rates increased to 4% from 2013 

Lithuania Partial reduction. 
5.5% contribution rate reduced to 2% in July 2009. Rates further lowered to 1.5% in January 
2012 and 2.5% in 2013. Change to 3% (2%+ 1%) January 2014, voluntary participation. 
Additional contribution at 2% in 2016-2019. 

Hungary Permanent reversal. 
Contribution rate reduced to 0% in January 2011 assets transferred to the mandatory PAYG 
system. 

Poland Permanent reduction and partial reversal. 
Contribution rate reduced to 2.3% in May 2011. From February 2014 contribution at 2.92%, 
in February 2014 assets invested in government bonds transferred to PAYG scheme and 
redeemed. In 2014 system made opt-out and opt-in in specified time slots. Assets from 
pension funds transferred gradually to PAYG 10 years prior to retirement. In 2019 the 
government announced that the funded pillar will be eliminated and accumulated assets will 
be either transferred to individual retirement accounts (with 15% transaction fee) or to NDC 
accounts. 

Romania Temporary reduction. 
Reduction in planned growth path of contribution rate from 2% to 6%. Rate froze at 2%, 
started to increase from 2010 at annual rate of 0,5pp. up to 5% in 2015. Between 2016 and 
2018 contribution rate 5.1% instead of 6%, and in 2019 it was 3.75% of wages – the system 
was made voluntary. From 2020 the contribution rate increased again to 5%.  

Slovakia Permanent reduction. 
9% contribution reduced to 4% in 2013; since 2017 increase in contribution rate by 0.25pp up 
to 6% in 2024. Funded scheme opt-out and opt-in system; since 2008 with reopening every 2 
years (from 2009).  New entrants are by default enrolled only to PAYG part but may apply for 
membership in the funded component up to age 35 

Source: Author’s update following Schwarz and Arias (2014) updated by (Bielawska et al., 2018). 

According to the (Ortiz, Durán-Valverde, Urban, & Wodsak, 2018), the pension privatisation 
in the CESE countries (as well as countries in other regions) did not deliver the expected 
results, and therefore, there was a need to reverse the multi-pillar schemes. However, the 
more thorough assessment of circumstances related to pension reversals indicate, that these 
decisions were mainly driven by other factors, most importantly the current fiscal situation of 
the countries.  
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The overview of socio-economic and fiscal situation as well as performance of pension funds 
in the mandatory part of the multi-pillar scheme by (Bielawska et al., 2018) indicates that 
there are many differences between the CESE countries that decided to partially or fully 
reverse the funded components of their pension systems. Each of these factors, alongside the 
political economy, in theory had a contribution to the sustainability of pension systems during 
the times of the economic crisis as well as in the long run. Table 3 presents the summary of 
potential impact of the analysed factors on decisions on pension reform reversals or 
reductions. The most important factor contributing to the decisions on reversing the 
mandatory funding can be assigned to worsening fiscal situation, combined with high pension 
expenditure. It should be noted that the reversals were introduced, despite foreseen 
acceleration of population ageing.  
 
Table 3. Social, economic and fiscal context of pension reform reversals 
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Pension system changes after crisis 

Bulgaria - - + + + - - + No change 

Estonia - - + + + - + + Temporary reduction with offset 

Latvia -- -- - - - - -- - Partial reduction 

Lithuania - - -- + + - -- - Partial reduction 

Hungary -- - - -- - + - -- Permanent reversal 

Poland -- -- ++ -- - + -- -- 
Permanent reduction and partial 
reversal going towards permanent 
reversal 

Slovakia -- -- ++ - - - -- -- Permanent reduction 

Source: (Bielawska et al., 2018) 

The extreme fiscal stress created a new reality for the new member states, which decided to 
rebalance their pension systems and downsize their mandatory funded pension schemes 
(Beblavý, 2011). When the 2008 crisis hit the CESE region, their fiscal positions worsened, 
both in terms of the general government deficit and the general government debt. Estonia 
was the only country that avoided an excessive deficit procedure (EDP) in 2009 and 2010 
(Staehr 2016).  
 
