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Foreword

The pension and old age security systems that originated in Europe in
the nineteenth and twentieth centuries have been effective in
sharply reducing poverty rates among the elderly throughout
Europe. However, in many countries of the Europe and Central Asia
(ECA) region, these systems now comprise the single largest expen-
diture item in the government budget. As these countries faced fiscal
consolidation in the aftermath of the transition, many of them
already substantially reformed their pension systems. Current demo-
graphic trends in the region, however, suggest that further reforms
will be needed.

This book presents the historical evolution of pension systems in
Europe, showing how policy makers were able to use the expanding
population pyramid, with large younger cohorts and small older
cohorts to expand the coverage and increase the generosity of pen-
sion systems. Levels of benefits were increased and the duration of
retirement increased over time, making pension systems more
expensive, with each generation receiving more generous benefits
than the generation before. This book focuses on the impact of the
break in this demographic evolution, whereby the prognosis for the
future population structure is likely to resemble a column or even an
inverting pyramid, with smaller cohorts of working age population

xvii
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Foreword

expected to support larger cohorts of elderly retirees. This change in
the demographic structure calls into question the traditional financ-
ing mechanisms for old-age support, which relied on the labor taxes
on the working age population to finance benefits for the elderly.

The good news is that, despite the demographic challenges, ECA
countries do not have to roll back the progress they have made in
reducing poverty among the elderly. If the generosity of the pension
systems pension promise were rolled back only to where it was in the
1970s, when most of Europe had already achieved substantial pov-
erty reduction among the elderly, the pension systems would be fis-
cally sustainable. Going back to the promise of the 1970s would
involve adjusting the retirement age in line with rising longevity to
ensure that average life expectancy after retirement is 15 years,
thereby encouraging the elderly to spend their increased healthy
years in the labor force rather than in retirement. As the working age
population begins to shrink, keeping older workers in the labor force
will become important, not just for financing the pension system, but
also for maintaining overall economic growth.

Changes in pension policy will need to be accompanied by poli-
cies to increase labor market flexibility so as to encourage older
workers to remain in the work force. Such policies include incen-
tives for employers to provide lifelong learning and training spe-
cifically geared to older workers, and make workforce adaptations
which allow older workers to retain a high level of productivity. In
some countries, benefits will need to be streamlined to provide
workers with basic benefits that ensure that they do not fall into
poverty, but may not be sufficient to fully maintain the living
standard they enjoyed while working. Tax and social protection
systems need to encourage workers to save for a more generous
level of retirement benefits than can be provided by the public
system, if they desire more benefits in retirement. To that end,
governments can encourage the financial sector to provide rele-
vant savings instruments, while ensuring adequate transparency
and regulation so that individuals have the opportunity to under-
take additional savings without exposing themselves to unknown
risks. Governments may also need to re-examine the efficiency of
their revenue administration systems to help finance not just pen-
sions, but all other societal needs. This book goes into each of
these accompanying policies, but concludes that none of these by
itself can address the impact of the demographic challenges that
are underway. A combination of policies will be required to effec-
tively face the challenges.



Foreword

Xix

The book concludes that the inverting population pyramid clearly
presents challenges to the provision of old age security, but consistent
policy choices to return the pension system to parameters similar to
those in the 1970s can result in sustainable systems of old age secu-
rity. But this means that governments need to communicate to the
population at large that the growth in generosity experienced in the
past 100 years will not be able to continue and will in fact need to be
rolled back somewhat. The Inverting Pyramid provides a wealth of sta-
tistics and analysis that will enable a better understanding of the
changes that are needed and illustrates the possible trade-offs when
policy makers or voters consider who they want to protect through
their countries’ pension systems, how much, and when.

Laura Tuck

Vice President

Europe and Central Asia Region
The World Bank
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Executive Summary

One of the greatest social achievements in Europe has been the rapid
reduction of old-age poverty. This took place in the context of both an
expanding pension system and an expanding population. Beginning
with the first pension systems in the late nineteenth century, an ever-
growing number of workers made contributions to finance the old-age
benefits of a relatively small number of pensioners. Both the popula-
tion and the pension system resembled a pyramid in shape, with a
large, youthful population at the base and a small number of elderly at
the peak. This arrangement made it possible to provide relatively gen-
erous benefits to qualifying elderly. Now, more than a hundred years
later, both pension system dynamics and overall demographics have
changed, and Europe’s pension systems face an uncertain future.

To begin with, pension systems are now mostly “mature,” with lit-
tle room to expand the number of contributors by drawing in larger
cohorts of new workers. Initially covering only a subset of formal
sector workers, pension systems gradually widened to embrace all
formal sector workers, as well as the self-employed, farmers, and
women. Few workers now remain outside the pension system in the
largest European countries.

Second, while population—and more importantly, working-age
population—expanded throughout the twentieth century, both
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overall population and working-age population are expected to
decline in Europe in the twenty-first century. At the same time, in
almost all countries in the region, people are living longer. These
changes have been magnified in the transition countries of Europe
and Central Asia, where labor force participation rates have dropped,
and sharp declines in fertility, along with increasing emigration, have
resulted in a rapidly declining labor force. In some countries with
especially low fertility and high outmigration, the population pyra-
mid has started to resemble an inverted pyramid, with younger
cohorts smaller than the cohorts preceding them for the first time.
These changes call into question the continuing feasibility of financ-
ing old-age support for a growing elderly population from taxes on
the wages of a shrinking number of wage earners.

Technical experts throughout Europe are well aware of the chal-
lenges ahead and have been busy devising mechanisms that will
automatically adjust benefits and retirement ages to the coming real-
ity. The transition countries, in particular, faced huge fiscal challenges
in the 1990s as they moved from centrally planned to market-based
economies. These countries undertook innovative pension reforms,
experimenting with variations on the traditional financing systems
while also allowing individuals to set aside part of their own wages as
future retirement savings for themselves. These reforms, had they
been allowed to unfold as originally envisaged, would have helped
pension systems face the upcoming demographic challenges.

The reforms were undertaken as countries attempted to recover
from the massive dislocations caused by the transformation of their
economies. During the transition, people expected to tighten their
belts, and they did. However, when the economies started to recover
and grow again, the expectations of the past returned. For a century,
every generation of elderly had received more generous benetfits
than the previous generation of elderly, and once the transition
economies stabilized, people expected this pattern of increases to
resume. The population at large seemed unaware that the increased
benefits of the past had been made possible by a growing popula-
tion of workers, not by the generosity of benevolent politicians or by
a fair return on contributions. Nor was there widespread under-
standing of the sober implications of changing demography: not
only was increasing generosity no longer affordable, but a portion of
past increases might need to be given back. When people saw bene-
fit reductions going hand in hand with a growing economy, they
demanded rollbacks in the reductions. Politicians often complied,
throwing out the elegant designs that technical policymakers had
devised.



Executive Summary

This book was written not for the pension technician but to pro-
vide the average reader a convincing explanation of why the increas-
ing generosity of the past is no longer possible. No one expects
generosity to increase during a downturn, such as the one Europe
has experienced in recent years, but the past pattern of increases will
not be able to rebound even when Europe recovers. The structural
demographic shift, in which working-age populations are stagnant or
declining, makes future increases in generosity unaffordable.

But the message of the report is not all somber: countries have a
number of options. The concept of retirement age is key.

The history of pension systems shows an evolution of pension eli-
gibility, from the first German system, in which pensioners were
older than 70 and had limited work capacity, to today’s systems,
which allow people in good health to retire after only 30 years of
work, at ages as young as 55. As health and life expectancy have
improved, retirement ages have actually fallen. As a result, pension-
ers may end up collecting benefits for as long as they paid into the
system or even longer. At the same time, as noted, benetfit levels have
risen. The earliest pensions were meant to supplement the lower
earnings that an individual with limited work capacity might earn,
but they rapidly expanded into something more, providing healthy
individuals an income almost commensurate to what they would
have received had they continued working.

As recently as the 1970s, when the grandparents of the baby boom
generation retired, retirement typically lasted about 15 years.
Benefits were modest and kept the elderly out of poverty, but they
did not provide elderly cohorts with higher incomes than working-
age cohorts. If countries could now raise retirement ages until life
expectancy at retirement is 15 years, as it was in the 1970s, most
could afford today’s benefit structure even with the future challeng-
ing demographics. Alternatively, countries could choose to reduce
benefits to a more basic level, comparable to what was provided in
the 1970s, but retain the right to retire at age 65. Or they could do
both, that is, raise the retirement age while reducing benefits, which
would mean less drastic changes on both counts. Encouraging immi-
gration could keep the labor force growing and mitigate some of the
changes needed, but immigrants will also get old and require pen-
sions. Immigration reforms can provide time to allow the economy to
adjust to a more basic level of old-age support, but they do not pre-
vent the need for adjustment unless a country envisages steadily
increasing the number of immigrants forever.

If the future problem is coming from the declining number of
wage earners relative to pensioners, might it be possible to
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supplement the financing of old age from wage taxes with other
sources of government revenue? While a few countries might be able
to find additional sources of revenue, in most European countries
revenue collection is already quite high, and the decline in the num-
ber of wage earners is likely to negatively affect other revenue
sources as well. One option might be to move away from labor taxes
and toward a broader-based consumption tax. But this would imply
restructuring the pension system away from a contribution-based
benefit system to a general-revenue financed system, which would
tend to provide more basic benefits to the elderly.

If workers are to spend more of their healthy lives working, rather
than retiring at some age that in the past was considered appropriate
for retirement, the labor market will need to accommodate older
workers. Attitudes will need to adapt, with both employers and
employees recognizing that older workers are not taking jobs from
younger workers but instead offer complementary skills. Simple and
relatively cheap physical modifications to the workplace can also
help make older workers more productive. And while older workers
might not appear to learn as quickly as younger workers, training
specifically aimed at their learning styles has been found to be quite
effective. A legal framework that provides more flexibility, allowing
older individuals to draw part of their pensions while working part-
time, can also encourage people to stay in the workforce.

As pension systems downsize, the role of personal savings for
retirement becomes even more important. Savings allow workers
more flexibility in choosing when they retire; they also allow work-
ers to spread their consumption across their lifetime as they wish,
choosing whether to consume more when young or when older.
Savings systems that encourage personal savings will be an integral
part of any pension system in the future.

The bottom line is that while the demographics look grim, it is
possible to retain benefits similar to those provided today if people
are willing to work as long as they stay healthy and rely on a pension
for only the last 15 years of life. Alternatively, a more basic benefit
might be provided earlier. Countries need to think about and choose
which path they wish to follow. But making these choices is not a
simple election-year decision. It must be a long-term strategy,
grounded in broad societal consensus, to be followed for decades into
the future. The authors hope that this volume will contribute to a
public dialogue that enables each society to safeguard its future pros-
perity by deciding how much old-age security it will provide, and
when, and to whom.



CHAPTER 1

The Inverting Pyramid

One of the spectacular achievements of European social policy in
the twentieth century has been a significant reduction in old-age
poverty. This has been achieved largely through the introduction
and development of pension systems, most often based on social
insurance policies, with social assistance programs often used to
protect those few elderly who do not have access to the pension
programs. Over time, however, these pension systems have become
one of the largest expenditure items in government budgets. And
these expenditures are set to rise even further as people live longer,
healthier lives.

The primary financing source for these pension systems has been
labor taxes, often labeled contributions, which are levied on the
wages of the employed working-age population. Projections suggest
that the working-age population will shrink in Europe over the next
few decades, calling into question the financing for the increasing
pension expenditures. Even general budget revenues will be
pressured as the labor force shrinks and the growth rate of govern-
ment commitments keeps pace or increases.

While the primary source of the pressure on pension systems is
the aging of the population and declining fertility rates, additional
pressure comes from the previous expansion of coverage within the
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pension system and the lack of opportunities for further coverage
expansion. In the historical evolution of a typical country, the age
structure starts out looking something like a pyramid, with few
elderly at the peak and large numbers of children at the base
(figure 1.1a). Within this population pyramid, as explained in
chapter 2, the pension system produces its own pyramid. Initially,
few elderly collect pensions, while only a part of the working-age
population contributes. As more and more working-age people join
the pension system over time, each generation of pensioners is fol-
lowed by a generation with higher coverage in the pension system.
As long as the pension system keeps expanding, the number of
pensioners remains lower than the number of contributors and the
pension pyramid remains a pyramid, even if the age structure of the
population changes.

In Europe, the age structure has indeed changed: it has moved
toward a column rather than a pyramid, primarily due to lower
fertility rates. In some countries with especially low fertility rates and
high outmigration, it has even started to resemble an inverted
pyramid, in which younger cohorts are smaller than the cohorts
preceding them for the first time. The age structure of the pension
system, instead of remaining a pyramid, has also moved toward a
column, albeit for slightly different reasons. As long as the percentage
of the working-age population covered by the pension system kept
growing, the system maintained its pyramid shape. But once
the majority of the working-age population became contributors, the
pension system became bound by the population age structure
(figure 1.1Db).

The transition countries, those moving from centrally planned to
market economies, have had a slightly different experience. Coverage
of the working-age population in the pension system was complete
at a much earlier date. For example, while many nontransition
countries still had limited women'’s labor force participation in the
1960s, most of the transition countries already had close to
100 percent of women in the labor market. While fiscal pressures on
pension systems have been slowly building everywhere, they were
felt most strongly in the early 1990s in the transition countries of
Central Europe, the Balkans, and the former Soviet Union (FSU),
where sharp losses in formal employment occurred during the transi-
tion. So these countries are experiencing an inverted pyramid in
their pension systems, with large numbers of elderly being supported
by a relatively small working-age population (figure 1.1c).

Buckling under this pressure, most of the transition countries
significantly reformed their pension systems in the 1990s and
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FIGURE 1.1
Population and Pension System Dynamics in Europe and Central Asia
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early 2000s. They introduced a multitude of parametric and struc-
tural reforms, often with World Bank support. The urgency of the
reforms subsided in the mid-2000s as the region enjoyed high
growth in gross domestic product (GDP). Some countries relaxed
their pension reform efforts and even reversed prior reforms,
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offering more generous benefit indexation, legislating new pen-
sion supplements, and straying from the plans to build pension
system assets and reduce liabilities. As fiscal pressures returned
with the financial crisis of 2008, however, many countries had to
make painful cuts in other programs in order to continue paying
the elevated pension benefits promised during the boom years.

This report evaluates the pension reform experience of the last
20 years in Central Europe and Central Asia. It asks whether the
assumptions made at the start of the reform period were valid,
whether the reform paths initially chosen by the countries were
preferable and remain so today, whether the speed of reform imple-
mentation was sufficient, and whether these reforms have so far
delivered on their expectations.

Reversals and revisions of the pension reforms raise questions
about whether the reforms have been sufficiently discussed outside
the relatively narrow circles of pension experts. The report is
intended to initiate pension reform debate more broadly among
policy makers, the media, and social organizations. There is an effort
to broaden the debate to include the linkages of pension systems to
economic growth, fiscal policies, and the functioning of labor and
capital markets. The political economy questions of how pension
expectations are built and how pension reforms are agreed upon are
also considered. The breadth of the discussion inevitably means sacri-
ficing some depth, which the report attempts to partially remedy by
referencing numerous publications by experts in the areas of
pensions, macroeconomics, fiscal policy, labor markets, financial
markets, and political science.

While the report has been written primarily for the benefit of policy
makers in the developing countries of Europe and Central Asia, it also
provides comparative information where possible on all the European
Union (EU) member countries and on Switzerland, Iceland, and
Norway, as well as other non-EU countries of Europe. Due to con-
straints of data availability, not all analysis is carried out for all coun-
tries, but efforts were made to include as many countries as possible.

Five Country Clusters

The report groups the countries in clusters based on the analysis
presented in figure 1.2. The grouping takes into account three main
characteristics that determine pension system sustainability. The
horizontal axis of the figure indexes pension benefit generosity, mea-
sured as a ratio of average pension to GDP per capita. The vertical
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axis shows the average expected number of years in retirement.
Therefore, the countries with high values on both axes currently
tend to spend a large proportion of their GDP on pension programs.

The size of the bubbles in figure 1.2 shows the expected growth of
the working-age populations in these countries over the next four
decades. Countries marked by large bubbles expect their working-
age population to grow; assuming a contribution-based, pay-as-you-
go financing model, this allows them to afford higher benefit levels
and longer retirement spans over this period. On the other hand,
countries represented by smaller bubbles expect the working-age
population to contract, and they will have to make painful choices if
they hope to sustain their pay-as-you-go pension systems.

Five distinct clusters of countries are shown in figure 1.2 and will
be discussed separately throughout the report:

e High-Income Generous Spenders consist of Belgium, Cyprus, France,
Greece, Italy, Luxembourg, Malta, Slovenia, Spain, and Switzer-
land. They are distinguished from the rest of the countries by long
retirement spans of 20 to 23 years. These countries also tend to pay
generous benefits of around 50 percent of GDP per capita or higher.
The demographic prospects of these countries are quite challeng-
ing, which puts the sustainability of their generous pension systems
at risk.

FIGURE 1.2

Pension Benefit Generosity and Working-Age Population Growth in Europe and Central Asia
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e High-Income Moderate Spenders include Austria, Denmark, Finland,

Germany, Iceland, Ireland, the Netherlands, Norway, Portugal,
Sweden, and the United Kingdom. Retirement spans in these
countries range from 18 to 20 years. While benefit levels among
this group of countries vary substantially, the average is around
50 percent of GDP per capita. Except for Portugal, which faces very
challenging future demographics, the countries in this cluster are
projected on average to maintain the current size of their working-
age populations, often with the help of significant immigration.

