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I.  INTRODUCTION

Pension reforms in Central and Eastern Europe (CEE) (the majority of them are new EU 
member states) are pretty advanced. Most countries of the region have implemented 
more or less radical changes in their pension systems. It is interesting to compare the 
recent experience of CEE countries with that of other regions, especially Latin America. 
This is an extensive task. Instead of presenting a full comparative study of similarities 
and differences we will focus on selected issues that are specific to the CEE region.

We start with a discussion of key factors behind the reforms in the CEE region as 
well as in others. A short summary of recent developments in the region follows, 
stressing a number of key challenges being faced right now, and at the very end, we 
turn to the most important issue, namely the pay-out phase, which is still an open or 
unfinished issue in the majority of countries. We know how to organize the pension 
system in the accumulation phase, how to run individual accounts (saving money), 
while paying benefits out creates a number of additional problems. They need to be 
solved, taking into account the objectives of the pension system.

II.  REFORMS ARE NEEDED IN EUROPE

Pension systems are being reformed throughout Europe. The key reason for that is 
the growing burden put on the working generation in order to finance traditional 
pension systems. Pension expenditure is growing as the population structure 
changes. Keeping the promises of the traditional pension system in times of many 
retirees and few workers (in comparison with the previous situation) needs higher 
contributions and/or tax-financed subsidies, which in the end are the same. That 
explanation is well known. It is worth looking, however, at Table 1, presenting 
current and projected pension expenditures (in terms of GdP) in EU member states. 
The picture is very gloomy. Expenditure is high and – with few exceptions – it will 
increase. This is a pan-European trend. In the table, projections for the new member 
states are marked in bold. Reforms are needed and they are being implemented – 
especially in the CEE region.
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TABLE 1
PROJECTION OF PENSION ExPENDITURES IN THE EU (%GDP)

Country 2004 2025 2050 Δ (2050-2004)

Belgium 10.4 13.4 15.5 5.1

Czech Republic 8.5 8.9 14.0 5.6

Denmark 9.5 12.0 12.8 3.3

Germany 11.4 11.6 13.1 1.7

Estonia 6.7 5.1 4.2 -2.5

Greece n.a. n.a. n.a. n.a.

Spain 8.6 10.4 15.7 7.1

France 12.8 14.0 14.8 2.0

Ireland 4.7 7.2 11.1 6.4

Italy 14.2 14.4 14.7 0.4

Cyprus 6.9 10.8 19.8 12.9

Latvia 6.8 5.3 5.6 -1.2

Lithuania 6.7 7.6 8.6 1.8

Luxemburg 10.0 13.7 17.4 7.4

Hungary 10.4 13.0 17.1 6.7

Malta 7.4 10.0 7.0 -0.4

Netherlands 7.7 9.7 11.2 3.5

Austria 13.4 13.5 12.2 -1.2

Poland 13.9 9.5 8.0 -5.9

Portugal 11.1 15.0 20.8 9.7

Slovenia 11.0 13.3 18.3 7.3

Slovakia 7.2 7.3 9.0 1.8

Finland 10.7 13.5 13.7 3.1

Sweden 10.6 10.7 11.2 0.6

UK 6.6 7.3 8.6 2.0

 
SOURCE: EUROPEAN COMMISSION, OWN CALCULATIONS.

Table 1 also provides another message. In countries where the reforms have already 
been implemented, especially radical ones, the increase of expenditure is slow or 
even nonexistent (Sweden, Italy, Austria), or the opposite, namely a reduction of 
expenditure, is projected (Latvia, Estonia), or even a sharp reduction (Poland). Of 
course these projections strongly depend on demographic ones which are driven by 
natural factors. On top of that, the design of changes implemented and the pace of 
that implementation has played an important role. The more radical the reform, the 
sooner and stronger the effects for the country.
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III.  BASIC ECONOMICS BEHIND THE PENSION SYSTEM

A pension system is an institutional structure for intergenerational exchange. The 
young produce GdP that is divided between the inactive part of the society (here we 
consider only the pensioners) and the remuneration of production factors supplied 
by that generation. The system can be organized in various ways, but eventually it 
always leads to that. The goal is to design the system in a way that takes into account 
the interests of both generations, or rather, the  interests of each participant in both 
phases of his/her life, namely in the active period and in the retirement period.