This was the case particularly in Hungary and Poland, all or part of the assets already 
accumulated were diverted back to the PAYG schemes. The Hungarian government was 
explicit about its objectives of reversing the funded scheme, declaring: “the key objectives of 
the proposed measures is to improve the budget balance that has been gradually 
deteriorated year after year since the implementation of the multi-pillar system, [. . .] and to 
cut explicit public debt relative to GDP in order to minimise the country’s exposure to external 
shocks” – announcement of the Hungarian Ministry for the National Economy (Datz and 
Dancsi, 2013). The Polish Prime Minister and the Minister of Finance advocated that the main 
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reason for the reversal were the excessively high administrative costs and insufficient 
investment in the real economy due to the high share of assets invested in Polish treasury 
bonds (Bielawska et al., 2018).  
 
The problems with the fiscal imbalances are clearly visible in the government finance 
statistics. In the majority of the CESE countries general government deficits soared to 6-9% of 
GDP during 2009 and 2010, as indicated in Table 4.  While in many countries the deficits 
decreased in the following years, Hungary and Romania still struggle with high general 
government deficit. 
 
Table 4. General government net lending (+) /net borrowing (-) in CESE countries, 2009-2019 (% of GDP) 

  2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 

Bulgaria -4.0 -3.1 -2.0 -0.3 -0.4 -5.4 -1.7 0.1 1.1 2.0 2.1 

Estonia -2.2 0.2 1.1 -0.3 0.2 0.7 0.1 -0.5 -0.8 -0.6 -0.3 

Croatia -6.0 -6.5 -7.9 -5.4 -5.3 -5.3 -3.3 -1.0 0.8 0.2 0.4 

Latvia -9.6 -8.7 -4.3 -1.4 -1.2 -1.6 -1.4 0.2 -0.8 -0.8 -0.2 

Lithuania -9.1 -6.9 -9.0 -3.1 -2.6 -0.6 -0.3 0.2 0.5 0.6 0.3 

Hungary -4.8 -4.5 -5.2 -2.3 -2.6 -2.8 -2.0 -1.8 -2.5 -2.1 -2.0 

Poland -7.3 -7.4 -4.9 -3.7 -4.2 -3.6 -2.6 -2.4 -1.5 -0.2 -0.7 

Romania -9.1 -6.9 -5.4 -3.7 -2.1 -1.2 -0.6 -2.6 -2.6 -2.9 -4.3 

Slovenia -5.8 -5.6 -6.6 -4.0 -14.6 -5.5 -2.8 -1.9 0.0 0.7 0.5 

Slovakia -8.1 -7.5 -4.5 -4.4 -2.9 -3.1 -2.7 -2.5 -1.0 -1.0 -1.3 

Source: Eurostat [gov_10dd_edpt1], extracted on 15.07.2020 

Most of the countries also faced increasing public debt (Table 5). In Hungary, Croatia and 
Slovenia, debt levels exceeded the 60% of GDP threshold in the years following the fiscal crisis. 
In Hungary and Poland, despite the transfer of assets from pension funds back to public 
finances, government debts remained high.  
 
Table 5. General government consolidated gross debt in CESE countries, 2009-2019 (% of GDP) 