Lower-Spending Transition Countries include Albania, Armenia,
Belarus, Bulgaria, Croatia, the Czech Republic, Estonia, Georgia,
Hungary, Latvia, Lithuania, Moldova, Poland, Romania, the
Russian Federation, and the Slovak Republic. In this report, “tran-
sition countries” are those that have recently moved from centrally
planned economies to market-based economies. Fiscal strains asso-
ciated with this transition have induced a diverse set of pension
reforms in these countries, resulting in retirement spans of 14 to 19
years and benefit levels averaging around 35 percent of GDP per
capita. Unfortunately, these countries also face extremely chal-
lenging demographic realities, raising issues of sustainability even
at lower benefit levels.

High-Spending Transition Countries include Bosnia and Herzegovina,
the former Yugoslav Republic of Macedonia, Montenegro, Serbia,
and Ukraine. This cluster of countries faces demographic realities
just as challenging as those of the Lower-Spending Transition
Countries, if not more so, but they have not yet reduced their ben-
efits to more sustainable levels. Life expectancy at retirement is also
relatively low among countries in this cluster, from 14 to 17 years.
(The country of Bosnia-Herzegovina comprises two entities, the
Federation of Bosnia-Herzegovina and Republika Srpska. They have
separate pension systems, and both provided data for the study;
therefore, they are sometimes treated separately in this report.)

Young Countries consist of Azerbaijan, Kazakhstan, Kosovo, the
Kyrgyz Republic, Tajikistan, Turkey, Turkmenistan, and Uzbekistan.
They are shown in figure 1.2 as large blue bubbles, and their place-
ment appears somewhat random. This is because the generosity of
pension spending in these countries, where the elderly population
is still small, has a much smaller impact on overall government
expenditure than in the other country clusters. Therefore, pension
spending generosity is influenced much more by cultural and
historic factors than by fiscal considerations.
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While the analysis is largely based on the country clusters, the report
also refers to the geographic-political subregions of Western Europe;
Central Europe (including the Baltics); the former Soviet Union (FSU)
countries (excluding the Baltics); and the Balkans. Countries in these
subregions often share similar historic and economic contexts and
exhibit some similarities in their policy choices. Dividing countries
into these subregions was found more illuminating when discussing
the historic development of pension systems, while the cluster
approach is used in discussing pension system outcomes and future
prospects. Finally, the report frequently refers to “transition coun-
tries,” meaning the Central European, FSU, and Balkan countries, all
of which have moved from primarily centrally planned to market-
based economies in the last two decades.

Organization of the Report

Chapter 2 looks at the birth and development of pension systems and
the accompanying societal expectations. This discussion is set primar-
ily in Western Europe, the birthplace of the social insurance model.
The story is also relevant to the broader set of European and Central
Asian countries, as the goals for their pension systems are often mod-
eled on the poverty reduction and income replacement targets
already achieved by the pension systems of Western Europe.

Chapter 3 discusses the pension reforms implemented over the
last two decades and their impact on ensuring financial sustainability
and poverty reduction. Chapter 4 suggests ways to increase private
and public savings to supplement retirement income when the cur-
rent pension financing model comes under strain in the next few
decades. Chapter 5 looks for the fiscal room to supplement labor tax
financing with other revenues, while chapter 6 considers the possi-
bilities for stemming the decline in the labor force. The final chapter
sums up lessons from two decades of pension reform and presents
options for countries facing demographic and fiscal pressures going
forward.






CHAPTER 2

The Evolution of Public
Pension Programs

Introduction

Over the past century, public pension programs in Europe have
successfully reduced poverty among the elderly and provided a
mechanism for replacing wage income during old age, when the
elderly no longer work. The initial goals for these programs were
much more modest, however. They set out to deliver some supple-
mental income to low- and middle-income industrial workers who
were not able to work full-time due to their advanced age. Over time
the programs were expanded to include most elderly, other kinds of
benefits were added, pension levels rose significantly, and the average
period of benefit receipt grew much longer.

The societal expectations of what public pension programs should
deliver grew accordingly, and the modest beginnings were quickly
forgotten. Public pension programs today are often perceived to be
static institutions that have always delivered and will always deliver
standards of living to the older population similar to those enjoyed by
the employed, especially in countries with earnings-related benefit
design. New societal norms about the “right” time to retire have also
become strongly entrenched. Furthermore, a strong public percep-
tion exists that the current level of benefits and long retirement spans

13
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are fully paid for by contributions and taxes collected during the
active period of workers’ lives.

After the collapse of the centrally planned economic systems, the
transition countries of Central Europe, the former Soviet Union
(FSU), and the Balkans started rebuilding their pension systems,
hoping to meet the same social goals achieved by the pension pro-
grams of the developed countries of Europe. The transition countries
also tried to improve on the Western European model by introducing
new combinations of pension system components. These innovations
were expected to help insulate the pension structures from political
interference, add to their financial robustness, improve incentives for
labor market participation, and increase economic growth.

However, under the prevalent pay-as-you-go (PAYG) financing
model, the generosity of a pension program can only depend on the
contribution revenues per pensioner. After growing rapidly for a cen-
tury, these revenues per pensioner are stabilizing and even starting to
decline as the number of contributors begins to fall and the number
of elderly increases, both in Western Europe and in the broader
region. As illustrated in chapter 1, both the population pyramid and
the pension pyramid are starting to invert. This is the most important
structural change in the financing mechanism of the PAYG pension
programs to date, and it cannot be overemphasized. Consequently,
public pension programs have to change and adapt to this new real-
ity, just as they adapted to the more favorable environment of the
past. The short public memory of the history of pension programs
and the perceived stability that has become associated with them are
obstructing necessary reforms.

So far, pension programs in Western Europe have easily delivered
increasingly generous benetfits to increasingly large numbers of peo-
ple. A continuously growing contributor base from the expanding
pyramid along with rising contribution and tax rates have guaran-
teed a strong source of financing. In fact, at just over 100 years of age,
many of the European pension systems are still not fully mature,
meaning that the oldest residents, especially women, do not yet nec-
essarily have a right to their own pensions or at least do not yet have
full contribution histories resulting in full pension benefits. This
reduces pension expenses compared to what might be expected
given current demographics if the pension system were fully mature,
and temporarily allows for increased benefit generosity.

However, the current generosity of benefit packages cannot be sus-
tained in the future. This chapter reviews the history of the pension
systems in Western Europe to aid in understanding the evolution of
pension programs and reform agendas in Europe and Central Asia.
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While the reforms demanded by the demographic changes and matu-
ration of the pension systems are far from trivial, history shows that a
“new” interpretation of retirement, required by the new circum-
stances, was in fact the accepted social norm just a few decades earlier.

Beginnings of Pension Systems in Western Europe

Prior to the late nineteenth century, extended families and small
local communities provided old-age support. People working in
small-scale agriculture could continue to provide some work effort
until very late in life while also receiving support from family mem-
bers as their ability to work declined. Since people typically did not
move far from their birthplace, most elderly were lifelong members
of close-knit communities. In the event that an old person had no
surviving family members, churches and neighbors often provided
basic support.

As industrialization proceeded, people were drawn from their
local communities into the newly developing cities, where they lived
and worked among people with whom they had few family or social
ties. Urban industrial jobs did not provide the flexibility of a reduced
work pace for older individuals that agricultural communities
had offered. Moreover, with continuously changing technology, the
human capital of older workers was quickly depleted. Small occupa-
tional savings societies developed to address some of these needs,
but participation was voluntary, and many people remained unpro-
tected from important risks. People increasingly felt the need for a
safety net to protect themselves against the risk of sickness, loss of
the household breadwinner, and old age (CES n.d.).

The earliest pension schemes were designed to address the risk of
old-age poverty for industrial workers with low-to-middle incomes.
Otto von Bismarck, the chancellor of Germany, was the first to set up
a contributory pension scheme in 1889. The scheme included only
workers with incomes below a modest threshold, who were per-
ceived to need a safety net. Higher-income workers were assumed to
have other resources with which to self-insure against the risk of
poverty in old age. Benefits were paid when a person reached the age
of 70, but only if he retained no more than one-third of normal
working capacity. Benetits were only provided if the individual had
made contributions during his working life, and on average they
amounted to only 18 percent of the average wage (Verbon 1988, 17).

This model of income provision to the elderly spread widely. As in
Germany, the programs focused on protecting a limited part of the
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labor force, typically the lower-income segment that was considered
more vulnerable. Benefits were modest and were provided only at
very advanced ages, and only when working capacity was reduced.
Benefits were treated as a supplement to other forms of old-age
income and were not intended to be the sole income source (Cutler
and Johnson 2004)."'

In the contributory pension programs that copied the blueprint of
Bismarck, the pension amount depended on contributions paid by
workers and employers. At the beginning, no workers were eligible
for benefits, since no worker had a contribution history. Because of
this initial program immaturity, reserves accumulated very fast. A
new system in its first few years takes in contributions but pays out
few pensions, as few retirees are eligible for benefits. In addition, the
few retirees who become eligible receive very low pensions, since
their contributions were paid for only a few years. Pension expendi-
tures gradually rise as more individuals satisfy eligibility conditions
for retirement and as benefit levels increase in recognition of longer
contribution histories. Full career pensions are awarded only once
those who have contributed throughout their working careers begin
to retire. This can take 40 to 50 years from the time the system is set
up; during this time, full cohorts of the labor force are paying contri-
butions, but full pensions are not being paid. When the first cohort of
individuals who contributed throughout their entire working career
begins to retire, the retiree pool will include some of these people,
but also many others who had retired earlier with lower pensions.
Only when all living retirees have made a full career’s worth of con-
tributions is the system considered fully mature. This takes 60 to
70 years from the time the system starts.

Bismarck’s model in its pure form could not ensure full poverty
protection, and it was later complemented by features that provided
minimum income to elderly workers who had contributed for only a
short time or whose contributions were based on very low incomes.
These took the form of either a minimum pension guarantee that
required some minimum years of contributions, or a minimum
income support benefit for the elderly that did not require contribu-
tions but involved an income test to establish need.

In many cases, the model was also complemented by redistributive
features such as maximum limits on pensions, formulas that com-
pressed past earnings, slower benefit accrual rates for workers with
long careers, and so on. These features were intended to reduce pen-
sion program costs and to favor low- and middle-income workers,
who might not have had complete work histories. However, they also
tended to complicate benefit formulas and were often counteracted
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by other design elements that unintentionally redistributed income
from poorer workers to higher-income ones.

A simple alternative to the earnings-related pension model was
suggested by William Beveridge in the United Kingdom in 1942 and
has been adopted by that country along with Denmark, Iceland,
Ireland, the Netherlands, and Norway. This model implies provision
of the same public pension benefit to all elderly, usually funded
from general taxes. Technically, in the United Kingdom and Ireland,
contributions are still required and flat-rate pensions are prorated
for shorter contribution histories. But these countries also have a
noncontributory income-tested benefit for the elderly of a similar
amount, which for practical purposes translates into a universal
benefit. Since these are all de facto noncontributory schemes, they
can be considered mature from the outset, since those above retire-
ment age are immediately eligible for benefits when the scheme
begins, regardless of their lack of contribution history. This model
does not offer enough protection against significant decline in income
for middle- and high-income workers, which has stimulated large
private pension asset buildup in five of the six countries. Norway, the
only country without significant private pension assets, chose
another approach and by 2011 had built up public pension assets of
around 122 percent of gross domestic product (GDP) instead, largely
from its oil revenues. Among countries that did not follow the flat-
benefit approach in their public pension systems, only Finland and
Switzerland have built up private pension assets of significant size.

From Limited “Insurance” to Generous “Savings” Schemes

All the European contributory pension systems started with an
accumulation of reserves, as described above, but for various rea-
sons these disappeared over time. In the case of Germany, by 1910
reserves were eight times greater than annual benefit payments;
two world wars and a major economic contraction in between
were the major contributors to the depletion of those reserves in
Germany, as in most countries of Europe. As life expectancy
increased, benefits were paid for longer periods, also slowing
reserve accumulation. However, the biggest reason for the disap-
pearance of the reserves was their very existence, which tempted
governments always short of revenues to use the pension reserves
to finance other spending.

The existence of reserves also stimulated increased generosity of
the pension systems. New beneficiaries were added as the schemes
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expanded from old-age coverage to include widows and orphans,
younger disabled people, and sometimes children of the disabled.
Workers who were in midcareer at the time the systems started
were often provided full pensions with less than a full career of con-
tributions. Retirement ages began to fall, and the requirement of
incapacity for work, which had characterized the earliest programs,
disappeared in countries like France, Germany, and Sweden.
Programs were also made more generous so that the elderly could
live entirely on the benefits provided rather than use them to supple-
ment other income (Diamond 1997).

Even with all the new spending, the revenue surpluses continued
as coverage of the labor force expanded. While pension systems ini-
tially were limited only to certain groups of workers, systems quickly
grew to include most of the employed population. First, the composi-
tion of the labor force changed, with more and more workers joining
occupations that provided old-age coverage. In addition, the number
of covered occupations continued to grow. While the pace of expan-
sion varied across countries, as did the order in which different sec-
tors were covered, the systems grew from covering only industrial
workers to include salaried employees, employees in commerce, civil
servants, employees in agriculture, the self-employed, farmers, and
domestic servants. With each new wave of entrants into the system,
the program once again became immature, as new contributions
were added but few benefits were paid to the newly covered group.
These new contributors expanded the pension pyramid within the
demographic pyramid.

Figure 2.1 shows that the coverage rate of the labor force grew as
these systems continued to expand throughout Europe. For example,
the system in Belgium covered as few as 20 percent of the labor force
when it began, but by 1960, about 85 percent of the labor force was
covered. A similar pattern holds for each of the countries for which
historical data are available.’

In addition, the labor force itself grew as the population increased
and women entered paid employment in greater numbers. As
figure 2.2 shows, the population in each of the European countries
grew by at least 50 percent, and in some cases by more than 400 per-
cent, in the course of the twentieth century.” Much of this growth
occurred in the working-age population, expanding the population
pyramid. The entry of women swelled the labor force still further,
expanding the pension pyramid even more.

Figure 2.3 demonstrates the tremendous growth in the labor force
despite the impact of the two world wars. For contributory pension
schemes, the expansion of coverage combined with growth of the
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FIGURE 2.1

Increase in the Proportion of the Labor Force with Pension Scheme
Coverage in Selected European Economies with Contributory Pension
Schemes, 1900-1975
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labor force resulted in even stronger growth of contributor numbers,
as shown in figure 2.4. For example, in Belgium, active contributors
doubled while the labor force only grew by 25 percent. Growth in
the labor force also indirectly benefited noncontributory programs,
as it helped swell general budget revenues, which in turn made
financing of all public programs much easier.

The increased demands on pension reserves of contributory pro-
grams induced the shift toward the PAYG financing model by the
mid-twentieth century. Contribution revenue differs from other
forms of government revenue in that each contribution comes with a
liability: that is, the government takes in contributions from workers
today in exchange for retirement benefits that government will pro-
vide in the future. If the programs were actuarially fair and reserves
were invested safely, then the large gap between the contributions of
large contributor cohorts and benefits paid to the small beneficiary
cohorts while a pension program was immature would lead to
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FIGURE 2.2
Population Growth in the Twentieth Century in Selected European Economies
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the accumulation of large reserves. These reserves would then be
available later to pay benefits to the elderly cohorts that had contrib-
uted to the buildup of reserves when they were young. But the
combination of governments’ inability to maintain these reserves
during the war and interwar years, fiscal demands outside the pen-
sion system, and the continued increase in benefit generosity led
almost all governments to abandon the system of maintaining
reserves to fully cover future liabilities. Current contribution revenue
was spent immediately, with future pensions to be paid out of future
contributions. Even the few countries that chose to maintain a
reserve accumulated far greater liabilities than the reserve could
cover. Initially, given the pension program immaturity, the new
financing model easily allowed countries to meet ongoing pension
payment needs. However, the contributory pension programs later
became precariously dependent on continuing growth in the number
of contributors.

The switch to the PAYG financing model increasingly blurred the
line between contributory and noncontributory pension schemes.
Initially, reserves and surpluses generated within contributory
schemes were sometimes used to finance other government pro-
grams. A few decades later, many of the “contributory” schemes now
finance their deficits from the general budget. Even in countries
where the contributory pension scheme budget and the government
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FIGURE 2.3
Labor Force Growth in the Twentieth Century in Selected European
Economies
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budget are clearly separated, the government still implicitly stands
behind most of the unfunded promises made by the public pension
scheme. Therefore, the distinction between public pension schemes
with earnings-related benefits and those with flat benefits often
tends to be more striking than the difference between schemes
financed in different ways, whether through contributions or gen-
eral revenue.

