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PENSION REFORM
PERSPECTIVES IN EUROPE

HERMANN VON GERSDORFF1

Thank you very much for the invitation, and most of all for
allowing me to be back here in Bulgaria amongst friends. I also
want to take the opportunity to recognise two people in the room
here. Mr.Abadjiev was already talking about the creation of the
new Bulgarian pension system. You already saw Mr. Yordan
Hristoskov and in the room is also Minister Ivan Naikov. I think
that, without both of them, we probably wouldn’t have been here
today, so I want to thank them for the successful launch of the
Bulgarian Pension System.

Let me try to clarify what we mean by pension reform. For me,
today, it will mean “systemic reform with introduction of funded
systems” and I see my job today as trying to make some prediction
of where we’re going today in Europe and what kind of issues will
be coming up. Which countries will be reforming?. To do this
prediction of what might happen, I start by setting up a
framework.

The first point to consider is the Reform Initiation Process. Most of
the time this doesn’t have much to do with the needs of a country.

There are some countries that should really be doing major
pension reform but they are not doing it and others are doing it,
taking advantages of the good times the system is in. So it is very
hard to predict what will happen on the basis of need.

1 Sector Manager Social Protection, Eastern Europe and Central Asia, World Bank.
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The second consideration is as follows: even if somebody comes
up with the perfect scheme for a country, this is neither a
necessary nor sufficient condition for a successful reform.

Many times these perfect models stay on the shelf or get discussed
and some of them luckily get implemented but they are not
sustained because the requirements that are put on the country or
the supposed beneficiaries are too strong, and we have heard in
this Conference, several times, that the political economy of
reform is crucial. I have a limited understanding of the political
economy, so once again, I have appreciated very much the
presentations like the one Agnieszka made. It helps us understand
a little bit better what’s happening.

The lack of understanding of the political economy, my guess is
that it has a little bit to do with the arrogance of the economists.
We sit thinking that we know what needs to be done but many
times are unable to transfer this message to the politicians.

The argument of limited reform experience is not valid any more.
We see in the room here, so many participants, I think we have
plenty of experience that should have taught us more.

The third set of considerations is: What triggers reform?. I think
that one important element is the regional diffusion process. If you
see what your neighbours are doing, you start questioning your
self; well, can I do the same, can I not ? The latest major reform
that was done, the one in Slovakia, they travelled all around,
seeing what the neighbours had done. To Poland, to see what they
did. They also went to Sweden. They learnt from all the others that
had done the reform. In terms of prediction, those who are closer
to others doing reform, are probably the most likely candidates to
take the next step.

To trigger a reform, there has to be a credible reform paradigm.
Reform fantasies don’t go really very far and here again,
something that  has been mentioned many t imes in this
Conference, the issue of information and communication. You
have to sell the idea of the reform. But launching a reform is not
everything.
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What is important to complete a pension reform?

Pension reform is not the only thing that a government has to do.
The pension reform has to be integral to the rest of the reforms of
the country, particularly if you want it to succeed. If we do
pension reform, and the capital markets are not reformed, probably
all of the money will end up in government bonds. We have
already heard what issues are involved there.

Another part on how to succeed is to be inclusive. We might say that
pension reform occurs when you legislate a reform. I would like to
send a message to politicians: don’t trample on the opposition. They
might be the next government. If you trample on them now, they
will be very happy to turn back your reform when it’s pay-back
time. So we are speaking of a long-term commitment from
governments. Of course, as in everything else in life, you need luck.
If you launch a pension reform and then you have a major crisis,
your chances of succeeding to completion will be low.

Therefore, when we look at who will be doing pension reforms ,
you have to look for several things. The first one is the concept of
reform. It has to be technically sound. That is where the experts
come in to play, and there are several here, but these experts are
the first step.

The next step is to translate the technical concept into policies.
Here is where politicians come into play.

The policies are very generic, so you need to transfer those into
programmes. That’s where the government comes into play.

Finally, the programmes have to be translated into practice. That is
where the whole administration comes into play.

In terms of what will happen, looking at some of the triggers for
reform, many are still valid (see Figure N° 1). I am presenting
some dependency ratios. Based only on this dependency ratio, I
would say that our friends from Spain will have the largest
dependency ratio in the next couple of years. Based only on this, I
would say that you are the next ones.
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Bulgaria clearly has a problem with dependency ratios. They are
lucky enough that they have already launched their reform. The
message here is that there will probably be a need for more
reforms because Bulgaria’s problem in terms of dependency is so
large, that you will have to do some additional work.