  2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 

Bulgaria 13.7 15.4 15.2 16.7 17.1 27.1 26.0 29.3 25.3 22.3 20.4 

Estonia 7.2 6.6 6.1 9.8 10.2 10.6 10.0 10.2 9.3 8.4 8.4 

Croatia 48.7 57.8 64.4 70.1 81.2 84.7 84.3 80.8 77.8 74.7 73.2 

Latvia 36.9 48.1 43.9 42.4 40.3 41.6 37.3 40.9 39.3 37.2 36.9 

Lithuania 28.0 36.3 37.2 39.8 38.7 40.6 42.6 39.7 39.1 33.8 36.3 

Hungary 78.2 80.6 80.8 78.6 77.4 76.8 76.2 75.5 72.9 70.2 66.3 

Poland 49.8 53.5 54.5 54.1 56.0 50.8 51.3 54.3 50.6 48.8 46.0 

Romania 21.8 29.6 34.0 37.0 37.6 39.2 37.8 37.3 35.1 34.7 35.2 

Slovenia 34.5 38.3 46.5 53.6 70.0 80.3 82.6 78.7 74.1 70.4 66.1 

Slovakia 36.4 41.0 43.5 51.8 54.7 53.5 51.9 52.0 51.3 49.4 48.0 

Source: Eurostat [gov_10dd_edpt1], extracted on 15.07.2020 

 
Concerns about the fiscal situation during and after the 2009 crisis were also strengthened by 
the struggle to meet the EU policy requirements. Upon the EU accession in 2004, countries in 
the region shifted their focus towards EU policy coordination, including fiscal, financial and 
pension policies. While pension legislation and organisation of pension systems, according to 
the subsidiarity principle, is the responsibility of national governments, there is some degree 
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of coordination for pension policies at the EU level through instruments such as the so-called 
‘open method of coordination’ in pensions (pensions OMC), and the joint work of the EU 
member states and the European Commission on fiscal policies, including the long-term 
sustainability.  
 
The logic of pension reforms differed significantly between the CESE countries and the older 
EU Member States. (Beblavý, 2011) underlines that in the latter countries, paradigmatic 
change in pension systems has not happened and instead, parametric reforms (some of them 
far-reaching) have been the preferred way forward. In contrast, the new EU member states 
have served as a veritable laboratory of social and economic change, including orientation 
towards neoliberal, market-driven policies, including compulsory pension savings based on 
individual choices. This means that the design of the (multi-pillar) pension systems was 
different in the majority of the new member states compared to the traditional pension 
system in the older EU countries. These differences are particularly visible when looking at 
the actual and projected contributions and expenditure in occupational, private mandatory 
and non-mandatory pensions in the 2009 Ageing Report  (European Commission DG ECFIN, 
2009). The eight new member states and only one old member state (SE) at that time had 
private mandatory pensions that were expected to finance some of the pension expenditure 
by 2060.  
 

At the same time, an important controversy between the Commission and the new member 
states was the definition of the contributions transferred to mandatory funded scheme. The 
new member states assumed that the contributions diverted to these schemes and the 
accumulated assets would be treated as a part of public finances. However, Eurostat and the 
European Commission disagreed and, from 2007, after the initial transition period, the 
transition costs were fully accounted for in general government deficit and debt figures 
(Wóycicka & Grabowski, 2007). This led to a substantial increase in the public deficit and debt 
figures for the new member states in the light of the Maastricht criteria laid down in the 
Stability and Growth pact and excessive deficit rules. This process changed the locus of 
attention in pension policy. As underlined by (Casey, 2014), the governments used the assets 
accumulated in funded pension schemes as “piggy banks” and there were few restraints upon 
governments of using these funds for such a purpose. Furthermore, that they could do so was 
one of the perverse consequences of the requirements of the Stability and Growth Pact, that 
on the one hand restricted levels of the government debt and government deficit and on the 
other – did not treat mandatory funded assets as a part of the public system. What is much 
less clear is what the wider costs and benefits of the reversals were. Full assessment of these 
consequences is not possible, as it requires making projections under certain assumptions. 
Casey (2004) also highlights that the decisions that are made in such cases are usually based 
upon the weight policy-makers give to the interests of today’s generations relative to those 
of tomorrow’s generations and this, implicitly, determines the discount rate that is used. 
 