Another fundamental shift occurred in the perceived role of pen-
sion benefits, which went from providing a limited “insurance” func-
tion to acting as a “savings” scheme. The initial dual eligibility criteria
of minimum retirement age and incapacity to work meant that the
pension program insured against the relatively unlikely contingency
of an individual being able to survive to a very old age, but with sig-
nificantly diminished work capacity. The benefit was low and was
only meant to supplement other income, often from part-time or
lesser-paid labor. The removal of the second eligibility condition—
incapacity to work—and an increase in benefit levels introduced a
completely new concept: individuals should not work after reaching
a certain age, healthy or not, because through their lifetime



22

The Inverting Pyramid

FIGURE 2.4
Growth of Active Contributors in Selected European Economies with
Contributory Pension Schemes, 1900-2005
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contributions they have “earned” the right to a work-free period of
retirement. Thus, pension programs that had initially functioned
purely on the insurance principle were transformed into public “sav-
ings” schemes, especially in countries with an earnings-related pen-
sion benefit design, where people assume they have publicly
managed savings accounts that entitle them to pension benefits. In
reality, little money was actually accumulated and these contribu-
tions were spent as soon as they were received. In contrast, countries
with flat-benefit pension programs tended to create additional pri-
vate pension savings schemes to meet the need for income smooth-
ing during old age.

Moreover, the expectations were formed that living standards of
pensioners should rise in line with the living standards of the employed.
These expectations were fueled by the postwar boom in contribution
revenue that led to the automatic indexation of pension benefits. The
interwar and postwar inflationary experiences coupled with rapid
wage growth after the war led to political pressure on politicians to
increase pensions to keep up with living standards. The prevailing
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view was that since individual contributions grew with wage growth,
providing pension increases linked to wage increases would be finan-
cially feasible. Some countries tied pension increases explicitly to
growth in wages; others were more cautious, tying the benefit
increases to growth in prices; still others used some combination of
these approaches. However, in almost all cases, the actual pension
increases were even greater than what the respective indexes would
have indicated.

Figure 2.5 shows that pension increases exceeded wage growth in
the Netherlands and Switzerland; increases were roughly equal to
wage growth in France, Germany, the United Kingdom, and Sweden;
and pension increases were below wage growth, though above infla-
tion, in Austria (see also International Labour Office 1977; Galasso
and Profeta 2004).

Examples of increasing generosity can be seen in the Netherlands
and Hungary, where pensions more than doubled as a percentage of
average wage in a relatively short period of time (figure 2.6). While
some of the overall increase for Hungary can be attributed to system
maturation, with new retirees having longer periods of contribution
and thus higher benefits, the more discrete jumps are attributable to
policy changes. Also, as individuals with less regular contribution
history were brought into the pension system, many became eligible
for the minimum pension guarantee, which raised their benefit level
above what they would have contributed or earned.

FIGURE 2.5
Comparison of Growth in Pensions, Wages, and Prices in Selected
European Economies, 1965-1979
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FIGURE 2.6

Growth in Average Pension Compared to Average Wage in the
Netherlands and Hungary, 1950-1990
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However, the most important increase in benefit generosity came
through the reduction in retirement ages, similarly prevalent among
contributory and noncontributory pension programs. Lower retire-
ment ages have a double impact on a contributory pension program:
they reduce the number of contributors and increase the number of
beneficiaries. Nonetheless, despite the fiscal implications and despite
increasing life expectancy, retirement ages were lowered for several
reasons. First, with the abundance of revenue, politicians could easily
grant early retirement to some occupations as a political bonus in
exchange for votes. Second, decisions were guided by the mistaken
view that youth would find jobs more easily if older workers retired
early to make room for them. And finally, given seniority-based
remuneration schemes that automatically pay higher wages to work-
ers who have been at a given job longer, older workers, who often
experience some decline in productivity as they age, were becoming
too expensive in light of their decreased productivity.

Even in countries where the statutory retirement ages were not
lowered, early retirement options and flexible retirement resulted in
a decline in the effective retirement age (figure 2.7). As individuals
became wealthier, their taste for leisure increased, encouraging them
to choose leisure over additional work. Moreover, as benefit levels
increased, people could afford to retire earlier and still enjoy a com-
fortable lifestyle. And with technological changes, skills of some older
workers became obsolete, making continued employment difficult.
For example, in Austria and Germany, the percentage of new retirees
below the statutory retirement age increased from approximately
5 percent in 1960 to more than 50 percent by 1976. Similarly, in
Sweden, early retirement rose from 9 percent of the total in 1967 to
21 percent by 1974. As retirement ages fell, labor force participation
(LFP) rates of workers above the retirement age, those aged 65 and
older, also fell from 16 percent in 1955 to 8 percent by 1980 in
Europe as a whole.

The duration of retirement increased dramatically because effec-
tive retirement ages declined while life expectancies increased rap-
idly. Figure 2.8 shows the changes in the duration of retirement for
Belgium, Spain, and Sweden. Between 1970 and 1990, the average
retirement period increased in all three countries.* Duration of retire-
ment continued to increase between 1990 and 2009 as well, outpac-
ing the rise in the retirement age in Sweden and Belgium. It is also
important to note that the probability of contributors reaching retire-
ment age and claiming the benetfit also rose due to decreased mortal-
ity at younger ages, further increasing the overall benefit costs
generated by later-born cohorts (Chomik and Whitehouse 2010).
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FIGURE 2.7
Change in Effective Retirement Ages in Selected European Economies,
1970-2010
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FIGURE 2.8
Changes in Retirement Age and Impact on Duration of Retirement in Belgium, Spain, and
Sweden, 1970-2009
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Increase in benefit generosity, the aging of societies, and pension
program maturation led to an enormous increase in public pension
spending relative to GDP from the 1950s to the end of the twentieth
century (figure 2.9). The countries with contributory, earnings-
related pension schemes tended to exhibit higher spending growth
(figure 2.9a), while the flat-benefit schemes showed slower increases
(figure 2.9b).

Outcomes of Pension Program Introduction in Western Europe

Pension programs made an enormous contribution to reducing
poverty rates among the elderly in the developed countries of Europe
(figure 2.10). All components of the pension system added to this
result, but flat-benefit contributory and noncontributory programs,
as well as minimum pension guarantees and minimum income sup-
port for the elderly, were the most important contributors. By now,
all pension systems of Western Europe have introduced at least one
of these redistributive features. The only exception is Italy, which
supports poor elderly through the general social assistance program.
In 1987, the average relative poverty gap between the elderly and
the rest of the population was close to zero for the group of countries
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FIGURE 2.9

Pension Spending as a Percentage of GDP in Selected European
Economies, 1954-2004
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FIGURE 2.10
Gap between Elderly Poverty and Poverty in the General Population, Selected European
Economies, 1987 and 2004
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shown in figure 2.10. By 2004 it even tended to be negative in nine of
the 12 countries, although not significantly. This suggests that the pen-
sion systems first adopted in Europe in the late nineteenth century
fully accomplished the goal of reducing poverty among the elderly. In
the beginning, the elderly possessed limited work capacity and little or
no safety net, but the pension systems are now providing them with
sufficient resources so that their poverty rates are comparable to or
even lower than those of the other age cohorts (see also European
Commission 2012).

Pension programs also provide a vehicle for significant income
replacement for middle- and high-income populations in many coun-
tries (figure 2.11). The data shown are based on modeling results from
the Organisation for Economic Co-operation and Development
(OECD) series Pensions at a Glance. Pre-retirement earnings of individu-
als relative to average wage are shown on the horizontal axis. Expected
benefit entitlements as a percentage of economy-wide average wage
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FIGURE 2.11

Link between Pre-Retirement Earnings and Benefit Entitlements as Reflected in Pension System
Design in Selected European Countries
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are shown on the vertical axis for workers who begin work at age 20 in
year 2010 and work continuously at their pre-retirement relative wage
until they reach the retirement age in their country. The steeper the
line for a country, the more emphasis it places on income replacement;
the flatter the line, the greater the focus on redistribution. Countries
for which the line starts higher provide higher benefits for the lowest-
income contributors. Since the OECD methodology models future
entitlements for those starting work only recently, the results include
all the legislation enacted to date.’

Different countries chose to provide income replacement to
greater or lesser degrees. Some countries, such as the ones in figure
2.11a, provide substantial income replacement for earners with mod-
erately high incomes. Greece, for example, provides benefits almost
equal to twice the average wage to those who earned twice the aver-
age wage. Other countries, such as the ones in figure 2.11b, provide
limited income replacement for high earners. France, which pays
74 percent of average wage to those who earn twice the average
wage, is the most generous of this group; some others, like Ireland,
pay as little as 29 percent of average wage to similarly high earners
(OECD 2011; see also Conde-Ruiz and Profeta 2007).
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However, introduction of the PAYG financing mechanism and the
accompanying increased benefit generosity also introduced undesir-
able intergenerational transfers. Cohorts of the elderly that made
small contributions were able to enjoy increased benefits over long
retirement periods, benefiting greatly from the system. These
arrangements could be upheld temporarily because of the rapid
increase in the numbers of contributors, rising contribution rates, and
small numbers of pensioners due to program immaturity as the pen-
sion pyramid expanded. But the longer these unsustainable arrange-
ments continue and the more implicit pension liabilities are built up,
the higher will be the financial and social costs of unwinding these
arrangements. And the higher the costs, the more abrupt the transi-
tion to a fiscally sustainable system will have to be, as the pension
pyramid reaches the boundaries of the demographic pyramid or starts
to invert. Unfortunately, these benefits in Western Europe have been
perceived as realistic, desirable, and sustainable by other countries of
the region with weaker demographic and economic fundamentals,
leading them to aspire to the same results.

Choices Made by Other Countries of the Region

The collapse of the centrally planned economic systems in Central
Europe, the former Soviet Union, and the Balkans in the early 1990s
was devastating for government finances. Enormous cuts had to be
made in all government programs, including pensions. Pensions
were drastically reduced, paid late, and sometimes even paid in kind,
although the most extreme measures were avoided in the countries
of Central Europe. Pensioner numbers swelled as old-age pension
programs were used to absorb huge numbers of older unemployed
workers, adding to fiscal strains. In this environment, protection
against extreme poverty of the elderly was the main goal, and most
pensioners ended up with similarly low incomes, regardless of their
contribution history. Yet again, Central European countries suffered
a bit less, and some income differentiation in pension levels was
preserved in these countries.

Earnings-related benefit design seemed to be the best fit for the
Central European and Baltic countries that were rebuilding their
pension systems in the late 1990s as their economies started to grow
again. At the time, with their liquid savings largely destroyed, most
elderly depended largely on public pension benefits that were rela-
tively flat, reflecting both the fiscal constraints and the low differenti-
ation in their past wage levels. This focused the minds of the
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reformers on reinstituting the income replacement function of the
pension systems to mirror the new differentiated wage structure. In
addition, it was hoped that a contributions-linked pension benefit
design would induce badly needed formalization of the labor market.
On the other hand, the region did not have the experience of wide
income inequality in recent memory, so the objectives of income
redistribution and protection of the most vulnerable were not at the
forefront of the agenda (Hirose 2011).

Privately owned individual pension accounts were seen as a
desirable option, as people in the region yearned to harness
market-based solutions and had developed a deep distrust of
governments. The fact that this arrangement would entail high
transition costs, when pension contribution revenues redirected to
individual accounts had to be replaced by alternative financing
sources, was understood but not considered insurmountable. The
promise of high growth rates, as the region joined developed
Western European countries in the European Union, was expected
to bring quick prosperity that would help to pay the costs.
Privatization revenue was another financing source commonly
assumed to be sufficient in paying much of the transition costs.
Finally, borrowing would provide short-term financing before
parametric reforms of the current PAYG pension scheme started to
yield significant savings. Since there were limited other financial
assets for pension funds to invest in, pension funds could easily
lend to governments the funds they needed to borrow to finance
the transition costs (Holzmann 2009).

It was realized that existing PAYG pension schemes were too big to
be replaced altogether and might even be a desirable component of
the pension system for diversification purposes. To make these
schemes sustainable and attractive to populations, innovations like
notional pension accounts and point systems were introduced.
Minimum pension provisions remained in most PAYG systems, but
they were assumed to be small additions to the main design rather
than key components of the system to be relied upon by a large pro-
portion of the population. Similarly, minimum income provisions for
the elderly without pension coverage were not considered to be
important elements, as at the time of the reform an overwhelming
majority of the population had long contribution histories (also see
Chlon-Dominczak and Strzelecki 2013).

Pension system designs chosen by the countries in this subregion
reflect the plethora of different decisions made, as shown in clusters
3, 4, and 5 of table 2.1. Box 2.1 provides some details on the main
features of each pension system.®
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TABLE 2.1
Pension System Designs and Components in Selected European and Central Asian Economies

Cluster Country Universal PAYG Mandatory savings
Belgium — DB —
Cyprus — DB —
France — DB/points —
Greece — DB —
Italy — NDC —

(1) High-Income Generous Spenders
Luxembourg — DB —
Malta — DB —
Slovenia — DB —
Spain — DB —
Switzerland — DB X
Austria — DB —
Denmark X — X
Finland — DB X
Germany — Points —
Iceland — DB X

(2) High-Income Moderate Spenders Ireland X — X
Netherlands X — X
Norway — NDC —
Portugal — DB —
Sweden — NDC X
United Kingdom X DB X
Albania — DB —
Armenia — DB —
Belarus — DB —
Bulgaria — DB X
Croatia — Points X
Czech Republic X DB —

(3) Lower-Spending Transition Countries Estonia X Points X
Georgia X — —
Hungary — DB —
Latvia — NDC X
Lithuania — DB X
Moldova — DB —
Poland — NDC X

continued
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TABLE 2.1
Continued
Cluster Country Universal PAYG Mandatory savings
Romania — Points X
Russian Federation — NDC X
Slovak Republic — Points X
Bosnia and Herzegovina (both
(4) High-Spending Transition Countries entities) - Points -
Macedonia, FYR — DB X
Montenegro — Points —
Serbia — Points —
Ukraine — DB —
Azerbaijan — DB/NDC —
Kazakhstan X — X
Kosovo X — —
Kyrgyz Republic — NDC X
(5) Young Countries
Tajikistan — DB —
Turkey — DB —
Turkmenistan — NDC —
Uzbekistan — DB —

Note: DB = defined benefit; NDC = notional defined contribution; PAYG = pay-as-you-go; — = does not exist.

Country choices often reflected historical and geographic group-
ings as well as aspirations. The pension systems of Central Europe
and the Baltics tended to have more elaborate multipillar designs
than the Western European countries presented in clusters 1 and 2 of
table 2.1.

The countries of the former Soviet Union, excluding the Baltics,
have been less ambitious in redesigning their pension systems. The
collapse of economies in this cluster of countries was deeper and
more prolonged. The fall in formal employment and government
revenue base was more pronounced, and poverty among the general
population, as well as the elderly, became more entrenched. High
inflation also eroded the value of the benefits, bringing them down
to a more basic level. The region was also less optimistic about the
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BOX 2.1

World Bank Definitions of Pension Pillars and Characteristics of Different
Pension Systems

Zero Pillar

The zero pillar refers to pension benefits provided without a contribution requirement. These are
financed from general revenues. One form of a zero pillar is the universal pension noted below;
other forms are based on need and can be part of, or separate from, the social assistance
system.

Universal Pension
e All residents or citizens above a certain age are provided with a universal pension.

e After retirement, benefits are typically increased over time through some type of
indexation.

First Pillar

The first pillar refers to pensions where eligibility depends on the person having made contribu-
tions during his or her working life. These pensions are largely financed on a pay-as-you-go
(PAYG) basis, with contributions from current workers and their employers being used to finance
benefits for current pensioners. These systems can accumulate some reserves when they are
immature; conversely, contribution revenues can be supplemented with general revenues when
a system runs deficits. These systems are primarily run as conventional defined benefit (DB) sys-
tems, but they can also include basic pensions, point systems, and notional defined contribution
(NDC) systems.

Conventional Defined Benefit System

e Pension benefits are calculated as some percentage of a person’s past salary (accrual rate)
per year of contribution or service.

e The salary base from which the pension is calculated can be the last salary, an average of
some years of past salaries, or the average of a person’s lifetime salary.

e The salaries used to calculate the salary base are typically revalued or valorized by a param-
eter such as the cumulative growth of average wage between when the salary was earned
and the date of retirement.

e Pension increases after retirement are indexed to an observable parameter, typically infla-
tion, but sometimes the rate of average wage growth.

continued
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BOX 2.1 continued

Basic Pension

All those who have fulfilled a minimum years-of-service requirement receive a flat benefit,
unrelated to their own wages or the value of their contributions.

Benefit may vary depending on years of service.

After retirement, benefits are typically indexed to some parameter.

Point System

The individual is awarded personal points for each year he or she contributes. The number of
points awarded each year is based on the relationship between the wage on which contri-
butions are made and the average wage and the length of time during the year that the
person actually makes contributions.

At retirement, all the points the person has earned are added up and multiplied by the value
of the general point, which is typically some percentage of the average wage of the year in
which the individual retires.

This value of the general point, set when the system begins, is typically indexed to average
wage growth, making the value of the general point as a percentage of average wage iden-
tical to the accrual rate in the traditional DB system. Indexing the general point to parame-
ters other than wage growth is equivalent to setting cohort-specific accrual rates in the
traditional system.

After retirement, the pension follows some indexation rule.

Notional Account System

Each individual’s contributions are recorded as if they were going into a saving account.

Notional interest rateis granted on each individual's account balance, with the notional interest
rate tied to measurable indicators, such as average wage growth, growth in the wage bill,
or gross domestic product growth.

At retirement, the account balance is divided by life expectancy at the age of retirement, in
the simplest case, or by a factor that takes into account some interest rate and life
expectancy.

As life expectancy grows, the benefit available at a particular retirement age tends to fall as
the account balance is divided by a longer life expectancy, thus providing some degree of
fiscal balancing.