At the macro level the pension system is just a method of organizing the division of 
current GdP between the working and the retired generations. The shares of both 
generations are theoretically subject to public choice. In the traditional dB systems, 
we are the hostages of population structure changes and nowadays public choice 
does not matter. The shares are determined by demography: the retirees’ share 
is increasing; the workers share is decreasing. A system in which the proportion 
of those shares is stable is economically neutral, meaning that remuneration of 
production factors is not affected. It is as if the pension system did not exist. That 
looks like  a definition of a pay-as-you-go system. However, it applies to all types of 
pension systems, including the one we call “funded”.

At the micro level, the pension system is a method of income allocation. Workers 
pay contributions when they are young, which means their disposable income is 
reduced. They receive income when they are old and do not contribute to production 
of GdP that they consume. A system in which the present value of what they pay 
equals the present value of what they get back is actuarially neutral, which means 
their individual decisions on income allocation are not affected. That looks like a 
definition of a funded system. However, it applies to all types of pension systems, 
including the one we call “pay-as-you-go”.

The difference between the two arrangements is in the positive and negative 
externalities they may cause.

Traditional pension systems were designed as a Ponzi game. Of course nobody 
thought of that when designing them many decades ago. There was a common 
and self-evident belief that the demographic pyramid would always replicate. 
Hence, the system would not go bankrupt, so it was not a Ponzi game. now we 
know for sure that that assumption was wrong. One need only look at population 
statistics to know that. Traditional pension systems have not gone bankrupt yet, 
because politicians have been able to increase contributions and/or subsidies to the 
systems. This means, however, that the cost of participation has been increased and 
the interest of the working generation is undervalued.
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The more the current working generation pays for pensions, the less is left for net 
remuneration of production factors which that generation supplies. This causes 
undesired effects, both social and economic. The social effect is the increasing 
incidence of poverty in workers’ families, contributing to child poverty (Although 
we do not discuss this issue here, see Eurostat statistics on poverty risk). The 
economic effects are illustrated by Figure 1.

Where: GdP1, C1 is product and contributions of the workers in period one (first 
generation); GdP2, C2 is product and contributions in the case of intergenerational 
equilibrium; GdP2

*, C2
* is product and contributions if there is no equilibrium; GdP1 

and GdP2 is produced in period 1 and 2 respectively (the two periods are distant 
in time).

If the share of GdP allocated to each retired generation is stable over time, then the 
system is in intergenerational equilibrium, which means that the system can be run 
without any external interventions apart from short-term adjustments responding 
to demographic fluctuations.2

If C2 is the same section of GdP2 as C1 of GdP1 then net remuneration of the second 
generation of workers is unaffected, and  welfare growth is also not (strongly) affected.

2  See Góra (2003).

FIGURE 1
 INTERGENERATIONAL ExCHANGE

C1

*

*

*GDP2 GDP2 GDP1 C2

C2

C2

SOURCE: PREPARED BY THE AUTHOR.
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If C2
* is larger section of GdP2 than C1 of GdP1 then a smaller part of GdP is spent 

on remuneration of production factors causing less supply and weaker productivity 
growth, hence welfare growth is also weaker than it would have been in the case of 
intergenerational equilibrium.

When thinking of pension reforms, we usually focus on changing the traditional 
pay-as-you-go system for funding. In other words, we think of using financial 
markets, which –  we believe – may create positive economic externalities. For the 
pension system, funding itself does not change much. Funding is, however, one of 
the ways to create intergenerational equilibrium, which is essential for the system. 
Actually, funding understood as use of financial markets is a very good way of 
achieving that, but  it is not the only  good way.

IV.  DEVELOPMENTS IN CEE COUNTRIES (ACCUMULATION PHASE)

Continental Europe has a strong tradition of generous and reliable pensions paid 
by traditional pension systems and “guaranteed by the state”. That tradition is fully 
internalized by the people. This makes the situation different from other regions 
where historically pensions were not so generous and/or reliable. CEE countries 
belong to the same tradition, where creating good memories of the past slows down 
reforms. On the other hand, the economic transition, that itself had nothing to do 
with pension reforms, created a window of opportunity for radical reforms. It is 
in principle commonly accepted that reforms are needed. However, in many cases 
more affluent countries are less eager to change their social security systems than  
less affluent countries are. The rich think their previous prosperity will last, even if 
they do nothing, while the less rich know they have to work hard to develop, so they 
are more open to new arrangements. Moreover, people in CEE countries are used 
to radical changes and they are, or probably were, ready in the 1990s to accept new 
ideas about pensions. In fact, CEE countries seem to be more advanced than the old 
EU member states.