While the fiscal situation is definitely the most important driver of the reversals of the funded 
components, other factors that were mentioned during these policy changes related to the 
unsatisfactory performance of the funded pillar, in terms of excessive administrative costs 
and/or low returns of the pension funds for their participants.   
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Another important aspect was the fees and charges related to the management of pension 
funds. The fee structure in the CESE countries was quite complex, including fees and charges 
levied on contributions, assets and investment returns. Upon introduction of the multi-pillar 
systems, fees were perceived as one of the elements of competition between fund providers. 
However, fees were initially relatively high. In response to these developments, the regulators 
in some countries (i.e. Croatia, Hungary, Poland, Romania) decided to introduce caps on the 
fees (Han & Stańko, 2018; Ionescu & Robles, 2014).  According to the IOPS estimates (Han & 
Stańko, 2018; Ionescu & Robles, 2014) the impact of fees on total pension savings varies 
significantly between countries. In 2008, prior to the financial crisis, the charge ratio 
estimated for a person saving for 40 years ranged from 18.74% in Poland to 26.51% in 
Bulgaria. The later estimates, that included also Baltic countries and Romania indicate that 
the fees are quite high in Latvia and Estonia. The complicated fee structures also impede the 
ability of pension fund members to compare the costs of pension funds and was one of the 
reasons for the loss of trust in funded schemes, particularly during the financial crisis.  
 
Another argument used in the discussion was the poor performance of pension funds. First, 
it should be underlined that the investment horizon was still too short to fully assess the 
outcomes of the rates of return, as only in two CESE countries: Poland and Hungary the 
investment history was longer than one economic cycle (around 8 years). Analysis of 
(Bielawska et al., 2018) shows that in these two countries (which by the way decided to 
permanently reverse from the funded pensions) the average annual returns since the 
beginning of the reform were positive in real terms. In other countries (Bulgaria, Lithuania, 
Latvia, Slovakia) returns were negative in real terms or close to zero, while in Romania they 
were positive. Therefore, in general, the investment performance was not satisfactory, 
however given the short period of activity of pension funds, such assessment should be 
performed in the future. The data for the period up to 2012 (that is after the financial crisis, 
when decisions on reversals were made) was not long enough to judge about the long-term 
performance of analysed CEE funded pension systems. The history of long-term investment 
in various countries (with a famous US example used by Siegel, 2008) suggests that in the 
long-run the probability of achieving negative accumulated rates of returns from investment 
is getting extremely small. At the same time, the probability of occurring negative interim 
returns increases over the time horizon (Trainor, 2005: 332). In the long run, the funded pillar 
is better for future pensioners than the PAYG system when the real rate of return exceeds the 
growth of wage funds (the Aarons’ condition, Aaron, 1996). According to D. Blake (2009: 4) 
this condition is met not only because pension funds can invest abroad in countries with 
higher economic growth rates. The condition is met also on the grounds of the so-called 
dynamic efficiency of economy. The dynamic efficiency (Abel et al., 1989) is present in the 
economy when at constant share of wages in the GDP the rate of return in investment in 
financial assets exceeds the rate of growth of wages, which – in the long – is the GDP growth 
rate (Blake, 2009: 4). To verify the above statement for the CEE pension systems much longer 
time horizon would have been required.  
 
It should be also underlined, that relatively low returns were also linked to the investment 
strategies. Most pension funds followed a very conservative investment strategy. Until 2005, 
the percentage of public and private bonds in their portfolios was substantial, ranging from 
45-50% (Estonia in 2001 and Slovakia in 2001-2003) to 60-75% in other countries (Bielawska, 
Chłoń-Domińczak, & Stańko, 2017). At the same time, investment in equity represented less 
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than 10% pension fund portfolios in most of the cases. Only in Poland, around 30% of assets 
were invested in equity. This also meant that the pension funds did not contribute to the 
development of domestic financial markets to the extent it was initially expected.  
 

Section II: Consequences of the reversals  
 
Decisions to reverse the mandatory funded pensions had many consequences both on the 
participants of pension systems, capital markets and the public finance, which are discussed 
in this section. However, it should be noted that there will be longer-term consequences, 
which are difficult to assess at the moment. Therefore, the performance of pension systems 
should be constantly monitored and evaluated. 
 

II. 1 Workers 
 
The consequences of funded pension reversals for workers participating in fully funded 
systems are twofold. First, the reduced (or eliminated) funded components have an impact 
on their future pensions, that will be to a larger extent financed from the mandatory PAYG 
systems. Second, there are also losses related to the overall trust of workers towards financial 
institutions such as pension funds and investment funds. 
 