After retirement, the pension follows some indexation rule.

continued
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BOX 2.1 continued

Second Pillar

The second pillar refers to mandated defined contribution systems where individuals put

their contributions into savings accounts with financial institutions, typically specialized

pension funds. These funds invest the money, with retirement benefits paid out of the proceeds

of that investment.

Fully Funded Defined Contribution System

Contributions are collected, transferred to a pension fund, and invested. There are typically
multiple pension funds or asset managers, and the individual chooses one of them to man-
age his or her retirement savings.

Some administrative fees are deducted before the remaining funds are invested.
The person earns an interest rate based on what the invested savings earn.

At retirement, the individual typically purchases an annuity from an annuity provider who
guarantees the retiree a pension benefit throughout his or her lifetime for a fee. The benefit
may be indexed or not.

In some cases, payouts can also be taken as scheduled withdrawals, where the account bal-
ance is divided by life expectancy, with the remainder continuing to generate interest. This
process is repeated the following year, with the resulting pension rising or falling depend-
ing on realized returns.

Third Pillar

The third pillar is almost identical to the second pillar, but savings are made on a voluntary rather

than mandatory basis. The third pillar can be organized as individual savings accounts or, alterna-

tively, as occupational pension schemes, where members of one occupation hold savings

accounts with a particular financial institution and contributions are made as part of the benefits

package.

Multipillar System

A multipillar pension system contains more than one of the pillars outlined above.

future and less motivated to embark on structural reform than

Central Europe, where reform fever was augmented by the promise

of European Union accession. Therefore, some FSU countries chose

to reform their pension systems with much more modest goals in

mind, while others opted only to patch up their existing pension
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systems rather than redesign them. The reformers generally targeted
much lower pension levels and continued to be torn between the
need for poverty prevention and the desire for income replacement,
finding that it was hard to accommodate both within the limited fis-
cal envelope. The countries that opted for maintaining their one-pil-
lar PAYG model generally struggled to prevent their pension costs
from rising unsustainably.

The war-ravaged economies of the Balkan region had a delayed
start on the pension reform agenda. They have closely followed the
Central European countries in making reforms, with similar aspira-
tions for their redesigned pension systems. However, the conditions
for achieving these objectives are more difficult, as labor markets
tend to be less buoyant, financial markets are less developed, and
pension systems are more burdened with large disability and veteran
pension costs. Poverty in this region is also much more prevalent,
which tends to sway the pension system objectives toward poverty
protection, although there are some high spenders in this group that
have focused on income replacement.

Finally, the Young Countries of the region, including Turkey, have
generally been preoccupied with other government programs, as
their elderly populations are still quite small. In the pension policy
area they have tended to fine-tune their existing simple pension sys-
tem structures. The two exceptions are the Kyrgyz Republic, which
has tried to implement an elaborate pension design and pays rela-
tively high pensions, and Kazakhstan, which has introduced a rela-
tively radical reform, having abolished its PAYG system altogether.
The rest of the Young Countries of the FSU generally only provide
poverty-level benefits to their elderly through PAYG financed pro-
grams, as shown in cluster 5 of table 2.1.

Pension system designs chosen in the last two decades in this
broad region rested on some important assumptions:

e LFP and formalization in the post-transition economies would
return close to the levels observed before the transition.

e Earnings-related benefit design could provide sufficient incentives
to workers to participate in the pension system and to voluntarily
delay retirement.

¢ Pension structures, once chosen, would be insulated from political
interference.

¢ Development of the financial markets, financial literacy, efficient
portfolios, and growth-producing investments would naturally fol-
low from the introduction of funded individual pension accounts.
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e The sharp fall in fertility rates, observed early in the transition,
would fully reverse. The strong emigration experienced when the
economies first opened would not continue.

In all of these reforms across countries, a convergence on a single
pension paradigm did not emerge. The lack of convergence can be
traced back to the dual purpose of pension systems, which exist both
to prevent poverty in old age and to replace the income individuals
earned during their working years. The first objective often requires
redistribution from middle and high earners toward low earners,
while the second suggests that high earners should keep the benefits
of their higher contributions in the form of higher pensions for
themselves. These two objectives have conflicting impacts on policy,
especially when fiscal space is limited. Different countries place vary-
ing weights on the two objectives: countries focused on poverty alle-
viation are more likely to choose basic pensions and universal
pensions, while countries favoring income replacement are more
likely to choose options like notional accounts, point systems, and
funded defined contribution systems. In the second case, there is a
danger that if many people do not contribute for long, earn very low
returns on contributions, or contribute on the basis of low wages,
most of the elderly will eventually qualify only for the same mini-
mum pension, which results in a burden of accounting and adminis-
tration without much of the intended contribution-benefit link (see
Conde-Ruiz and Profeta 2007).

Countries of Central Europe and the Balkans largely focus on mod-
erate replacement of incomes, as shown by the simulated results of
different options in figure 2.12. The exception is the Czech Republic,
where there is greater redistribution and only limited income replace-
ment (figure 2.12a). In the Balkans (figure 2.12b), the very high ben-
efits accruing to low earners in Albania are notable, as is the long-run
elimination of virtually all income replacement in Serbia.

By contrast, FSU countries with older populations tend to have
more limited income replacement. For example, a person who earns
half the average wage will get a pension benefit equal to 34 percent
of average wage in the case of Ukraine, while a person who earns
twice average wage will get a pension equal to 80 percent of average
wage. Only the Russian Federation and Armenia achieve moderate-
income replacement (figure 2.13a). However, these countries also
tend to have more generous benefits for the elderly from lower-
income groups. The younger countries of the FSU, as well as Turkey,
tend to aim for both high-income replacement and relatively high
benefits for low earners (figure 2.13b).
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FIGURE 2.12

Link between Pre-Retirement Earnings and Benefit Entitlements as Reflected in Pension System
Design in Central Europe and the Balkans
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FIGURE 2.13
Link between Pre-Retirement Earnings and Benefit Entitlements as
Reflected in Pension System Design in the Former Soviet Union
Countries and Turkey
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FIGURE 2.13
Continued
20 b. Young FSU countries and Turkey
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This analysis ignores the fact that in some countries many people
contribute only sporadically: they are not able to reach the full
careers assumed in figures 2.12 and 2.13 because of high unemploy-
ment, a large informal economy, long employment gaps among
women raising children, lax early retirement rules, and other rea-
sons. In those cases, especially when the minimum pension guaran-
tee is relatively high and the accrual rate in the benefit formula is
relatively low, the actual differences in pension levels across income
groups are likely to be much smaller than those suggested in the
figures.

The Inverting Pyramid: Structural Break in the PAYG
Financing Model

The early twentieth century saw a successive expansion of groups
covered by the pension system in Western Europe, but this trend has
waned. From the beginning, with each new group of entrants, the
system became immature again. By the mid-1950s there were few, if
any, occupational groups left out of the system. However, the system
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FIGURE 2.14

Extension of Coverage and Its Impact on Pension Systems in Europe and Central Asia, 1900s

through 2050
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found new sources of expansion, first women joining the labor force
in greater numbers and then the large baby-boomer cohort.

The top portion of the pyramid depicted in figure 2.14 summarizes
the development of the pension system through the mid-1970s. By
that time, women’s LFP had nearly reached its current levels among
young cohorts, and demographic projections were beginning to show
the impact of lower fertility on the future working-age population.
The first alarms sounded in the more fiscally conservative countries
as they started to doubt the ability of the pension scheme to sustain
its previous growth in the number of contributors.

Compared to Western Europe, the growth in contributor numbers
slowed earlier in transition countries as women’s LFP rates equaled
men’s much earlier. Furthermore, the transition to a market economy
in the early 1990s resulted in a sharp drop in LFP rates, particularly in
the formal sector. The accompanying acute and sustained drop in fer-
tility rates in these countries coupled with ongoing emigration has
advanced by several decades the impact of the system maturation and
demographic change (see also Galasso, Gatti, and Profeta 2009).

Governments initially reacted to the slower growth in contributor
numbers, current and projected, by raising contribution rates in an
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attempt to maintain the earlier pace of revenue increases. Figure 2.15
shows how countries attempted to raise revenue by raising contribu-
tion rates. The figure also demonstrates that these rates, after rising
quite dramatically in some cases, have stabilized since the mid-1990s.
Countries soon learned that higher contribution rates did not

FIGURE 2.15
Increasing Pension Contribution Rates in Response to Expanding
Expenditures in Selected European Economies, 1940-2012
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FIGURE 2.15
Continued

c. Lower-Spending Transition Countries
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necessarily generate higher revenue, as they resulted in a less globally
competitive labor market and led to a rapid expansion of the informal
sector. While the Northern European countries generally did not suf-
fer from growth in the informal sector, the potential loss of competi-
tiveness in an increasingly global economy halted further increases in
the contribution rate.

Having approached the limits of raising additional revenue
through coverage expansion and higher contribution rates, coun-
tries now face the challenge of an expected decline in the working-
age population. As shown in figure 2.16, the working-age
population, defined as people 15 to 64 years of age, peaked at around
2010 for most countries in Western Europe (figure 2.16a and b).
Central European countries peaked a couple of decades earlier
(figure 2.16¢).

The cumulative effect of this trend was an important structural
change: the rapid growth in working-age population abruptly changed
into prolonged decline. Between 1970 and 2010, very few countries
had faced a decline in the working-age population. Only three coun-
tries in Central Europe—Bulgaria, Latvia, and Hungary—experienced
such a decline in this period. But between 2010 and 2050, almost all of
the countries not labeled as “young” will face a shrinking working-age
population (figure 2.17). The only exceptions are Sweden, the United
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FIGURE 2.16

Working-Age Population from 1950 to 2050 Relative to 2013, Selected
European and Central Asian Economies
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FIGURE 2.16
Continued

Ratio of working age population to that in 2013

c. Lower-Spending Transition Countries
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FIGURE 2.16
Continued
d. High-Spending Transition Countries
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FIGURE 2.17

Change in Working-Age Population in Selected European and Central Asian Economies,
1970-2010 and 20102050
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Kingdom, Norway, Ireland, and Iceland, from the High-Income
Moderate Spenders group, and France and Cyprus, from the High-
Income Generous Spenders group. In some cases, such as Bulgaria, the
expected decline in the working-age population is sizable. Even among
the Young Countries, while the percentage of elderly is expected to
triple, the working-age population is not expected to even double.

The projected decline in the working-age population is partly due
to a sharp and sustained decline in fertility that occurred in the tran-
sition countries over the last 20 years. Figure 2.18 shows the decrease
in the number of children under the age of 5 between 1990 and 2010
in these countries. While the high-income countries experienced
minor fluctuations, the other three clusters experienced sharp and
fairly sustained fertility reductions.

While many countries are hoping for increased fertility rates,
policies intended to encourage this change are rarely successful.
Furthermore, changes in fertility have a demographic momentum of
their own. Lower numbers of children in one cohort lead to a small
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FIGURE 2.18

Number of Children under Age 5 Compared to 1990, Europe and Central
Asia
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childbearing cohort, which results in lower numbers of children in
subsequent cohorts. Figure 2.19 illustrates this fertility trajectory in
Poland. It shows that the number of babies born would continue to
decline in the future even if fertility rates stay constant at 2011 levels
(and to keep the number of children the same as in 2011, the number
of children per family would have to increase by 40 percent by 2025).
This decline is attributable solely to the reduction in the cohorts of
potential parents, which was predetermined by fertility declines 20
years ago.

The other major element leading to the decline in the working-
age population is emigration. Figure 2.20 shows the impact of emi-
gration on the working-age population in the 2000s in most
countries in the region. The blue diamonds indicate average annual
growth rate in the working-age population (aged 15-64) over the
last decade. In countries where the blue diamonds are below
the zero line, the working-age population is already falling. Note
the prevalence of the emigration component in the total growth
rate in the countries that recorded the largest declines in working-
age population, namely Romania, Lithuania, Latvia, and Bulgaria.
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FIGURE 2.19
Births in Poland in 1990-2011 and Projected Future Births through 2026
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In the high-income countries, the countries with the largest immi-
gration experienced growth in their working-age population.
Those with lower or no net immigration experienced little growth
in the working-age population.

For example, between 2000 and 2010 in Greece, the working-age
population expanded on average by 1.5 percent per year due to new
entrants in the labor force turning 15, but this was negated by the
1.6 percent of the labor force that reached the age of 65 and left.
Immigrants aged 15-64 added 0.4 percent to the labor force per year,
but 0.2 percent of the working-age population died, resulting in a
0.1 percent net increase in the working-age population.

The working-age population projections shown might be consid-
ered optimistic, as they do not take into account the impact of the
recent financial crisis. Ireland’s growth in this projection is largely
due to assuming the large inflow of immigrants in the past 20 years
continues. However, since the financial crisis, Ireland has experi-
enced a significant outflow of population, and the degree to which
this outflow will reverse in the future is unclear. Because the United
Nations population projections forecast immigration based on his-
torical flows, they also do not take into account the increasing
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FIGURE 2.20

Decomposition of Average Annual Change in Working-Age Population in Selected European

and Central Asian Economies, 2000-2010
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emigration outflows that Central European, Balkan, FSU, and Young
Countries might experience as the higher-income countries start to
experience labor shortages and pull in workers from countries that
pay lower wages. They also do not take into account the possibility
that substantial immigration from outside the region might replace
some of this lost labor force, although such immigration would
require social and political consensus on the desirability of welcom-
ing and integrating people with different social and ethnic back-
grounds (see Bongaarts 2004).

Similarly, projections assume that fertility rates will follow a
pre-crisis path. The hardest-hit countries have already experienced
a significant decline in fertility during the crisis. This not only will
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FIGURE 2.21
Percentage of Elderly in the Population in Selected European and Central Asian Economies,
2010 and 2050
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affect the labor market entrants in 2030, but also will lead to a reduc-
tion in the size of the childbearing cohort; this in turn will reduce the
number of labor market entrants in 2050, compared to what has
been projected.

Finally, while life expectancies have been increasing until now,
continued increases can be expected to burden the pension system
much more significantly in the future, as they will apply to much
larger cohorts of elderly with wide pension coverage. Figure 2.21
shows the percentage of the population over the age of 65 in 2010
and 2050. In all country clusters except the Young Countries, the
percentage of the population over 65 is expected to almost double in
the next 40 years.

High-Income Generous Spenders will see a doubling of their
populations over 65. France and Belgium will experience slightly
lower increases, but almost a quarter of their populations will be
elderly by 2050. Among the High-Income Moderate Spenders, the
United Kingdom, Sweden, Denmark, and Finland elderly populations
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will expand a bit less than in the other countries, but on average in
2050 more than one person in four will be over age 65 in these coun-
tries. Countries like Austria and Germany will exceed this average,
with closer to one of every three people being elderly; the proportion
in Portugal will be even higher.

In the transition countries, both low-spending and high-spending,
the percentage of elderly in the population will double. On average,
these countries are projected to have one elderly for every 3.5 peo-
ple, but Bosnia and Herzegovina expects to have one elderly for
every three people. Even countries currently considered younger in
this region, like Albania, should expect to have elderly account for
one of every four people. The surprising result comes in the Young
Countries. While these countries often do not worry about aging,
they will see a tripling of the percentage of elderly in their popula-
tions in the 40-year period and will have one elderly for every seven
people. Turkey will be a bit older, with one of every five people being
elderly. For these younger countries as a whole, this is a significant
change from the present demographics, where on average only one
in 20 people is elderly.

Slower working-age population growth translates into fewer con-
tributors, and this, combined with growing numbers of elderly, leads
to large deficits in the pension system. Another way of thinking
about this is to consider how many elderly each working-age person
needs to support, often called the old-age dependency ratio. Figure
2.22 shows the striking growth in the old-age dependency ratio from
1970 to 2010 and from 2010 to 2050. By 2050, on average, each
working-age person will have to support more than three times as
many elderly as in 1970, and the rate of change in 2010-50 will be
greater than it was in 1970-2010. Projections for a stylized Central
European country show that the resulting deficits might be as high as
7 percent of GDP by 2050 if contribution rates, benefit levels, and
effective retirement ages remain unchanged (figure 2.23).

Policy Conclusions

Pension systems in Western Europe have successfully achieved social
goals of reducing poverty among the elderly and providing a mecha-
nism to replace wage income in old age. The systems became a cor-
nerstone of society and expanded coverage toward all elderly. With
the concept of the pension system firmly in place, pensions came to
be understood as an earned right, and pensioners’ incomes were
expected to rise with the living standards of workers.
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FIGURE 2.22
0ld-Age Dependency Ratios in Selected European and Central Asian Economies, 1970, 2010, and
2050
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FIGURE 2.23
Projected Pension Deficits in an Average Central European Economy,
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However, introduction of the PAYG financing mechanism, and the
increased benefit generosity associated with it, has resulted in high
and growing pension costs and undesirable intergenerational trans-
fers, especially in earnings-related benefit schemes. Cohorts of the
elderly that made small contributions but were able to enjoy
increased benefits over long retirement periods benefited greatly
from the system. However, these arrangements could only be upheld
because of the rapid increase in the numbers of contributors, increas-
ingly higher contribution rates, and small numbers of pensioners due
to program immaturity—the expansion of the pension pyramid
within the expanding demographic pyramid.

Other countries of Europe and Central Asia aspire to reach the
same social goals already achieved in Western Europe, despite the
associated high costs. They have introduced a plethora of pension
system designs, hoping to further improve on the model of income
provision to the elderly developed in Western Europe.