Throughout Europe we observe a variety of pension reform designs. differences 
stem from different economic approaches as well as from different technical methods 
applied. Typically CEE countries combine experiences from various other regions 
such as Latin America, Anglo-Saxon countries, Western Europe, Scandinavia. 
Pension reforms in CEE countries can be grouped into two sets: more or less radical 
rationalization (parametric reforms) and radical systemic reforms. In the former the 
nature of the previous system stays unchanged, while in the latter a new system 
replaces the old one. The most important factor that allows  us to group the countries 
is their use of either a dB regime or a dB/dC one, or even a pure dC one.
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In the region, only Latvia and Poland decided to go for a radical reform entirely 
changing the dB regime for the dC one. In old EU member states,  Sweden and Italy 
also decided to do the same.

In all four countries, introducing ndC (non-financial or notional dC) was a part of 
the reform. ndC individual accounts operate in such a way that, from the pension 
system participants’ point of view, the accounts are almost identical with FdC 
(financial dC). ndC and FdC differ strongly from the management point of view. 
discussion of ndC and FdC similarities and differences goes beyond the scope of 
this paper.3 Both types of accounts lead to intergenerational equilibrium, which is 
the key goal of the pension reform.

For FIAP members FdC is the part of the new system that is interesting. Table 3 
provides selected information on privately managed individual accounts, using 
financial markets.

3  See Góra and Palmer (2004).

 TABLE 2
 PENSION REFORMS IN CEE COUNTRIES: DB VERSUS DC

Country DB NDC FDC

Bulgaria x x

Croatia x x

Czech Republic x

Estonia x x

Hungary x

Latvia x x

Lithuania x x

Poland x x

Romania x x

Slovakia x x

Slovenia x
 

DB: TRADITIONAL DEFINED-BENEFIT SYSTEMS.
NDC: NOTIONAL DEFINED CONTRIBUTION.
FDC: FINANCIAL DEFINED CONTRIBUTION.
SOURCE: PREPARED BY THE AUTHOR.
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TABLE 3
UNIVERSAL COVERAGE (MANDATORY) FUNDED PART OF THE PENSION SYSTEM

Country Since Mandatory People (m) Contrib. Rate 
(%) Assets (€, bn)

Bulgaria 2002 <42 2.4 5 0.5

Croatia 2002 <40 1.3 5 2.2

Estonia 2002 <18 0.5 6 0.5

Hungary 1998 2.6 8 5.9

Latvia 2001 <30 0.9 2 incr. to 10 0.2

Poland 1999 <30; <50 12.4 7.3 30.6

Romania 2008 <35 2 incr. to 6

Slovakia 2005 <18 1.1 9 0.7

SOURCE: VARIOUS SOURCES.

The Polish pension market is the largest in the region, both in terms of  assets 
accumulated (around 75 percent in the region) and  pension fund membership 
(around 60 percent in the region). That is the result  not only of the scale of population 
in Poland, but also the effect of the radical implementation of the new system. Table 
4 provides projections for universal system pension fund assets for 2015, which in 
general show the same proportions of the pension market in CEE countries.
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TABLE 4
UNIVERSAL PENSION FUNDS ASSETS PROJECTED FOR 2015 (€, BN)

Country Assets

Bulgaria 3.6

Croatia 10.2

Estonia 3.4

Hungary 30.5

Latvia 5.4

Lithuania 4.6

Poland 127.0

Romania 2.0

Slovakia 7.6

Slovenia 4.0
 
SOURCE: ALLIANZ GLOBAL INVESTORS (2007).

In addition to intergenerational equilibrium, the goal of a pension system is 
to generate positive externalities that are as strong as possible. Unfortunately, 
pension fund assets are commonly managed in a way that does not maximize the 
externalities. Table 5 provides information on three key factors, namely the share of 
equities in pension funds’ portfolios, the share of foreign investment instruments in 
the portfolios and an administrative limit on that investment, if such exists.

Relatively high share of equities in pension funds’ portfolios is observed only in 
Estonia and Poland. The high share of equities in Lithuania concerns group pension 
plans outside the universal pension system. Pension funds’ portfolios are full of 
government bonds and treasury bills. This strategy can be considered as good, but 
only for the startup period. In the longer run government debt instruments should 
be limited. Otherwise funded pension systems will not create the externalities we 
aim at. Rolling the state debt is not in line with the economic goal of that part of the 
system, namely investment. Actually if privately managed pension funds that use 
financial markets kept only government instruments in their portfolios then FdC 
would become a version of ndC. The latter rolls the government debt by definition 
but is cheaper. Hopefully the share of equities (private sector instruments) will be 
increasing.
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TABLE 5
THE SHARE OF EQUITIES, FOREIGN INVESTMENT ADMINISTRATIVE LIMITS AND 
CURRENT SHARE OF FOREIGN INVESTMENT IN PENSION FUNDS’ PORTFOLIOS

Country Equities (%) Foreign inv. limit Current foreign inv.