With regards to the first issue, the impact of the reversals on future pensions can be estimated 
by comparing the loss of future annuity due to lower accumulation of pension assets and gain 
in the PAYG pension that can be attributed to the part of contributions that were diverted 
from the funded to the PAYG pension. Such an assessment was made by (Chłoń-Domińczak, 
2018) for six CESE countries (Estonia, Latvia, Lithuania, Poland, Slovakia and Romania). It 
indicates that the future pensioners in Poland are likely to lose as their total pension wealth 
(combining PAYG and funded components declined, while those in Slovakia are more likely to 
gain due to more generous PAYG systems. For the remaining four countries the results show 
little impact of the reversals on the future pensions. It should be noted that the outcome of 
such simulation depends on the assumptions and the actual outcomes may differ. In 
particular, if the design of the pension system changes (i.e. PAYG pensions become less 
generous), the actual outcome may differ. Similarly, the gain/loss of pension wealth depends 
on the actual difference between the returns observed on the financial market and the 
average wage growth.  
 
Another important consequence of the reversals is growing lack of trust towards financial 
institutions, particularly pension funds. As pointed out by the (OECD 2019a), trust on pension 
funds managing people’s retirement savings at their best interest, is low. Financial and 
economic crisis, among others, is making people doubt, whether pension funds will deliver 
their promises, whether they are run with the best interest of workers and future pensioners 
in mind, and whether they get adequate pensions. Governments’ communication on the 
reversals contributed to further decline of trust. As a result, any further initiatives to develop 
pension savings are not getting sufficient interest from workers. For example, the new auto-
enrolment pension savings scheme in Poland introduced in 2019 – employee capital plans – 
managed to retain only around 35% of eligible workers, which is below expectations.  
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II. 2 Pension system 
 
Reversals also have consequences for pension systems. While in the short-run the cash flow 
of pension systems improved, to a larger inflow from contributions, in the long-term 
consequences are not positive. Scaling down or closing the funded components means that 
the risk diversification that characterises multi-pillar pension systems is reduced or 
completely eliminated.  
 
Analysis of (Baksa, And, & Nerlich, 2020) suggests that reversals of pension reforms are 
potentially very costly. Reform reversals not only result in higher aggregate pension 
expenditure and public debt-to-GDP ratios, but in most cases also lead to worsening the 
adverse impact of ageing on economic activity. If the reversed reform elements were to be 
compensated for by other policy instruments, a disproportionally large part of the adjustment 

burden would fall on one generation, hence increasing generational imbalance. 

 
As summarized by (Beblavý, 2011), even if the much smaller, private pillar survives, it can no 
long serve as an equal or significant addition to the public system. It becomes a small 
supplement, and the countries effectively return to the Bismarckian character of their pension 
systems, that is: primarily financed by social insurance contributions, earnings-related and 
granted on the basis of work record, which indicate a convergence towards the character of 
pension systems in western European countries. This is also confirmed by the projections in 
the 2018 Ageing Report (European Commission DG ECFIN, 2018). 

 
This is illustrated in Table 6 using the example of Poland – closing down of the funded pillar 
leads to the elimination of the funded component (FDC) pension expenditure but, at the same 
time, increase of the PAYG pension expenditure, with all the burden of pension financing 
shifted to the PAYG system. Shift towards the PAYG system also increased implicit pension 
liabilities, which are discussed in the section II.4. 
 

 
Table 6. Long-term pension expenditure in Poland: summary of AWG projections 

in % GDP 2009 2012 2015 2018 

base year:  2007 2010 2013 2016 

base year pension expenditure 11.6 11.8 11.5 11.2 

2060 public pension expenditure 8.8 9.6 10.7 11.1 
2060 FDC expenditure 1.9 1.3 0 0 
Total 2060 expenditure 10.7 10.9 10.7 11.1 

Source: (European Commission Directorate-General for Economic and Financial Affairs, 2018) 
and earlier editions. 
 