Pension system designs chosen in the last two decades in this
broad region rested on some important assumptions. First of all, it
was widely assumed that LFP and formalization in the post-transi-
tion economies could be expected to return close to the levels
observed before the transition. It was believed that earnings-related
benetit design could provide sufficient incentives to workers to par-
ticipate in the pension system and to voluntarily delay retirement.
Moreover, it was expected that the pension structures, once chosen,
would be insulated from political interference. Development of the
financial markets, financial literacy, efficient portfolios, and growth-
producing investments would naturally follow the introduction of
funded individual pension accounts. Finally, the sharp fall in fertil-
ity rates, observed early in the transition, was expected to fully
reverse, and a protracted period of strong emigration was not
expected.

Some of the assumptions made at the time of the reform were
quite optimistic and were bound to disappoint, but the unpredicted
turn for the worse in demographic developments had the largest
impact on the pension systems in the transition countries. Sharp and
prolonged decline in fertility coupled with large emigration waves in
some countries has added to the already challenging problems of
population aging and program maturation, leading to the inverting
of the demographic pyramid.

The importance of the structural break in the PAYG financing
model of pension programs prevalent throughout the region cannot
be emphasized enough. By an unfortunate coincidence, many pen-
sion systems in the region are reaching full maturity just as the size of
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younger cohorts is starting to decline. Many pension systems will
have to adjust to the structural shift from an environment of contin-
ued contributor growth to an environment of prolonged contraction
in contributor numbers. The longer these changes are postponed, the
more implicit pension liabilities are built up, the higher will be the
financial and social costs to current and future cohorts of workers of
unwinding these arrangements, and the more abrupt this transition
will have to be.

The next chapters review implementation challenges faced by the
countries of the region when introducing their chosen pension system
designs. For successful implementation, the parameters of different
pension system components had to be set in a fiscally and socially sus-
tainable manner, transition from the old to the new system had to be
handled smoothly and without disruptive fiscal implications, new
institutions had to be set up, and the population had to be persuaded
to accept the reforms and participate in the new pension system struc-
tures. Accompanying reforms of capital and labor markets were also
necessary. Finally, the system had to be made robust to economic
shocks, which was soon to be tested by an economic boom in the mid-
dle of the 2000s and the subsequent financial crisis. Negative demo-
graphic developments made some of these tasks even harder to
accomplish.

Notes

1. Much of the historical description comes from Verbon (1988) for
Germany and the Netherlands. While each country has its individual
story of how social security developed, similar patterns can be seen in
the other European countries. See, for example, Boldrin, Jimenez-
Martin, and Peracchi (1997) for a discussion of Spanish social security;
Hohman (1940) and Palme and Svensson (1999) on Swedish social
security; Queisser (1996) on German social security; Tomka (2002) for a
discussion of social security in Hungary; and Cutler and Johnson (2004),
Gruber and Wise (1999), and U.S. Social Security Administration (n.d.)
for international comparisons.

2. These same patterns of limited initial systems with gradually expand-
ing coverage can be seen throughout the Central European, Balkan,
and FSU countries. The increases in coverage were especially great in
the former Soviet Union, as the entire working-age population, men
and women, joined the contributing labor force. Data constraints pre-
clude providing time series for these countries, but historical sources
suggest that the progression was similar to what can be seen in Western
Europe.

3. Population comparisons are only valid for a limited number of coun-
tries, given the changes in boundaries over the twentieth century.
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4. Looking forward, the duration of retirement for those who in 1970
reached age 63 in Belgium, 71 in Spain, and 67 in Sweden is even
greater, so the figure underestimates the impact of retirement age decline
on retirement duration for retirees with the same characteristics.

5. OECD assumptions for the modeling include real earnings growth of
2 percent per year in all countries, inflation of 2.5 percent per year in all
countries, and real return on funded, defined contribution rates of
3.5 percent per year. A more detailed description of the methodology
used may be found in OECD (2011).

6. Details on pension system design can be found in the European
Commission’s Mutual Information System on Social Protection
(MISSOC 2012); in studies by Holzmann and Guven (2009), Holzmann
and Hinz (2005), Pallares-Miralles, Romero, and Whitehouse (2012),
and Borsch-Supan (2012); as well as in the OECD Pensions at a Glance
series (various years) and the U.S. Social Security Administration’s Social
Security Programs throughout the World (various years).
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CHAPTER 3

Have the Pension Reforms to
Date Been Enough?

Introduction

While the choice of pension system design reflects some clear societal
preferences, it does not necessarily ensure fiscal and social
sustainability, as is sometimes believed. Instead, the design addresses
philosophical beliefs about the main goals of the pension system and
the need for income redistribution. It reflects the definition of fairness
as understood by the society and the level of trust in the government,
markets, the political process, and an individual’s ability to choose.
The design also attempts to ensure against demographic, political,
and market risks most feared by the society and offers a tool for some
risk diversification.

Ensuring the sustainability of a given design entails restructuring
unsustainable liabilities, choosing the right program parameters, and
implementing competent regulation and administration. All this
must be done while avoiding impediments to economic growth and
to the efficient functioning of capital and labor markets. At the same
time, social sustainability of the chosen design requires a tireless
educational campaign, open discussion of inherent trade-offs in pen-
sion policy, honest intergenerational dialogue, and public acceptance
of necessary sacrifices. The planning of these reforms in the context

61



62

The Inverting Pyramid

of transition is further complicated by the volatility of the economies,
with underlying conditions—economic growth, growth in the formal
labor force, trends in remuneration, willingness of workers to con-
tribute to the pension system, and willingness of bond markets to
help finance transition costs—particularly difficult to predict.

The goal of ensuring long-term fiscal sustainability, always elusive,
was far out of reach at the time of pension system reform in Europe
and Central Asia. Accrued implicit pension liabilities were large, and
demographic projections seemed discouraging, even before they
turned for the worse in some transition countries. The introduction of
a private pension system component required finding a new source of
financing, as some of the pension contributions were now redirected
to individual savings accounts in many countries of the region.
Attempts to increase long-term fiscal sustainability included immedi-
ate restructuring of some of the accrued pension liabilities, gradual
reduction of future pension promises, and changes in contribution rates.

The political uproar surrounding pension reforms often limits the
ability of policy makers to try for a politically sustainable solution
immediately. Instead it typically leads to a series of smaller reforms,
all moving in the same direction. Complications arise when there is a
change of government and the forward momentum for further
reforms either stalls or reverses. So the reformers opted to go as far as
they could toward fiscal sustainability, assuming that once the public
had accepted the initial changes, further reforms could be enacted.
But these reformist governments often were voted out at the next
election, replaced by populist governments that backtracked on
reforms. After reformers were voted back in, they had to restart the
reforms, but from a point that was further back than where they had
left off, making it difficult to make progress. This cycle of reformist/
populist governments continues to this day.

A further challenge to sustainability was lack of understanding or
acceptance of system trade-offs. The public seemed favorable toward
the goals and main design features of the new pension systems, which
focused on an income replacement function. However, time and
again, political pressure to increase the minimum pension amount
revealed that the public was not ready to make trade-offs between
income replacement and minimum income provision, but instead
demanded both kinds of protection. Cooperation from workers and
employers was also needed in raising contribution revenue and
increasing retirement ages, but public pension programs could not
afford to offer big financial incentives to motivate such behavior.
Finally, expectations for pension levels were high, in part because of
what was being delivered by pension systems in Western Europe,
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but also because of a narrow gap between wage levels and the high
cost of minimal living standards. Negative demographic developments
were also eroding trust of the younger generation in the new pension
system. Consequently, public enthusiasm for participation in public
pension programs was not high, and contributor coverage did not
expand as much as initially expected. In some countries participation
in the pension system was simply unaffordable for low-paid workers.

This chapter describes the parametric changes to date and
evaluates the gains in fiscal and social sustainability of public pen-
sion programs in Europe and Central Asia. It starts by discussing the
scale of the restructuring challenge and then describes the paramet-
ric reforms of public pension programs, including attempts to imple-
ment these reforms through self-adjusting mechanisms. The chapter
assesses reform achievements to date, measuring gains in fiscal and
social sustainability of pension systems by the shortening of the
average benefit receipt period, lower benefit generosity, reduction
in current and projected pension spending, coverage rates, benefit
adequacy, and observed frequency in the changes of system design.
The discussion then touches upon the cycle of reform, observing
that initial reforms born from worries about fiscal sustainability
were partially reversed in some countries during subsequent boom
years and as a consequence of the financial crisis. The chapter con-
cludes with policy implications moving forward.

The Need for Parametric Reforms

For most European governments, the estimates of future pension obli-
gations exceed explicit government liabilities. Miiller, Raffelhiischen,
and Weddige (2009) provide some estimates of the implicit pension
liabilities of a selected group of European countries. As shown in fig-
ure 3.1, the amount of implicit pension liabilities is significantly higher
than explicit liabilities, except in the United Kingdom. While these fig-
ures are highly sensitive to the discount rate (and to other assump-
tions as well), other reports (e.g., Mink 2005) also suggest that implicit
pension debt levels are very high in most countries of the region.

High implicit liabilities become unaffordable when contributor
numbers start to shrink. The average implicit pension liabilities shown
in figure 3.1 are on the order of 200 percent of gross domestic product
(GDP). Given that these liabilities have risen from zero in about
100 vyears, this amounts to an average increase in liabilities of
about 2 percent of GDP per year, which is the outcome of making
increasingly generous promises to an increasingly large number of
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FIGURE 3.1
Implicit Pension Liabilities and Explicit Debt as a Percentage of GDP
in Selected European Economies, 2006 and 2011
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contributors, often in return for increasingly large contributions. This
pattern could continue as long as even more contributors were joining
pension programs each year, allowing governments to “refinance” the
liabilities coming due by “borrowing” from numerous new contribu-
tors. However, when the number of new “lenders” starts to shrink,
implicit liabilities due can no longer be fully refinanced: they have to
be paid from other sources or made explicit by borrowing in capital
markets. At the time of structural pension reforms, governments real-
ized that however difficult the payment of pensions was currently,
future pension deficits would be even higher. Thus, the need to lower
implicit pension liabilities as soon as possible was well understood.
Restructuring already accrued liabilities, which normally affect
current pensioners and older workers, can reduce implicit liabilities.
This can involve a retroactive reduction in the accrual rate,
redefinition of insured income, a rapid increase in retirement age
without actuarially fair compensation, elimination of early retire-
ment options, levying of a new tax on pension benefits, and less gen-
erous benefit indexation. All of these have been tried by different
countries under various circumstances, and in some cases they have
been challenged in court. However, more often than not, significant
restructuring of accrued liabilities did not happen in this group of
countries, and the pension rights of older populations were largely
grandfathered, exacerbating issues of intergenerational inequity.
Most governments, instead, have opted for the slower accrual of
new liabilities introduced through gradual parametric reforms or
through a reduced degree of income insurance going forward. As a
result, lower contributions are combined with lower benefits; this was
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often done when introducing a system of private individual pension
savings accounts. Unfortunately, grandfathering older generations
often meant that pension rights of younger generations were reduced
much more, jeopardizing future benefit adequacy and incentives of
younger workers to contribute. Other governments have felt unable to
sufficiently reduce future pension promises or have done so extremely
slowly, leaving the fiscal sustainability problem largely unresolved.

Countries of the region have undertaken a variety of parametric
reforms in recent years. These include tightening of the eligibility con-
ditions to obtain a pension and changes to the benefit calculation that
effectively reduce the benefits paid. Also included are changes to the
contribution rates, as countries with lower-than-average contribution
rates have raised them, while countries with higher contribution rates
have tended to lower them. Transition countries typically have been
the strongest reformers for a number of reasons: (a) they were struc-
turally redesigning their systems, which was an opportune time to
also reform main program parameters; (b) they were fiscally more
constrained and had to undertake aggressive reform; and (c) the tran-
sition from a centrally planned economy to a market economy pro-
vided an opportunity to make changes in a variety of areas, including
pension provision. Figure 3.2 summarizes the parametric reforms that
have taken place since 1995 by cluster. Box 3.1 explains these para-
metric reforms in detail (see also Hirose 2011).

FIGURE 3.2
Parametric Pension Reforms in Europe and Central Asia, 1995-2010
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BOX 3.1

Parameters of a Traditional Pension System

Eligibility Conditions
Retirement age: Normal age at which people can retire.

Years of service: Minimum years of service required to qualify for a pension (for some occupa-
tions, the years of service awarded exceed the years actually worked).

Benefit Parameters
Accrual rate: Percentage of wage base earned per year of service.

Wage base: Wage on which pension benefits are calculated, typically average wage earned
during a specified period of time.

Averaging period for wage base: Number of years included in the average wage on which the
pension benefits are calculated. This can range from last salary to full-career average.

Valorization of past wages: Parameter used to revalue past wages when averaging to account
for the fact that wages were earned at different points in time when the cost of living and
economy-wide average wages differed from what exists at the time of retirement. This is typically
the economy-wide average wage growth between the time the wages were earned and the time
of retirement.

Indexation: Parameter that determines how pensions are increased after retirement. It is typi-
cally linked to inflation or wage growth or some combination of the two.

Contribution Rates

Workers, their employers, and sometimes the government make contributions as a percentage
of the net or gross wage. These contributions are typically subject to a ceiling and sometimes
subject to a minimum as well.

Parametric Reform Options

In undertaking parametric reform, countries primarily made four
types of changes: (a) changes in benefit eligibility conditions;
(b) changes in benefits provided; (c) changes in contribution rates;
and (d) the introduction of self-adjusting mechanisms. Most of the
changes were designed to make the systems less costly, but also more
fair (see also Whitehouse et al. 2009).
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Changes in Benefit Eligibility Requirements

Changes in benefit eligibility requirements attracted a lot of attention
within the reform agenda. The strongest reforms of this type were
changes in retirement ages. These have a double positive impact on
pension systems: they both increase revenue, by increasing the num-
ber of contributors, and reduce expenditure, by reducing the number
of beneficiaries as workers continue to work longer. Interestingly,
legislated retirement age increase was almost never reversed once
enacted, with the single exception of the Kyrgyz Republic. Most
High-Income Moderate Spender countries already had retirement
ages for full pension of at least 65 for both men and women by 1995,
with Germany and the United Kingdom catching up by 2010.
Denmark, Iceland, Ireland, and the United Kingdom have subse-
quently raised retirement ages above 65. The only exception is
Austria, where the retirement age for women remains 60, to be
increased to 65 only by 2033. All High-Income Generous Spender
countries except Slovenia and France have increased the retirement
age for men to 65, but women continue to retire younger with full
pensions in Greece and Italy.

Retirement ages rose in the majority of the Lower-Spending
Transition Countries, but this cluster is sharply divided between those
countries that were part of the Soviet Union and those that were not.
Retirement ages for all of the countries were typically 60 for men and
55 for women in 1995. Most of the non—-Soviet Union countries now
have retirement ages above 62 for men and at least 60 for women,
and all, except for the Slovak Republic, have already legislated an
increase in retirement age to at least 65 for men (Poland has recently
legislated an increase to 67). Only Albania, Bulgaria, and Romania
have not yet legislated the equalization of retirement ages between
men and women. In many of the former Soviet Union (FSU) coun-
tries, retirement ages are significantly lower, with Belarus, Moldova,
and the Russian Federation at retirement ages of 62 or below for men
and below 60 for women. In addition, Georgia, which has raised the
retirement age for men to 65, continues to maintain a lower retire-
ment age for women.

The High-Spending Transition Countries also increased retirement
ages. They had normal retirement ages of 60 for men and 55 for
women in 1995. The average retirement age is now legislated to be
65 for men and 63 for women, with Montenegro having legislated
retirement ages of 67 for both men and women. Even the Young
Countries have been actively raising retirement ages, with increases
in five of eight countries. These countries also had retirement ages of
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FIGURE 3.3

60 for men and 55 for women, with the exception of Turkey, which
did not have a minimum retirement age. The average legislated
retirement age for this group of countries is now 62.6 for men and
58.4 for women. In this group of countries, only Turkey has legis-
lated equalization of retirement ages for men and women, although
the equalization will not be implemented for several decades.
Figure 3.3 shows the average legislated retirement age for each of the
country clusters.

Encouraging women to retire earlier than men means that women
contribute for fewer years. This adds to the interruption of contribu-
tion periods that many women experience during their childbearing
years. Fewer years of contribution result in lower benefits for women
received for a long retirement period, since women tend to live lon-
ger than men and retire earlier. Internationally, much of the poverty
among the elderly is concentrated in women who had no or limited
years of contribution. The international trend is toward equalization
of retirement ages between men and women, partly to reduce this
disparity.

Because of early retirement provisions, average effective retirement
ages are often substantially lower than the legislated ages shown in
figure 3.3. As discussed in chapter 2, early retirement substantially
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increases the average duration of retirement and thus the value and
cost of retirement benefits. Still, most countries allow it in some cir-
cumstances. Early retirement, usually with full pension, might be
offered to certain special occupations like military personnel, police-
men, and miners. The list can also include a host of other categories
like opera singers in Austria, ballerinas in Serbia, and bullfighters in
Spain. While employers in these professions are often required to
make higher contributions to help finance full benefits for their work-
ers, these are not sufficient to cover the costs of the early retirement;
this leaves early retirement programs to be subsidized by workers in
other industries, introducing some interoccupational inequities.
Alternatively, some countries allow all individuals the option to retire
early, but with some type of reduction in pension. Meanwhile, a few
countries allow anyone to retire earlier than the normal retirement
age with a full pension, but they put limits on the number of years a
person can retire early or on the earliest eligible age for retirement to
avoid allowing people to make choices that will leave them in poverty
in advanced old age (Zaidi and Whitehouse 2009; Chomik and
Whitehouse 2010).