When we look at triggers in terms of public expenditure (see Table
N° 1), of what can be expected for the future changes in pension
expenditure over a whole array of countries, I think the winner, in
terms of increased expenditure as a percentage of “GDP” is
Cyprus . Cyprus will increase expenditures by 13 percentage
points, unless of course they do some reform.

I just want to point out two countries that are together in the table;
Poland and Portugal. Poland, through the reforms it’s managing,
will cut pension expenditure by almost 6% of “GDP” over the next
40 something years. Portugal, unless they reform, their pension

Figure Nº 1
TRIGGERS FOR REFORM VALID

Dependency ratios 2000-2050

Source: Prepared by the author.
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expenditure will increase by about 10% of “GDP”, so here we have
quite a nice picture. The difference between doing pension reform
and not doing pension reform can amount of up to 15% of “GDP”.

Table Nº 1
GROSS PUBLIC PENSION

Expenditure as a share of GDP between 2004 and 2050

Source: Prepared by the author.

The ones that do something will manage to control expenditure
and those that don’t do it will obviously get into trouble.

Having said this, who are the next countries that I expect to do
systemic pension reform?.

Romania. I love Romanians, but they have been put in a bad
position before. Romania has already passed a pension reform. In
1996 a law was passed but the government changed and
immediately the new government abolished the old law. Once
again, they are about to launch a pension reform in Romania.

Country

Gross public pension expenditure as a share of GAP between 2004 and 2050
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Then we have other countries that are in a different phase.

We have a delegation from Armenia here, they are in a “decide and
commitment” building phase, but Armenia is obviously in a rush
to move to do things and a reform could happen within the next
few years.

Serbia was one of my candidates, but looking at their recent
problems in even forming a government, I think that we will not
see it so actually happening.

Albania, and here is one of the examples, of how a neighbourhood
can have an impact. Kosovo did a pension reform, they have a
funded scheme. Albania is considering seriously that they should
be doing the same now.

Moving farther away from the EU to Central Asia, where there is
also a strong pressure to reform. Kazakhstan’s pension reform has
influenced everybody.

Ukraine is an interesting case: they haven’t launched a new
pension system but they passed a legislative framework in
1998. Since then they have been working on trying to comply
with all the conditions for success and now they think that they
are ready and we expect them to launch a funded pension
system next year.

Without plans for a systemic reform, there is Belarus, the Czech
Republic, Moldova, Slovenia, although they are doing other
types of reform but its not the kind of reforms introducing a
mandatory funded scheme. Of course, we can add: France, Spain,
and Austria. Those countries are even farther away from a
systemic reform.

Unsolved Problems

In terms of issues that will need to be addressed with the next
pension reforms, I want to bring out a big one: It is Female
Pensions (see Table N° 2).
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There are four indicators here of women in the labour force.

First, we have all heard several times already, that women live
longer after retirement.

Second, is that they tend to retire earlier; I think that the only
ladies that deserve an applause here are the ladies from Hungary,
they are the only ones that work longer than their male counter
parts. Third, the amount of work that they do over the time that
they are in the labour force, in terms of being employed, is also
much less than that of men. To make matters even worse, women
wages, their expected income while they are working, is at best,
about two thirds of what men get.

Adding up this all together, womens pensions will be very low
unless something is done. Here, I am not only looking at pensions,
but also the whole issue of the labour market, and other kinds of
policies. Without additional reforms, there will be a crisis of
female pensions, the more we move from a system that is

Table Nº 2
SOME UNSOLVED PROBLEMS

Female pensions

Source: Prepared by the author.
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redistributive to one where the benefits of the pension received are
similar to what was paid into the system.

The other issue that is unresolved in my opinion is the problem of
coverage, and here I will have to contradict my friend Augusto
Iglesias. There is some relationship between the coverage and
contribution rate (see Table N° 3). The vertical axis represents
undeclared work (informal and black market), and the horizontal
axis represents the level of the pension contribution. You can see
that there is a positive slope as the economics would predict, but
of course, it is not a strong relationship.

We see cases like Romania, for example, where with the very high
contribution rate (it is being lowered), undeclared work is
relatively large. But there are outliers, and one of these big outliers
is Bulgaria. They’ve been doing all sorts of measures but at least
with the information that I have, Bulgaria, undeclared work is very

Table Nº 3
SOME UNRESOLVED PROBLEMS

Coverage

Source: Prepared by the author.
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high relative to what to expect from the level of the contribution
rate. You would expect undeclared work to be much lower.