Last but not least, the reversals also undermined the trust towards pension systems. Many 
working-age people are convinced that the pension systems will not be able to deliver their 
promises in the future.  
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II. 3 Capital markets  
 
The reversals of funded pensions also had an impact on capital markets. Obviously, decline of 
contributions as well as a shift of part of the pension funds’ assets back to the public system 
affected the size of pension funds’ assets, which is illustrated in Figure 1. Pension fund assets 
in Poland and Hungary experienced severe drops as a result of the shift in assets back to the 
public sector. As a result, the growth of funded systems’ assets in CEE countries has been 
smaller in the second decade of the century. Among the CESE countries, only in Croatia, 
Bulgaria and Estonia assets of pension funds exceed 10% of GDP, which is much below the 
simple average of the OECD countries (49.7% of GDP).  
 
Figure 1. Total investment of providers of funded and private pension arrangements in CESE countries, as a 

percentage of GDP, 2006-2018 

Countries that reversed the mandatory funded 
pensions 

Countries that (temporarily) reduced mandatory 
funded pensions 

  

Countries with sustained mandatory funded 
pensions 

Countries developing voluntary schemes. 

 

 

Notes:  The drop in investments in Hungary. 2011 comes from a pension reform which suspended payments to 
the mandatory individual schemes and redirected all the contributions to pay-as-you-go public pension schemes, 
unless workers chose to keep these individual schemes by the end of January 2011. The drop in investments in 
2014 in Poland comes from the reversal of the mandatory private pension system that led to a transfer of 
domestic sovereign bonds held by open pension funds into the social security system.  
 
Source: OECD Global Pension Statistics. 
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Sequestration of pension assets also affected the stock markets, most importantly in Poland, 
where the stock exchange was most developed. As underlined by (Wyszyński, 2018), after the 
reform reversal, the mandatory pension funds (OFEs) remained significant investors on the 
Warsaw Stock Exechange (WSE), but their role changed. Over the four years, from April 1, 
2014 to March 31, 2018, OFE sale transactions of equity instruments listed on the WSE 
exceeded purchase transactions by PLN 6.2 billion (EUR 1.4 billion) and only in six out of 16 
quarters in this period the value of purchases exceeded the value of sales. This means that 
pension funds rather manage their liquidity than actively invest as their assets expand. At the 
same time, as a result of changes in investment limits, OFE's involvement abroad increased. 
At the end of March 2018, the value of shares of companies listed on foreign markets 
amounted to almost PLN 12 billion (EUR 2.7 billion), which accounted for 8.5% of the value of 
all shares in OFE portfolios. For comparison, at the end of the third quarter of 2013, the value 
of all foreign investments of OFEs, with assets almost twice as large, amounted to only PLN 
4.6 billion (EUR 1.1 billion). 
 
Overall The CESE countries recovered from the 2008 crisis and the ratio of assets to GDP has 
increased in majority of the countries (with exception of Poland and Hungary (OECD, 2019b). 
The recovery is undermined by the spread of COVID-19 worldwide and its knock-on effects 
on financial markets during the first quarter of 2020 are likely to have reversed some of these 
gains. Early estimates by the OECD suggest that pension fund assets at the end of Q1 2020 
could have dropped to USD 29.8 trillion, down 8% compared to end-2019 (OECD, 2020). 
 

II. 4. Fiscal situation 
 
Reversal of funded pensions had a very significant impact on the fiscal situation, both in the 
short-term and in the long term. In the short term, the changes led, among others, to the 
elimination of transition costs (in Hungary) or their reduction in the other countries (Table 7), 
which means that the fiscal pressure on the explicit government liabilities decreased in many 
of the countries. The reduction of the transition cost is due to a lower level of contributions 
but also the opt-out possibilities, noticeable in Poland and Slovakia. In the latter, the opt-out 
wave was particularly high in 2015, due to the reaction to the low level of actual benefits paid 
out by the pension funds. The worsening fiscal situation led to a change in the sources of 
financing for the transition costs, as shown in Figure 2. 
 