Country policies regarding early retirement vary considerably, but
the overall trend is toward reduction of this practice. Some countries,
like Ireland, do not allow early retirement except for special
occupations, while others, like Greece, allow retirement up to
10 years before the normal retirement age. Benefit reductions for
early retirement also differ across countries, with countries like Spain
reducing benefits as much as 7 percent per year for early retirement,
and others, like Belgium and Luxembourg, not reducing early retire-
ment pensions at all. Reforming countries have been moving toward
reducing the number of occupations eligible for early retirement and
restricting the type of work within the occupation that is eligible for
early retirement, such as by providing these benefits only to
underground miners and not to other workers connected with the
mining industry. Poland, for example, successfully limited the
number of people eligible for early retirement from 1.53 million to
860,000 in a 2009 reform (see annex 3A). Countries have also been
raising the benefit reductions for early retirement to discourage the
practice (OECD 2011).

Another common benefit eligibility condition that is often revised
pertains to the minimum number of contribution years. As pension
system designs have changed, the number of working years required
to collect a pension has risen in some countries and fallen in others. To
improve fiscal sustainability, countries have been increasing the mini-
mum number of working years required. However, policy makers also
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worry that tighter eligibility conditions will leave some people, who
have sporadic contribution histories, without a pension and will dis-
courage others, who do not foresee having long careers, from contrib-
uting altogether. This has often led to retirement options: full pension
with increasingly high number of contribution years required, or par-
tial pension with fewer required years, lower benefits, and possibly a
higher minimum retirement age. Given these complicated changes
that tighten eligibility for one group while relaxing it for another,
quantifying overall impact on sustainability and coverage is difficult.

The region has been struggling in setting eligibility conditions for
disability benefits. The number of disability beneficiaries depends
heavily on the definition of disability as well as on the disability certifi-
cation process, policies on requalification, and rehabilitation efforts, all
of which introduce an element of subjectivity. The minimum eligibility
age for old-age pension also affects disability benefits, as the probabil-
ity of becoming disabled before reaching a now-higher retirement age
increases. The high retirement age of 67 in Iceland and Norway could
be a significant contributor to the high proportion of disability spend-
ing in those countries, as shown in figure 3.4, although in Iceland rela-
tively low old-age benefit spending is probably a more important
factor. Broadening the definition of disability to include mental illness
and substance abuse also tends to increase the number of beneficiaries
substantially. Finally, wars also leave their mark on disability pro-
grams, as shown by the example of Croatia in figure 3.4.

During downturns, disability applications and the number of
newly certified beneficiaries tend to rise, as the unemployed turn to
disability benefits to replace wage income. Suggesting some degree of
flexibility in how criteria are applied. Some of the increases could
derive from downturn-related mental stress, but in many countries
the increases are too large to be explained in this manner. In many
transition countries, the disruptions caused by the move from
centrally planned to market economies led to large jumps in the
number of disability beneficiaries. Even though rules and certifica-
tion procedures have been tightened subsequently, people who qual-
ified under earlier, more lenient rules are still on the disability rolls,
and countries have found removing them to be difficult and in some
cases unconstitutional. As a result, many of the transition countries
are spending a sizable but declining budget on disability benefits, as
newly eligible cohorts of disabled are typically smaller than previous
ones. Disability spending has again started to increase due to the
financial crisis that began in 2008 and continues in some countries.
This could be another contributor to high disability spending in
Iceland in 2010.



FIGURE 3.4
Proportion of Pension Spending on Old Age, Disability, and Survivors in Selected European and
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Transition countries have adopted more survivor benefit eligibility
tests than countries in Western Europe, as shown in figure 3.5. These
tests include age restrictions, remarriage restrictions, and restrictions
based on employment status, where surviving spouses who can work
are not eligible for benefits. The exceptions to the pattern are means
testing and marriage vesting, which are more prevalent in Western
Europe.

However, eligibility tests are not the only determinants of survivor
pension program costs. Survivor benefit spending tends to be higher
in countries with low women'’s labor force participation in the past or
with large wage differentials between genders. Most countries pro-
vide individuals with only one pension benefit, either their own pen-
sion or the survivor pension from their deceased spouse, and most
women survivors tend to choose the survivor pension over their own

FIGURE 3.5
Eligibility Restrictions for Survivor Benefits in Pension Systems of
Europe and Central Asia, 2012-2013

80 -
70
60
2
=
s
£ 50
g
£
T 40
2
£
3 30 A
(1]
s
ES
20 A
10 +
0 -
High- High- Lower- High- Young
Income Income Spending Spending Countries
Moderate Generous Transition Transition
Spenders Spenders Countries Countries
M Contribution vesting M Marriage vesting
M Age restriction on widow(er) W Flat pension
™ Means test W Missing countries, % of cluster

Sources: MISSOC Comparative Tables on Social Protection; U.S. Social Security Administration 2012.



Have the Pension Reforms to Date Been Enough?

73

pension in those countries. For example, Sweden has high female
labor participation rates and generous maternity benefits, which
include pension credits for the years spent raising children.
Consequently, Sweden spends very little on survivor benefits
compared to, for example, Italy or Spain, where labor force participa-
tion by women is not nearly as high. Transition countries currently
also benefit from higher female labor force participation rates in the
past, which tend to reduce the reliance on survivor benefits. These
countries may find that survivor payments increase in the future,
following the drop in women’s participation in the formal sector
labor force after transition.

While all of these eligibility conditions pertaining to old age, dis-
ability, and survivors determine the numbers of people who collect
benefits, the number of beneficiaries is only one component of pen-
sion spending. The other component is the level of benefits and the
growth of those benefits.

Changes in Benefit Levels

Countries have also tried to enact changes in benefit parameters that
would reduce pension levels in relation to wages, thereby reducing
pension spending. On the benefit rates themselves, it is difficult to
identify a trend, given the substantive changes in the way pensions
are provided in these countries. However, two components of the
benefit levels can be readily quantified: the number of years in
the averaging period and the indexation of benefits post-retirement.
The averaging period, as mentioned earlier, is the number of years
included in the average wage on which the pension benetits are cal-
culated. The indexation of benefits determines how benefits are
increased during the retirement years from the initial benefit pro-
vided on the day of retirement.

The trend is clearly toward lengthening the averaging period for
wages that constitute the base on which pensions are paid.
Lengthening the averaging period has at least five positive outcomes:
(a) it better links the contributions paid by the individual with the
benefits received, making the benefit levels fairer within a cohort;
(b) it limits the fraud associated with extremely high wage increases
being granted in the last year before retirement to benefit an individ-
ual’s retirement, but with large costs to the system; (c) it limits the
fraud involved in underreporting earnings and contributions in the
years prior to those included in the averaging period; (d) it avoids
rewarding high earners who often see large wage increases toward
the end of their career compared to lower earners who receive much
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lower wage increases throughout their career; and (e) it lowers ben-
efit levels, since including low wages earned in the early part of one’s
career (and on which commensurately lower contributions have
been paid) brings down the average wage used to calculate the bene-
fit level.

Of the High-Income Generous Spender countries, only France,
Greece, and Slovenia use averaging periods shorter than full career.
France has raised the averaging period from best 10 to best 25 years
of earnings, and Slovenia from last 10 years of earnings to any con-
secutive 24 years of earnings. The gradual increase in the averaging
period in Slovenia will be complete by 2018; in 2013 it stands at
any consecutive 19 years of earnings. Greece maintains a 5-year
average. Among the High-Income Moderate Spender countries,
only Norway and Austria use a wage base other than full career for
earnings-related benefits: Norway uses 20 years, while Austria is
increasing the averaging period from best 20 years of earnings to
best 40 years. Most transition countries have legislated a move to
full-career average wages, with some still in flux due to the unavail-
ability of old wage records. The Czech Republic uses a 30-year
career average, while Lithuania uses a 25-year average. Most of the
Young Countries use full-career averages, with the exception of
Uzbekistan.

Rules governing benefit indexation are one of the greatest influ-
ences on fiscal sustainability of pension programs in the short to
medium term, since benefit indexation is the only parameter that
affects spending on the already retired. The other parameters all
affect the rights of not-yet-retired workers, so the impact tends to be
delayed. When pension spending is deemed already unsustainably
high, policy makers need to address not only future generations but
the current elderly as well. In their reassessment of the financial sus-
tainability of pension programs in the 1970s and 1980s, most
countries in Western Europe began moving to inflation indexation of
benefits, in contrast to the earlier trend, when immaturity of pension
programs stimulated a move toward benefit indexation that followed
wage growth. The prevailing view in Western Europe in recent
decades has been that the elderly can afford to be protected only
against inflation risk, to ensure that their absolute, rather than rela-
tive, living standards do not fall.

Most of the transition countries have legislated at least partial
moves toward inflation indexation, with Albania, Bulgaria, Hungary,
Kosovo, Latvia, and Serbia having legislated 100 percent inflation
indexation, along with the Young Countries of Azerbaijan, the
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Kyrgyz Republic, and Uzbekistan. However, inflation indexation has
been difficult to achieve for a couple of reasons. First, successful
reformers experienced rapid wage growth prior to the financial crisis
as their economies made up for the declines of the 1990s. Pensioners
whose benefits increased only with inflation fell significantly behind
other cohorts, leading to political dissatisfaction. Second, the earlier
retirement ages prevalent in many of these countries resulted in long
periods of retirement. The discrepancy between the wage growth
experienced by the working-age population and the inflation
increases received by the elderly became more noticeable over the
long retirement periods. In Russia, for example, where the pre-crisis
wage growth was 20 percent each year after inflation, inflation
indexation of the basic benefit helped drive the overall pension levels
to 26 percent of average wage by 2008. In response to this
experience, Hungary and Serbia have legislated inflation indexation
with the caveat that if real GDP growth rises above a certain level,
some of that growth will be shared with pensioners.

The combination of eligibility conditions and benefit levels deter-
mines pension spending. Countries have also implemented changes
on the revenue side, such as changes in contribution rates.

Changes in Contribution Rates

In terms of contributions, countries appear to be converging toward
an average contribution rate of about 24 percent. Countries that had
higher contribution rates are reducing them, while countries that
had lower rates are increasing them. Figure 3.6 shows the average
contribution rates by cluster, omitting countries where the main
public system is not based on contributions. In High-Income
Generous Spender countries, where rates are highest, France and
Italy increased rates, while Slovenia, Greece, and Cyprus reduced
them. Among the High-Income Moderate Spender countries, where
contribution rates are near average, a number of countries raised
rates. Initially, many of the transition countries responded to the
drop in contribution revenue due to labor restructuring by raising
contribution rates. After experiencing a significant rise in informal
labor markets, defined as employment where workers do not make
contributions, many have tried to induce workers to participate by
reducing contribution rates.

A fourth type of parametric change, which tries to link benefits
with contribution revenue, is the introduction of self-adjusting
mechanisms in the pay-as-you-go design.



76 The Inverting Pyramid
FIGURE 3.6
Average Pension Contribution Rates in Europe and Central Asia, 2013
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Introduction of Self-Adjusting Pay-as-You-Go Designs

Recent innovations in the pay-as-you-go program design have been
developed to create a self-adjusting pension program, influencing
both benefit eligibility conditions and benetfit levels.! Pension policy
has long-term effects, but politicians usually have short-term hori-
zons. They tend to raise benefits when revenues grow, yet refrain
from taking action when benefits and generosity need to be cut in
response to life expectancy changes or demographic and economic
developments outside the pension system. Therefore, policy makers
have long searched for a means to automatically trigger adjustments
that politicians are reluctant to make. For example, when life expec-
tancy increases, the system could automatically reduce benefits or
raise retirement ages without politicians having to make the difficult
choices.

The simplest of the self-adjusting mechanisms are the pension
indexation rules. These tie future pension increases to average wage
growth, as in Ireland; to inflation, as in Serbia; to some combination
of the two, as in Switzerland; to GDP growth, as in Turkey; or even to
the growth in contribution revenue per pensioner, as in Russia.
However, these rules were often ignored even when legislated, and
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politicians could always change the effective level of pensions by
other means, like instituting an end-of-year bonus payment or
adding pension supplements to different categories of pensioners.
As chapter 2 showed, although legislated increases were limited to
inflation, pension increases in many countries of Western Europe
historically exceeded wage growth.

The valorization rules governing revaluation of past wages used in
benefit calculation have also been linked to economic and even
demographic parameters (the revaluation rate could be thought of as
interest paid on past contributions). Conventional defined benefit
formulas commonly use wage growth as a revaluation rate, as do
point systems. Tying the revaluation rate to wage bill growth, as has
been done in Latvia and Poland, and contribution revenue per
pensioner, as in Russia, introduces a demographic component to the
calculation in addition to a purely economic component. A complica-
tion of this approach, as commonly applied in these countries, is that
economic and demographic parameters are calculated annually and
locked into the eventual benefit calculation formula sometimes
observed decades before benefits are actually paid. In the interim, the
economic and demographic situation may change significantly and
may require different adjustments than those that were locked in
based on observed variables in the past.

More recently, changes in life expectancy have started to be
automatically incorporated in setting benefit eligibility conditions or
calculating benefit levels. In Denmark and Italy, the minimum retire-
ment age is adjusted to reflect the increase in life expectancy, an
approach also currently proposed in Germany. In Italy, Latvia,
Poland, and Sweden, this is accomplished through the notional
accounts scheme by adjusting benefit levels to life expectancy.
Notional accounts combine this approach with automatic revaluing
of past contributions, as discussed above, giving individuals the
option of choosing either a lower benetfit level or a higher retirement
age. While it was hoped that this would result in a significant increase
in the effective retirement age, most workers tended to retire at the
first available opportunity, opting for the lower pension amount.
The approach, however, may have helped explain inherent trade-offs
between benefit levels and retirement ages to the public and may
have softened the opposition to subsequent statutory retirement age
increases in Italy, Latvia, and Poland (Holzmann and Palmer 2006).

However, some dangers are involved in overreliance on automatic
stabilizers. First, automatic adjustments can be introduced into an
overly generous program. For example, linking retirement ages to
changes in life expectancy makes great sense. However, if policy
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makers create the link at a time when the expected duration of
retirement is 25 years, the link is not going to make the pension
system sustainable in the long run, and policy makers will have lost
the tool of a discretionary future increase in the retirement age that
might help make the system more sustainable. Even if the initial
parameters seem balanced, unpredictable events inevitably happen
at some point, as policy makers cannot accurately predict all future
events when drafting the initial legislation. Once the system is out of
balance, pension programs with high degrees of interconnections
between parameters become impossible to fix within the existing
framework in a reasonable time horizon. Governments then make
ad hoc changes that undermine the legitimacy and underlying ratio-
nale of the self-adjusting mechanisms. Examples of these issues can
be found in the recent experiences of Latvia, Russia, and Serbia,
among many others.

The more stable and predictable the economy, the greater the like-
lihood that automatic stabilizers will perform successfully. However,
the volatility and unpredictability in the transition countries has led
to some concerns. For example, an unforeseen permanent drop in
the number of contributors, which might be due to an emigration
wave, could increase today’s pension scheme deficit. In a traditional
system this could be addressed by raising the contribution rate.
However, in the notional accounts system, an increase in the
contribution rate automatically raises future pension benefits,
making the deficit smaller in the short run but increasing long-run
pension liabilities. Alternatively, the number of contributors might
rise in a period of economic boom, especially if the retirement age is
increased at the same time, which further fuels the growth in
contributor numbers, the wage bill, and the notional interest rate.
This in turn raises future benefits. However, at the same time, the
long-term trend for contributor numbers might be declining, and the
boom-time adjustment of benefits upward is counterproductive with
respect to long-term fiscal sustainability.

The volatility experienced by transition economies through
automatic stabilizers is transferred to benefit levels and might lead to
wildly different outcomes for adjacent cohorts. When individuals
with similar work histories born days apart receive vastly different
pensions, the fairness of the system is questioned and there is politi-
cal pressure on governments to remove the differences. This invari-
ably means increasing the lower benefit to the level of the higher one
in an ad hoc manner, undermining long-run fiscal sustainability.

Given all the reforms of the last 15 years, it is useful to see what
impact, if any, these reforms have already had on controlling pension
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spending and changing retirement outcomes for individuals. While
many of the reforms are being implemented only gradually, some
impact should already be visible. Measuring the pace of reforms also
matters: the countries that are able to achieve some results in increas-
ing fiscal sustainability and adjusting social expectations in the first
years and decades of the reform process are able to spread the needed
adjustments among more age cohorts and can avoid treating differ-
ent cohorts unequally. The next sections analyze the impact reforms
have had on pension spending and retirement behavior.

Effects of the Reforms on Fiscal Sustainability and
Policy Space for More Reforms

As discussed in the previous sections, countries have been choosing
different pension system designs and undertaking all kinds of para-
metric reforms. They have tightened benefit eligibility conditions,
changed benefit parameters, raised and then lowered contribution
rates, and introduced incentives to contribute and retire later, all in an
attempt to address the projected pension deficits, increase coverage,
and provide adequate pension levels in the future. Countries have
made different choices, with some being more aggressive on retire-
ment age changes while others have relied more heavily on reducing
benefits.