The outlier in the other direction is the Czech Republic. A country
with such high level of contribution rate, you would expect to have
higher undeclared work. Maybe Bulgaria and the Czech Republic
could be working together, to see what they can learn from each
other, one in terms of reducing the contribution rate and the other
in reducing undeclared work.

Status of Reformed Pension Schemes

Let me start with our host, and saying they achieved one of the
things that surprised me; I’m not a big friend of slowly increasing
the contribution rate to the funded scheme. I did expect that the
contribution rate to the funded pension scheme would never
increase, and that it would stay at 3%. Congratulations, you
managed to increase the contribution to the funded pension
system. The main issue that I see in Bulgaria is the number of
disability pensions. The Old Age Pension System problems are
pretty much fixed but disability pensions are growing.

In Poland, the big challenge will be in 2009, when the first women,
and only women because of their lower retirement age, start retiring
under the new scheme. Here again, comes the issue of female
pensions with its problems. It will be the first pensions paid in
Poland by the new system. If they turns out to be ridiculously low,
this will have a very negative impact on all of you or us here in the
room in terms of the reputation of funded pensions.

Hungary has overcome big challenges and issues in their large
fiscal deficits, and Croatia, they have also made progress, but in
the last couple of years, there has been a slow erosion of the
pension reform because of reform reversals, because of problems
in the first pillar, and I think that there are some risks. I don’t
think that they will reverse the reform, but I think that at least
there will be a fiscal impact.

Talking about the problems of the first pillar, one of the issues that
is coming up is the whole issue of replacement rates (see Table N°
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4). Croatia’s replacement rate has fallen substantially, from almost
50% to almost 32% of average wage. This is a very large drop, but
this is something that is not only happening in countries with
funded schemes. Some of the other countries that are trying to
make the traditional pension system more sustainable, like the
Czech Republic that I mentioned before, also has been cutting
replacement rates. A most impressive case has been Slovenia,
cutting replacement rates from an average 69% to 44%, in line
with what other countries have had.

Table Nº 4
STATUS OF REFORMED PENSION SCHEMES

Replacement rate

Source: Prepared by the author.

The problem is bigger in countries that already have low
replacement rates. Latvia, that has a funded scheme, cut basically
its replacement rate in half. So, the challenge is: how the funded
systems will respond to compensate for this reduction in the
replacement rates, in the public system?.

There will be a need to really deliver because, if people see that a
funded system is not delivering on its promise, while at the same
time, the public system is paying less and less, there is a big
challenge.
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Slovakia’s reform is too young to say too much about performance.
The biggest problem that they have is that we expected that about two
hundred thousand people would join the new system. Well, we were
slightly wrong by about one million people. It ended up being one
million two hundred thousand instead of just two hundred thousand
that joined the new pension system. The change in Government and
their ambitions to join the Euro created some problems for the
reforms in terms of attempts at reversing the reform.

Russia is a typical example where you launch the new system just
before the government changes; the new government did not like
it. Russia, in terms of having a funded system, is the country that
is most at risk. If I would make a prediction, over the next three
years, they may even abolish the new funded system.

Macedonia has had a very good history, they had all odds against
them and they have been working hard and successfully solving
the challenges.

Kazakhstan has a particular problem. With the oil boom, the level
of benefits relative to the wages has dropped dramatically and of
course, with all this oil money, and the appreciation of the
currency, the rates of return are even negative during recent years.
For a funded system Kazakhstan’s bonanza has been a problem.

Rates of Return

Rates of return are a key issue here, because, for new reformers,
they need to be able to point out what is happening in other
countries, and rates of return is an essential element, the big
advantage of the funded system over the pay as you go system.

If rates of return are low, why do this whole exercise?. And here I
want to congratulate Bulgaria, Croatia and Poland. Their rates of
return (see Table N° 5) really can stand up and say: In our system,
the rates of return will provide you with a better pension than if
you paid into the pay as you go.

But, when you have other countries that are in the range of 1% of
its real rate of return, this creates a problem.
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Table Nº 5
STATUS OF REFORMERS

Rate of return

Source: Prepared by the author.

How can I go to the Czech Republic or Slovenia and say: we need
to have contributions to the funded system to improve pensions
when the rates of return are so low. Basically, they are lower than
wage growth?. People would end up with worse pensions. This is
something that needs to be addressed. Something can be done to
reduce costs and increase net returns, but the key challenge is how
to increase rates of return. Unless rates improve in a number of
countries, I think that the momentum of funded pension reforms
and of pension funds, will suffer.