Table 7. Transition costs to the multi-pillar system, 2009-2016, % of GDP 

  2009 2010 2011 2012 2013 2014 2015 2016 

BG 1,1 1,0 0,9 0,9 1,3 1,1 1,3 1,3 
EE 1,1 0,1 0,4 0,9 1,4 1,8 1,9 2,0 
LV 0,1 0,1 0,1 0,1 0,5 0,5 0,8 1,1 
LT 0,6 0,3 0,4 0,4 0,4 0,5 0,5 0,8 
HU 1,4 1,1  - -  -  -  -  -  
PL 1,6 1,6 1,0 0,5 0,7 0,5 0,2 0,2 
RO 0,3 0,3 0,4 0,5 0,7 1,0 1,2 1,3 
SK 1,2 1,2 1,2 1,1 0,6 0,6 0,6 0,7 
HR 1,4 1,4 1,4 1,5 1,5 1,5 1,5 1,5 

Source: (Bielawska et al., 2018) with author’s update 

After reversals, there is a higher reliance on public debt and less reliance on taxes in almost 
all countries. This shows that during the fiscal difficulties, the financing of the transition costs 
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leads to an increase of the explicit public debt, but at the same time reduces the implicit 
pension liabilities of the PAYG schemes. The 2020 crisis caused by the COVID-19 pandemic 
will be even more challenging for public finances, as the “piggy banks” are either reduced or 
non-existent. 
  



 15 

Figure 2. Decomposition of sources of financing transition costs in CESE countries, 2009-2016 

 
Note: Romania is excluded, as the multi-pillar reform was introduced in 2008.  

Source: (Chłoń-Domińczak, 2020) based on the initial approach in  (Bielawska et al., 2018)  

 
With reduced transition cots, this obviously changes. In the long run, the reversal of the 
funded systems leads to an increase of the implicit pension liabilities, particularly to the 
current generations of workers, who contribute to pension systems. As underlined by 
(Arévalo, Berti, Caretta, & Eckefeldt, 2019) even when incorporating 2020 fiscal policies as 
from the European commission forecast and legislated pension reforms, generational 
imbalances still remain in all EU countries, which is to a large extent generated by the debt to 
the current generations (Figure 3). In many CESE countries, these liabilities are above the EU 
average (including Hungary, Slovakia and Slovenia).  
 
Figure 3. The composition of the intertemporal budget gap in EU countries, baseline scenario, % of 2016 GDP 

 
Source: (Arévalo et al., 2019) 
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Section III: Conclusions. 
 
The wave of pension reforms in the CESE countries in the late 1990s and in the beginning of 
the century was based on the notion that diversification of future pension financing is 
important to maintain the stability of future pension financing, particularly in the light of 
population ageing.  
 
The 2008 crisis clearly shown, that in the light of current fiscal pressures, the long-term goals 
of sustainability of pension systems in the context of the population ageing have the second 
priority in the national policy. Seven out of nine countries that decided to introduce multi-
pillar schemes decided to temporarily or permanently reduce the size of their funded pillar (5 
countries), or completely divert from funded systems (two countries). In order to reduce the 
burden on the public finance, the governments used pension funds’ assets as “piggy banks”. 
However, at the same time this came at a price of increasing, already large, implicit pension 
liabilities.  
 
As discussed in the paper, the evidence from the implementation of multi-pillar systems prior 
to the reversals does not allow to assess that the reforms did not achieve their purposes. 
Performance of mandatory pension funds varied between countries and indeed wasn’t very 
encouraging, but on the other hand – the two countries that permanently withdrew from the 
funded components (Hungary and Poland) had real positive returns from pension 
investments. The diagnosed flaws in performance (such as high costs of pension funds) could 
be easily corrected with adequate regulatory interventions.  
 
The reversals from multi-pillar schemes have many implications for pensioners and the 
pension systems, but also more broadly for the capital markets and public finance. As 
presented in the article, the changes do not lead to significant gains in future pensions, while 
they increase implicit liabilities that burden the future generations. The public finance 
situation in many of the countries does not show significant improvements after the reversals 
and countries that did not change their systems (Croatia) or returned to the initial paths 
(Estonia) have more stable fiscal situation compared to countries that (almost) fully closed 
the funded component of their pension schemes (Poland and Hungary). At the same time, 
high implicit pension liabilities remain a challenge for sustaining pension systems and 
intergenerational balances in the future.  
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