Ultimately, all these reform efforts can be measured with a few
important statistics. Gains in fiscal program sustainability can be
measured by the shortening of the average benefit receipt period,
lowered benefit generosity, and past and projected changes in total
pension spending. Social sustainability of reform is measured in
current and projected benefit adequacy and observed frequency in
the changes to system design. Gains in pension system coverage are
important for both goals, as higher coverage signals public confidence
in the pension system and also helps make the system fiscally sus-
tainable in the short and medium run.

Effective retirement ages, the ages at which people actually retire,
rose as a consequence of the reforms, but the average duration of
retirement remained constant over the 2001-09 period in the three
clusters included in figure 3.7. Increases in retirement age are shown
by the blue bars, which are positive for most countries where data
were available. However, the duration of retirement, essentially life
expectancy at the effective retirement age, shown by the red bars, did
not fall in tandem with the rise in retirement age. In a static environ-
ment, if effective retirement ages rise, the duration of retirement falls
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FIGURE 3.7

Change in Effective Retirement Age Compared to Change in Life Expectancy, Selected European

Economies, 2001-2009
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a bit less because those who die at ages between the old and the new
retirement age are no longer included in the new average. In addi-
tion, during the period that retirement ages were rising, life expec-
tancies continued to rise as well, resulting in an even smaller fall in
the duration of retirement. Note the substantial increases in effective
retirement age in countries like Slovenia, Belgium, Sweden, the
Netherlands, Iceland, Poland, Bulgaria, and Romania. However, in
each case, the duration of retirement fell much less than the retire-
ment age increase, indicating that life expectancy probably increased
substantially during the period, counteracting the impact of the
retirement age increase.

Effective retirement ages remain quite low in most countries and
could be increased further, as signaled by the relatively high duration
of retirement (figure 3.8). Figure 2.8 in chapter 2 shows that the
duration of retirement stood on average at about 15 years in Western
European countries in 1970, which implies life expectancies for
women higher than 15 years and life expectancies for men lower
than 15 years. The duration of retirement today is considerably
higher in most countries. In all countries except Kazakhstan,
Lithuania, Latvia, Albania, and Russia, duration of retirement for
men is above 15 years. Lithuania is the only country where duration
of retirement for women is below 20 years.
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FIGURE 3.8
Duration of Retirement in Selected European and Central Asian Economies, 2009
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FIGURE 3.9

Another way to assess the remaining policy space for increasing
effective retirement ages is to look at the percentage of old-age
beneficiaries who are younger than 65, which not so long ago was an
internationally accepted standard for a reasonable retirement age.
Figure 3.9 provides these data for countries where detailed data are
available, showing that a sizable proportion of old-age beneficiaries
are still younger than 65. The percentages are higher for women than
for men because in these countries women's retirement ages are typi-
cally lower. Only in Lithuania, Latvia, Bulgaria, Albania, Georgia,
Armenia, and Serbia do retirees under the age of 65 constitute less
than 40 percent of the overall retiree population. In Kazakhstan and
Azerbaijan the percentage of beneficiaries under age 65 is above
50 percent, and in Turkey it reaches nearly 70 percent.

Many reforms also sought to reduce the relative value of the pen-
sion benefit package, which is still high in some countries if measured
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by pension spending per elderly. Pension spending per elderly person
(aged 65 or older) as a percentage of GDP per capita provides one
measure of the relative benefit level, or benefit generosity.
As discussed in the previous sections, many countries also increase
generosity of the overall benefit package by allowing people to retire
early or obtain disability benefits fairly easily. If a country allows
many early retirements, its pension spending per elderly person will
be high. Similarly, pension spending per elderly will also be high if
spending is just on the elderly and the benefit levels are high.

Figure 3.10 shows that in many countries, pension spending per
elderly person is still high relative to GDP per capita. In the
Netherlands, Austria, France, Poland, Serbia, and Tajikistan, pension
spending per elderly person exceeds 80 percent of GDP per capita.
In Montenegro, Ukraine, Turkey, and the Kyrgyz Republic, it exceeds
100 percent of GDP per capita.

Pension spending per pensioner is lower and again reflects the
presence of many relatively young beneficiaries. This measure, com-
pared to GDP per person in the country, isolates the generosity of the
benefit level from the generosity of the overall benefit package

FIGURE 3.10

Pension Spending per Elderly Person Compared to GDP per Capita, Selected European and

Central Asian Economies, 2009

140
120 4

100 o

(=]
[e=]
1

Pension spending per elderly as
% of GDP per capita

o ~
o o o
1 1
Latvia [e——

I[taly
Bulgaria

Norway

Ireland
Germany
Iceland
Sweden
Denmark
United Kingdom
Finland
Portugal
Netherlands
Austria

Spain

Cyprus
Slovenia

Malta

Belgium
Greece
Switzerland
France

Georgia
Estonia
Albania
Lithuania
Croatia
Belarus

Czech Republic
Romania
Russian Federation
Moldova
Hungary
Armenia
Slovak Republic

High-Income Moderate High-Income Generous Lower-Spending Transition
Spenders Spenders Countries

Sources: Eurostat Statistics Database; country-provided data.

Poland

g

Bosnia and Herzegovina

Serbia

Montenegro
Ukraine

Kazakhstan [me—m

Macedonia, FYR

igh-Spending
Transition
Countries

Kosovo [—

Azerbaijan
Turkey

Tajikistan
Kyrgyz Republic

Young Countries




84

The Inverting Pyramid

FIGURE 3.11

Pension Spending per Beneficiary Compared to GDP per Capita, Selected European and Central

Asian Economies, 2009
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Note: The Federation of Bosnia-Herzegovina (BiH Federation) and Republika Srpska, which together make up the country of Bosnia and Herzegovina, have separate
pension systems and are treated as separate data points in the figure.

(figure 3.11). The average pension spending per beneficiary for the
countries shown is 46 percent of GDP per capita. In Cyprus, the
Netherlands, the former Yugoslav Republic of Macedonia, Ukraine,
both Bosnian entities, Serbia, Montenegro, and the Kyrgyz Republic,
the corresponding figure is at least 60 percent. Austria, France,
Poland, Ukraine, Tajikistan, and Turkey are high on the graph in
figure 3.10 but not on this one, suggesting that each of these coun-
tries has many younger beneficiaries, but the benefits themselves are
not necessarily very high. Cyprus, FYR Macedonia, and both Bosnian
entities appear high in figure 3.11 but not in the preceding one, sug-
gesting that these countries have relatively high benetfit levels rather
than an excessive number of young beneficiaries.

Pension spending per elderly person did not fall relative to GDP
per capita on average over the period between 2001 and 2009, as
shown in figure 3.12. The reforms, by increasing retirement ages,
tightening disability rules, increasing the averaging period, strength-
ening links between contributions and benefits, and reducing the
generosity of indexation post-retirement, were expected to cause
significant decreases in this statistic.
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FIGURE 3.12

Growth in Pension Spending per Elderly Person Compared to Growth in GDP per Capita,

Selected European and Central Asian Economies, 2001-2009
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declined in most countries, Serbia shows a hefty increase in spend-
ing. In the Young Countries, with the exception of Kazakhstan,
there were sizable increases rather than decreases. While the objec-
tive of many of these reforms was to restrain the growth in spend-
ing, this objective was only achieved in some of the High-Income
Moderate Spenders, some of the Lower-Spending Transition
Countries, and a few of the High-Spending Transition Countries.

In general, countries moved their spending levels toward a norm.
Countries with high benefit levels in 2001 decreased their pension
spending, while countries with low benefit levels tended to increase
spending between 2001 and 2009, as shown in figure 3.13. For
example, Iceland and Ireland, which had below-average pension
spending, moved to increase it, and high spenders like Latvia and
Poland moved to decrease their pension spending. However, there
are many outliers. Serbia and Turkey, which were both already
relatively high spenders, increased spending dramatically. Ukraine,
which was one of the highest spenders initially, did not reduce spend-
ing. On the other hand, Kazakhstan, which was one of the lower
spenders, reduced spending even further.

Most reforms fully compensated longer careers with higher pension
benefits, a policy that has limited the long-term effect on overall

FIGURE 3.13
Change in Pension Spending in 2009 Relative to Spending Levels in 2001, Selected European
and Central Asian Economies
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pension spending. This partially explains the absence of a downward
trend in the average generosity of the benefit package and the
apparent convergence of pension spending between countries. Policy
makers recognized that the impending demographic crisis would
require much higher retirement ages and less benefit generosity.
However, the mismatch between the short-term horizons of politi-
cians and the long-term nature of the changing demographics reduced
the willingness of politicians to endure the political pain of simultane-
ously enacting cuts and establishing harsher benefit eligibility condi-
tions. Therefore, many countries took a politically easier route by
increasing retirement ages under the existing linear accrual rate sched-
ule, fully compensating longer careers with higher pension benefits.

The cuts in benefit generosity that were enacted, often under the
automatic adjustment rules, were often offset by subsequent ad hoc
pension increases. Trying to avoid explicit public and legislative debate
about the needed benefit cuts, policy makers opted to legislate rules
that would take the discretion out of pension policy and automatically
reduce benefits in a gradual manner, but they chose not to clearly
explain the implications of the rules they were passing to the public.?
As a result, when the automatic measures began to cut expenditures
as expected, the population at large objected, and politicians reverted
to ad hoc measures. This effect can be seen throughout the region, in
countries like Hungary, Latvia, Russia, Serbia, and Ukraine. For exam-
ple, as noted previously, the indexation reforms did not fully hold, and
pensions were frequently increased by more than what was prescribed
by the automatic adjustment rules. In addition, countries added sup-
plements, bonuses, and end-of-year bonus pensions in response to
political pressures, all of which counteracted the move toward
inflation indexation and the objective of reduced pension spending.

Some countries were fairly successful in enacting disability reform,
while others were not.’ Since older workers are more likely than
younger workers to develop disabilities, as the work force ages, the
number of disabled is expected to increase. Moreover, rising retire-
ment ages in the old-age programs tended to increase the number of
applications for disability pensions, as people eager to retire, but pro-
hibited under the new legislation from doing so through the old-age
programs, tried to become eligible through disability programs. The
financial crisis also put pressure on disability programs, as individuals
who faced unemployment tried to become eligible. As a result, while
there were some attempts at disability reform, the overall impact was
not always strong enough to counteract the pressure to expand the
number of beneficiaries (also see Lafortune, Balestat, and the
Disability Study Expert Group Members 2007).
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FIGURE 3.14
Growth in Number of Disability Beneficiaries in Bulgaria, 2000-2011
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Bulgaria is an example of a country where the increase in disability
beneficiaries coincided with a gradual introduction of tighter eligibil-
ity conditions in the old-age program (figure 3.14). As a result, dis-
ability spending as a percentage of GDP more than doubled between
2001 and 2011. While disability inflow rates have stabilized since
2006, they have not decreased back to their original levels despite
attempts at reform (NSSI 2013).

The Netherlands and Poland were successful at reducing the
number of disability beneficiaries from extremely high Ilevels
(figure 3.15). Elements of their reforms included (a) redefinition of
eligibility with stricter examination criteria, (b) reexamination and
recertification of those who might recover from disability, (c) empha-
sis on rehabilitation and retraining, and (d) reemployment of the
partially disabled. The Netherlands uses experience ratings for
employers with riskier employees; these employers are charged
higher premiums to encourage better workplace safety. Dutch
employers are also responsible for reintegration of the disabled
(OECD 2007; De Jong 2008; van Sonsbeek and Gradus 2012).
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FIGURE 3.15
Decline in Number of Disability Beneficiaries in Poland, 2000-2010
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While the transition countries clearly undertook what were
perceived as substantial and painful reforms, these actions have not
yet resulted in meaningful adjustments to the generosity of benefit
packages or the duration of benefit receipt in preparation for the
upcoming demographic crisis. Retirement age changes to date have
in most cases only kept pace with life expectancy changes, leaving
the duration of retirement unchanged. Furthermore, as enacted,
increases in retirement ages normally imply higher benefits, limiting
the fiscal impact of these reforms. Benefit reductions often are
reversed as soon as the impact of the changes begins to be felt by the
population, and benefit levels remain high by historic standards in
many of the countries. Some of the reforms are still unfolding and
their full impact will be felt in future years, as countries frequently
grandfathered the currently retired or soon to be retired cohorts,
leaving their more generous benefits in place. However, this only
means that future generations will have to endure greater reforms
(see also European Commission 2012a, 2012b).

For most countries, already legislated future adjustments are not
expected to bring the average pension system to fiscal sustainability
either. A comparison of pension spending as a share of GDP in 2010
with projected pension spending in 2060 provides a sobering outlook
(figure 3.16). Very few countries can expect to see declines in pen-
sion spending over this period, despite the reforms legislated to date.
Those projected to experience a decline include Italy, Denmark,
Croatia, Latvia, Armenia, Poland, Estonia, Russia, Serbia, Bosnia and

2009

2010
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FIGURE 3.16
Current and Projected Pension Spending as a Percentage of GDP in Selected European and
Central Asian Economies, 2010 and 2060
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Sources: European Commission 2012c for European Union countries; for others, projections generated with World Bank's Pension Reform Options Software Toolkit
(I\Plgga.sTT'.he Federation of Bosnia and Herzegovina (BiH Federation) and Republika Srpska, which together make up the country of Bosnia and Herzegovina,
have separate pension systems and are treated as separate data points in the figure.
Herzegovina (BiH Federation), and Kazakhstan. Given that pensions
are financed by taxes on wages and that the number of wage earners
is projected to stop growing or even shrink, most governments will
have to find alternative sources of revenue, find ways to increase the
labor force, or undertake further pension reforms.

For some countries with a projected decline in pension spending,
the credibility of this decline is questionable. When one compares the
current and projected pension levels relative to average wage, as
shown in figure 3.17 for Poland and Serbia, pensions fall dramatically
in the future. In Poland, pension benefits are expected to fall from
51 percent of average wage today to 26 percent in the future, without
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FIGURE 3.17
Decline in Projected Pension Benefit as a Percentage of Average
Wage in Poland and Serbia, 2007-2072
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taking into account the new changes announced in August 2013. In
Serbia, the projected decline is even greater, from 52 percent today to
as little as 7 percent. It is not clear whether such huge declines are
politically sustainable. In general, if politicians revert to ad hoc benefit
increases, as they have done in the past, the projected decline in pen-
sion spending may be a mirage. It is also not clear whether such low
benefit levels will provide enough incentives for the working-age
population to continue contributing. If the working-age population
further withdraws from contributing to the scheme, fiscal sustainabil-
ity issues could arise even if pension levels are in fact very low.
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It is also unclear whether projected low benetfit levels in countries
like Poland and Serbia can be considered adequate even under the
most stringent definitions. After all, the stated goal of the Polish and
Serbian pension systems, presented here as examples, is not only to
protect against poverty, but also to provide a reasonable level of income
replacement. Therefore, the improvements in fiscal sustainability, com-
ing at the expense of adequacy, might not be socially sustainable.
Moreover, if benefits provided by the pension system are inadequate,
the rationale for having a pension system at all can be questioned.

This leads to the overall question of whether pension benetfits are
adequate even today. Do pensions provide enough income to keep
the elderly out of poverty?

Impact of Benefit Adequacy on Social Sustainability of
Pension Reforms

Living alone is typically costlier than living in larger households, so
understanding pensioner living arrangements is important when
discussing the importance of pension income. In the transition coun-
tries, only a little over half the elderly, defined as individuals aged 65
or older, live with nonelderly people (figure 3.18). This makes
pension income even more important for the elderly in this region
than in many other parts of the world.

The percentage of elderly living with nonelderly varies, from a low
of 40 percent in Central Europe to a high of 69 percent in the Young
Countries. The percentage of elderly living with nonelderly is higher
among the very old, defined as individuals aged 80 or older, with
almost two-thirds of the very old living in larger households. Among
the very old, the greatest increase in living with nonelderly comes in
Central Europe, where the percentage jumps to 56 percent. In 11 of
the 22 countries shown in the figure, elderly men are more likely
than elderly women to live in larger households, while in the other
countries the ratios are about the same. In the Young Countries and
the Balkans, almost 15 percent of elderly live alone and almost
22 percent of the very old live alone. In the FSU countries and in
Central Europe, the percentages are much higher, with almost
30 percent of the elderly living alone and as many as a third of the
very old living alone. As expected, elderly women are more likely to
live alone than elderly men, given that they tend to outlive their
spouses. More than 45 percent of elderly women live alone in the
urban areas of the Kyrgyz Republic, Moldova, and Poland, while
56 percent of rural elderly women live alone in Belarus.
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FIGURE 3.18
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FIGURE 3.19
Percentage of Households, with and without Pensioners, in Poverty in Selected European and

Central Asian Economies, 2009
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On average, pensioners are not poorer than the working-age popu-
lation in transition countries. Figure 3.19 compares poverty rates of
pensioner and nonpensioner households using the World Bank stan-
dard poverty rates: households living on less than $5.00 per day for
Central Europe and the Balkans and less than $2.50 per day for the
FSU countries and Young Countries. Among the 19 countries for
which data were available, in only six—Bulgaria, Croatia, Lithuania,
Bosnia and Herzegovina, Kosovo, and Moldova—are households with
pensioners perceptibly more likely to be poor than households without
pensioners, based on a measure of income. And in Hungary, Poland,
Romania, Armenia, the Kyrgyz Republic, and Georgia, they are less
likely to be poor than households without pensioners. While we would
expect similarity across pensioner and nonpensioner households in
countries where most pensioners live with others, in Georgia and
Armenia it appears that pensioners are bringing enough regular
income into the household to pull the entire household out of poverty.