Bulgaria Low 15% Low

Croatia Low 15% Low

Czech Republic Low - -

Estonia High No limit High

Hungary Low 30% Low

Latvia Low No direct limit Low

Lithuania High - -

Poland High 5% Low

Romania Not  yet 15% -

Slovakia Low - -

Slovenia Low - -

SOURCE: PREPARED BY THE AUTHOR.

Administrative limits for foreign investment are usually established for pension 
funds operating within the universal pension system. Only the Baltics avoided 
that. The limits will hopefully be relaxed over time. It is worth mentioning that the 
European Commission pushes governments to relax the limits, since – according 
to the Commission - they violate the principle of free movement of capital, which 
is one of the four essential freedoms in the European Union. I do not agree that the 
argument used is correct, but the conclusion, namely the need to relax the limits, 
is very rational. I am pretty sure that the limits will be relaxed soon.4 Irrespective 
of  limits put on foreign investment, the actual size of that investment is low, even 
lower than the limits allow.

V. DEVELOPMENTS IN CEE COUNTRIES (PAYOUT PHASE)

We commonly use the term “private pensions”. However, within the universal 
pension systems we should be more specific. Private or public applies to the 
managing firm, not to the system itself. The latter is public by definition. Introduction 
of pension funds is not the same as privatization of the system. Its privatization 

4  In Poland appropriate legislative changes are being seriously discussed at the moment.
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would mean giving up universal coverage, leaving the decision of whether to save 
or not to the people. Private firms start running a part of the public system, which 
makes a lot of sense in our times. This is a kind of public-private partnership. Public 
authorities provide regulations, mandate people to participate and supervise the 
system, while private firms run the system’s operations and serve the participants.

It is important to take the idea of public-private partnership into account when 
discussing various pension issues, otherwise we start thinking of universal, 
privately-run pensions as if they were just voluntary.

The accumulation phase is easier to design than the payout one. The problems stem 
from the need to fulfill the social goal of the system. If there were no social goal, 
then designing the payout phase would be much easier. People are mandated to 
participate, since in modern societies this social goal matters. If not, then it would be 
better to have just voluntary plans and nothing else. As long as we mandate people 
to participate, we have to design the system in a way that leads to our goal.

Countries try to design the payout phase in various ways. Typically this is based 
on annuities being the dominant or sole pension product. Table 6 provides selected 
pieces of information on that issue.

TABLE 6
TYPES OF PENSION PRODUCTS IN CEE COUNTRIES

Country Type Provider

Bulgaria annuity Pension fund

Croatia annuity Authorised insurer

Estonia annuity -

Hungary annuity Pension fund or insurer

Latvia annuity Insurer or social security institution

Poland annuity Specialised annuity providers 

Romania annuity -

Slovakia annuity -
 
SOURCE: PREPARED BY THE AUTHOR.
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The annuity is the product that fits the social goal of the universal system. However, 
designing the payout phase with annuities being the sole product is a challenge. 
Many countries gave up and accepted other products as well, which makes the 
problem much simpler.

We briefly present the case of Poland, attempting to solve the problem in its more  
difficult version.

VI. AN EXAMPLE OF PAYOUT PHASE DESIGN (POLAND)

The new system was introduced in 1999. Regulations on the payout phase were 
not fully legislated from the very beginning. That legislation has been put off for 
many years. This was partially due to the typical political tendency not to do things 
that are not needed today (first benefits will be paid out in 2009), but only partially, 
since the problem is really difficult. now there is no possibility of postponing the 
legislation. Appropriate bills are progressing in Parliament (September 2008). Key 
features of the draft bill are as follows:

•	 Account values must be annuitized when retiring;

•	 Specialized life insurance firms (annuities companies) will be the only providers 
of benefits (annuities);

•	 Annuities companies assets will be separate from the annuities fund they  
manage;

•	 Fees applied must be identical for all participants, irrespective of  their individual 
characteristics (including gender);

•	 A mechanism has been designed to compensate annuities companies for 
differences in the gender structure of their client portfolio.

These requirements can be seen as an example of combining social goals with market 
efficiency. To implement such arrangements it is necessary to go beyond the narrow 
perspective of both social policy and financial markets.
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