Similar results are apparent from Eurostat data for the European
Union member states, as shown in figure 3.20. Among the high-
income countries, only in Slovenia is the rate of severe material
deprivation higher among the elderly than among the working-age
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FIGURE 3.20

Rate of Severe Material Deprivation among Different Age Cohorts in European Union Member

States, 2011
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population.* Among the Lower-Spending Transition Countries, from
suffer pensioners greater material deprivation in Bulgaria, Croatia,
Lithuania, and Poland
which refer to relative poverty, differ from the absolute poverty mea-

Romania, (Eurostat poverty measures,
sures shown in figure 3.19). Both sets of evidence suggest that in most
countries, the elderly are not poorer than the working-age population.

Poverty declined by a similar degree for both pensioner and non-
pensioner households between 2001 and 2010 in countries where
data are available, with the exception of Croatia, where poverty
increased for pensioner households, and Bosnia and Herzegovina
and Georgia, where poverty increased among households with very
old pensioners (figure 3.21). In Romania, Serbia, Armenia, and the
Kyrgyz Republic, the poverty status of pensioners improved more
than that of nonpensioner households. In Hungary, Lithuania,
Poland, Kosovo, Bosnia and Herzegovina, Moldova, and Turkey, pen-
sioner households were less poor in 2010 than in 2001 but showed
less improvement than nonpensioner households.

Consumption by households with and without pensioners is also
similar (figure 3.22). Consumption in some sense can be a better
measure of a pensioner’s well-being than income, since many
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FIGURE 3.21
Reduction in Poverty across All Households with and without Pensioners, Selected European
and Central Asian Economies, 2001-2010
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countries provide pensioners with various discounts on fuel, electric-
ity, transportation, bread, entertainment, medicines, and other
goods. These in-kind payments and discounts help increase the pen-
sioner’s consumption but might not be reflected in income.
Furthermore, a pensioner’s income is often taxed less than wage
income, increasing the difference in disposable income and con-
sumption even further. In most countries, households with pension-
ers have per capita consumption above 100 percent of the per capita
consumption of nonpensioner households. Consumption by house-
holds with pensioners is below consumption by households without
pensioners in Lithuania, Croatia, Moldova, Bosnia and Herzegovina,
and Azerbaijan. These are some of the same countries for which
pensioner households had higher income poverty rates than
nonpensioner households. In all other countries, households with
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FIGURE 3.22
Comparison of per Capita Consumption by Households with and without Pensioners,
Selected European and Central Asian Economies
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pensioners have higher consumption per capita than households
without pensioners.

A more direct way to evaluate the adequacy of pensions in their
ability to replace income is to compute gross replacement rates,
defined as the average pension benetfit divided by average wage. This
is essentially a measure of what proportion of wage income is
replaced by pension benefits on average. The data in figure 3.23 show
a wide variance in replacement rates across countries. Some coun-
tries provide pensions that replace a fairly substantial portion of
today’s average wage, which is typically higher than the average
wage earned by the person during his or her working career and
higher than the wages on which the person made contributions.
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FIGURE 3.23

Average Pension Benefit Relative to Average Wage, Selected European and Central Asian
Economies, 2009

90 -
80 -
70 -
60 -
50 -
40 -
30 -
20 -

Average pension benefit as %
of average wage

10 4

04

Luxembourg
Georgia
Armenia
Moldova
Croatia

Albania
Lithuania
Russian Federation
Hungary
Bulgaria

Slovak Republic
Estonia

Latvia

Poland

Belarus
Romania

Czech Republic
Montenegro
Kazakhstan
Azerbaijan
Tajikistan
Kyrgyz Republic

BiH Federation
Macedonia, FYR

Republika Srpska

High-Income High-Income Lower-Spending High-Spending Young
Generous Spenders | Moderate Spenders Transition Countries Transition Countries
Countries

Source: Country-provided data.
Note: The Federation of Bosnia-Herzegovina (BiH Federation) and Republika Srpska, which together make up the country of Bosnia and Herzegovina, have separate
pension systems and are treated as separate data points in the figure.

Other countries, like Georgia, are providing pensions that cover a rel-
atively small proportion of today’s average wage. Given that most
countries tax wages more than they tax pensions, and require social
security contributions’ on wages but not on pensions, replacement
rates as a proportion of net wages are often much higher, sometimes
exceeding 100 percent.

All of this evidence suggests that pensioners in most transition
countries are doing as well as nonpensioners, if not better. This is not
to claim that all individual pensioners are doing well, as there are
unquestionably some who suffer from material deprivation in all of
these countries. However, where benefit increases are being consid-
ered, a selective targeted approach seems to be more appropriate
than a blanket increase in pensions for all. In some countries, bene-
fits might also be adjusted downward without making pensioners
worse off than the working-age population and children.

While the discussion above provides a snapshot of where pension-
ers are today, considering future pension levels is even more impor-
tant, especially given various reforms that are still unfolding in the
region. The APEX methodology used by the Organisation for Economic
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Co-operation and Development can provide some insight into the gen-
erosity of pension system designs, taking into account all of the reforms
that have been legislated and are being implemented gradually. While
the projected replacement rates are not applicable to any one person or
even to groups of people in a specific country, they show the results for
a hypothetical individual who starts work at age 20 in the year 2010,
earning the average wage of that country. That person is further
assumed to work continuously until retirement age, always earning
the average wage of the current year, and all such workers in all
countries are assumed to experience the same macroeconomic envi-
ronment. The hypothetical benefit rates calculated under this method-
ology can then be compared across countries, since they were
computed in the same way, to derive some measure of the relative
generosity of the system design toward a full-career individual.

Figure 3.24 shows the benefit that an average earner would
receive relative to the prevailing average wage. Pension systems
across countries will provide very different outcomes for pensioners,
under common assumptions. Typically, pension schemes are
expected to provide benefits equal to 40 to 50 percent of wages for
full-career earners. The benefits currently provided are considerably

FIGURE 3.24

Hypothetical Wage Replacement Rates for Individuals Earning the Average Wage and
Beginning Work in 2010 in the Pension Systems of Selected European and Central Asian
Economies
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higher than that for a significantly shorter average career except in
the FSU countries, where they fall within that range. The High-
Income Generous Spender countries have hypothetical future bene-
fits averaging 70 percent, while the High-Income Moderate Spender
countries have hypothetical future benefits averaging 60 percent.
However, within these two groups, Spain, Slovenia, Luxembourg,
Greece, Austria, Denmark, the Netherlands, and Iceland are well
above those averages. The Lower-Spending and High-Spending
Transition Countries, which have been active reformers, have lower
average replacement rates, at 58 percent and 43 percent respectively,
although the average for the High-Spending Transition Countries is
brought down by future lower—but unlikely—benefits in both
Serbia and Montenegro. The Young Countries average a very high 72
percent, but this is largely due to the extremely high benefits in
Kazakhstan, which skew the average upward.

Replacement rates for individuals earning half the average wage
illustrate how well protected a low-income person might be under

FIGURE 3.25

Hypothetical Wage Replacement Rates for Individuals Earning Half the Average Wage and
Beginning Work in 2010 in the Pension Systems of Selected European and Central Asian

Economies
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these various pension systems (figure 3.25). The ordering of coun-
tries in this case changes only slightly. Average replacement for indi-
viduals earning half the average wage comes in at 76 percent for
High-Income Generous Spenders, 77 percent for High-Income
Moderate Spenders, 77 percent for Lower-Spending Transition
Countries, 52 percent for High-Spending Transition Countries, and
92 percent for the Young Countries. These values suggest that all of
the regions tend to protect lower-income elderly with work histories,
providing higher replacement rates for them than for the average
earner. It is also worth noting that in Denmark, Iceland, Moldova,
Armenia, Albania, the Kyrgyz Republic, Turkmenistan, and
Kazakhstan, a person earning half the average wage and continu-
ously contributing throughout his career would have higher income
once he retires compared to the income he earns while working.
While this might appear to be an indicator of excessive old-age insur-
ance, in reality many lower-income contributors do not have full
careers and will likely retire with lower pensions than those sug-
gested by the figure.

While these replacement rates seem reasonable and sometimes
even high, they should be regarded as the maximum that individu-
als can expect to receive. Most people do not begin work at age 20
and work continuously until reaching retirement age. They also do
not begin work at the average wage, but typically begin at some
lower wage and receive wage increases as their experience increases.
Therefore, someone who retires at the average wage might receive
the replacement rates shown, but as a percentage of a lower career-
long average wage and not the pre-retirement wage, which tends to
be higher. Also, the replacement rates shown here reflect what pen-
sioners will receive in their first year of retirement. With the trend
toward inflation indexation, the average pension that an individual
receives during his retirement period could be considerably lower.
However, this analysis suggests that some countries with higher
replacement rates might have room to adjust benefits further as the
demographic crisis nears, while others will have to make adjust-
ments elsewhere.

The increase in informal employment in the transition countries
in the last 20 years means that in the future many people will not
have accumulated a sufficient formal sector contribution history to
qualify for a pension. In contrast, today most elderly have substantial
past work histories and are collecting benefits on that basis.
Figure 3.26 shows the percentage of elderly who are currently col-
lecting regular pension benefits and the percentage of elderly who
can expect to collect benefits in the future. Projections here are based
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FIGURE 3.26
Percentage of Elderly Receiving Social Insurance Benefits in Selected European and Central

Asian Economies, 2010 and 2050
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on the percentage of the population currently in prime working
years, defined as those aged 35-39, who contribute to the social
security system today.

Of the 24 countries where detailed age-specific data were avail-
able, only in Croatia, both entities of Bosnia and Herzegovina, and
Serbia is the percentage of elderly currently collecting benefits less
than 80 percent. One explanation for the lower coverage rates in the
former Yugoslavia is the relatively common occurrence of single-
earner families, even in the pre-1990 period. As a result, older
women who never worked in the formal sector and whose spouses
are still alive are not yet collecting pensions. In the future, based on
current labor force participation and contribution records, only about
60 percent of the elderly in the Central Europe subregion will be eli-
gible for pensions; elsewhere in transition countries, the number falls
to 50 percent or less. The three countries with universal pensions,
Georgia, Kazakhstan, Kosovo, and will continue to pay benefits to
100 percent of the elderly population.
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Governments need to start thinking about how they will address
the needs of the 40-50 percent of elderly who will have no pension
rights in the future. The solution for each country will depend on its
own circumstances, but the issue of future elderly without pension
rights cannot be ignored. First, whether or not governments have
explicit programs to provide some support to the elderly who were
not in formal sector jobs, it is politically and socially difficult to
have no provision in place for such a large group of elderly. Second,
from an equity perspective, it becomes hard to deny rights to individ-
uals who contribute to general state revenues through value-added
taxes, but not through payroll contributions, if general revenue ends
up subsidizing the pension system. However, what is offered to non-
contributors needs to be designed carefully. Some of the contributors
today are already only contributing for enough years and on the basis
of the lowest wage required to become eligible for a minimum pen-
sion. Benefits provided to those who do not contribute reduce the
incentive to contribute and might result in a reduction in the number
of contributors. Offering a universal pension to all removes this dis-
tortion, but this is a more expensive approach than providing it only
to those who do not have alternative means. Alternatively, benefits
could be offered to noncontributors at higher ages, which might pro-
vide incentives to individuals to contribute so that they might retire
earlier.

The sections above discuss policy makers’ intentions in undertak-
ing reform. The outcome of the reforms also rests heavily on general
economic developments in the countries and in the region as a
whole.

Influence of Economic and Political Cycles on Pension
Reforms

Transition countries started their pension reform process vigorously.
Countries in Central Europe chose their bold new pension designs in
the late 1990s and early 2000s. The countries of the FSU that chose
to radically change their pension system designs did so around the
same time, while Balkan countries reformed a bit later, in the mid-
2000s. At the time of setting their new pension system designs in
place, some countries, like Hungary, also restructured their existing
pension liabilities. In the Hungarian case, for workers choosing to
switch to the new pension design, liabilities accrued to date were
reduced by 25 percent. The majority of the reformers set retirement
ages on a gradually increasing path, often narrowing the gap between
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male and female eligibility requirements. Formulas governing the
conventional pay-as-you-go scheme component were often revised,
lengthening past wage-averaging periods, tightening the link
between benefits and contributions, and linking benefit indexation
to inflation or some mixture of inflation and wage growth. Given
assumptions at the time about high long-term GDP growth and cov-
erage expansion, these systems were generally expected to return to
fiscal sustainability in the medium term, or at least to significantly
narrow pension deficits in that time frame.

During the economic boom years of the mid-2000s, the pace of
reforms slowed. Echo boomers—the children of baby boomers—
were joining the labor market in great numbers. This was coupled
with increased formalization of the labor market fueled by the high
rate of economic growth. The numbers of contributors grew. Wages
also rose rapidly, and a greater proportion of wages was declared. The
economic boom was felt most strongly in countries of Central Europe
that were also boosted by early entry to the EU or the promise of
imminent entry. Fueled by credit expansion, countries like Russia
also grew rapidly, benefiting from buoyant commodity markets. All
these developments led to contribution revenue growth that
exceeded even the most optimistic projections in these countries. As
in so many instances described in chapter 2, the rise in the pay-as-
you-go and general budget revenues led to increased generosity of
benefits. Retirement ages continued to increase, but tight benefit
indexation rules were undermined and different benefit supplements
were added.

Some original public pension scheme parameters proved socially
and politically unsustainable in the high-growth environment,
especially those governing benefit indexation. Real wage growth
reached double digits in some countries, and pensioners were feeling
left behind. Some revision of benefit indexation rules was therefore
in order. However, instead of carefully discussing the options and
ensuring long-term sustainability of proposed changes, for example
by trading elimination of early retirement for a higher indexation
rate, politicians and pension scheme administrators tended to raise
pensions as much as current revenue would allow. Luckily, some of
the new revenue was redirected to individual savings accounts in
countries that had instituted them, which may have prevented pen-
sions from being raised to even more unsustainable levels.

Countries also strayed from their chosen reform path in other
ways. The high-growth environment offered a perfect opportunity to
pay down some of the transition costs with swelling pension scheme
and general budget revenues and increasingly high-priced public



106

The Inverting Pyramid

asset sales. Many countries were instead tempted by low borrowing
costs and built up public debt rapidly. Accruing a small reserve fund
against economic shocks was part of almost every original pension
reform plan, but this rarely occurred on a significant scale during the
boom years. Policy makers started to forget that the observed increase
in contributor numbers could only be a temporary phenomenon, as
demographic projections were increasingly pessimistic due to the
steadily low fertility rate and strong emigration outflows.

The pace of rapid change that these economies faced as they
transitioned from centrally planned economies to market economies
was also politically unsettling, particularly in new democracies with
relatively new political parties. It was not uncommon to find people
voting for a government that promised to restore the old system or
status quo following a period of vigorous reforms. As a result, the
series of public pension reforms and enabling reforms in labor
markets and financial markets envisaged by the original reformers,
and expected to eventually lead to financial sustainability, never hap-
pened. In some cases, the reforms not only did not move forward but
actually moved in the opposite direction.

The financial crisis caught public pension schemes unprepared.
Like the economic boom, the crisis was felt most strongly in Central
European economies, which among the transition countries had
developed deeper financial markets and stronger trade links with
Western Europe. Contributor numbers dropped and revenue quickly
declined, but pension spending stayed at the same level, as it was
impossible to change the number of pensioners who had already
been granted pensions and difficult to reduce their benefits. In fact,
the inflow of new pensioners increased, as many older workers chose
an early retirement option or, with rising unemployment, attempted
to qualify for a disability pension. Many countries stopped indexing
benefits and some even attempted to cut pension payments.
End-of-year bonus payments for pensioners in countries like Bulgaria
and Hungary were no longer paid. Pensions of working pensioners
were curtailed. All these measures tended to be of an ad hoc nature,
presented unpredicted negative surprises for pensioners, eroded pub-
lic trust in the system, and led to reduced incentives to contribute.
However, even these relatively drastic measures were not able to
bring pension spending to the level of sharply reduced revenues.
General state budgets were also stretched to the limit and could not
offer much help.

Unable to ensure financial sustainability of the pension system,
policy makers were forced to revise the design. In response to fiscal
pressures, some countries decided to temporarily or permanently
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reduce contribution flows to the individual pension savings accounts
(discussed in more detail in chapter 4). With their hands tied by
constitutional and political constraints, politicians turned to the
resources accumulating in the second-pillar pension funds to bail out
the first-pillar (or public) pension system. While in some cases
suboptimal pension design did require revisions—as in Kazakhstan,
where a flat pension component was introduced to protect the poor-
est population—more frequently these forced changes were not part
of a productive pension policy and masked the lack of real reform. A
reasonable fiscal policy cushion should have been created soon after
the chosen pension system design was in place and maintained so
that the system could withstand economic downturns. Similarly,
open public dialogue about long-term trends in the pension system
could have helped to ensure broad public support for the chosen
design and fiscally sustainable scheme parameters, discouraging dras-
tic policy changes.

While immediate responses to the onset of the financial crisis
tended toward ad hoc reform measures, the subsequent reaction to
the economic downturn was slightly more stra