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Abstract

All reform countries in Centradnd Easteriturope require a rapidnd comprehensive restructuring
of their public pension schemes for macesxd microeconomic reasonslThe paper argudabat pen-
sion reform, economicestructuring, and thgrowth options for these countriase closely related,
and that by pursuing a reform which is at least partially directed towards @ivdtiended pensions,
the economic course of these reform economies may importantthdmeged. The shiftowards
funded pensions could help developthe financialsectorand thusmay bring the reform countries
more rapidly towards highergrowth path. Recentlevelopments in endogenous growth modelling
support these conjectures. Yet fbe time being, the financigkctor inthe reformeconomies may
not besufficiently developed to allowhe introduction of funded pensions on a large scale. What
these minimum conditions for the financial sector are, and how they can be introduced rapéy, is
much open for discussion.

Zusammenfassung

Alle Reformlander Mittel-und Osteuropas bendtigen aus mikeoxd makrodkonomischen Griinden

eine schnelle undumfassende Umstrukturierunghrer Rentenversicherungssysteme. In der
vorliegenden Studie wird argumentiert, dall dReform des Rentenversicherungssystems, die
Okonomische Umstrukturierungnd die Wachstumsmaglichkeiten dieser Lander eng miteinander
verknlpft sindund daf? sich durch d&erfolgen einer Reform, die sich zumindésitweisehin zu

einem privaten undkapitalgedeckten Rentenversicherungssystem richtet, die 6konomischen
Entwicklungschancen dieser Reformstaaten entscheidend verandern kénnte. Die Umstellung auf ein
kapitagedecktes Rentenversicherungssystem kdtete beitragen, die Finanzmarkte zu entwickeln
und kdnnte sodie Reformstaaten schneller auf einen héheren Wachstumspfad fbreme
Entwicklungen im Bereich endogener Wachstumsmodelle unterstiitzen diese Vermutung. Im Moment
sind jedoch die Finanzmarkte der Reformlander fir die Einfihrung eines umfassenden
kapitalgedeckten Rentenversicherungssystemight ausreichend entwickelt. Welches die
Minimalanforderungen an die Finanzmarkte simdd wie sieschnellstmoglich erzielt werden
koénnen, ist strittig.

Résumée

Pour des raisons micro- et macro-économiques, toupags de réforme de I'Europ@entrale et
Orientale ontbesoin d'une restructuration de leusystéemes deretraite. L’article presente
'argumentation que la réformation dsysteme deretraite, la restructuratio@conomique et la
croissance de ces pagent étroitement liées. |l présume quevidie économique suivipar les
économies de réformgourra étre influencépar I'installation aumoins partielle d’ursysteme de
retraite a capitalisation privé. L'installation d'sgstéme deetraite a capitalisation pourra contribuer
au développement des marchés financiers et paimsi rapidement mener Iggys de réforme sur
une voie de croissancelus elevéeles modeles de croissance endogéne récent@eslbppés
soutiennent cette hypothése. Pour le moment, les marchés financigraydede réforme ne sont
pourtant pas assedgveloppés poupermettre l'installation d’'ursystéme ecapitalisation complet.
Lesquels sont les exigeances essentielles que doaraptir les marchés financiers et comment ces
exigeances pourront étre réalisées reste a étre discuté.



1. Introduction”®

In view of thewell-known reform agenda in Central and Eastern European
countriesmoving from plan tomarket, and comprising, intelia, macroeconomic
stabilisation, large-scale privatisation, and institution buildimglinking of economic
restructuring with the introduction of fundeénsions seems far-fetcheddowever,
the paper argues thpénsion reform, economic restructuring, #mel growth options
for these countries aoselyrelated, andhat bypursuing a reform which is at least
partially directed towards private aridnded pensions, the economic course of these
reform economies may importantly be changed.

In contrast to the often repeated call for ai@osafetynet in the countries in
transition, suggestinglzarelydeveloped system of social benefits, alntlbstcontrary
is true (Holzmann 1992). The former centrally-planned economies have inherited a
rathercomprehensive system of social bendgtecept forunemployment) and already
spend an important and oftasing share of GDP on thelehalf, with pensions taking
thelion’s share. But thevay thosepension benefitare provided is grosslgefficient
and considerablglistortsindividual decisions. The benefével islow, but thenumber
of beneficiaries elevated and risingence, a pension reform is requiredfiscal, so-
cial and efficiency reasons.

On the othehand, thdinancialsector ishardly devebped atall. The banking
system is underdeveloped afwkncial markets ardargely in an embryonistage.
Privatisation of almosall productive assets in the economy progiscult, also be-
cause of the well-known stock-flow mismatch. In such a situation it appears natural to
link a pension reform withthe introduction of funded schemes, and various proposals
in this direction were made in recent y€ears.

Until recently, my assessment tifese proposals was rather sceptical (see
Holzmann 1993). The change in marste is due to polit-economic considerations
and is a reaction to the deadlockpinblic pension reform ithe transition economies.
Perhaps more importantly, the change is a result of advances in endogevaihs

theory and of the increasing empirical evidence of a close link betiwaecialmarket
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liberalisation and economgrowth. Yet, bothconsiderations are necessary, but not
sufficient topress for private and funded pensions in these economies. aféstié
numerous theoreticagmpirical and institutional questions to be resolved, before a
moreaffirmativeanswer can be given. @me othehand, thassue isnot anacademic
guestion any longer, since a few reform countries are exploring in this direction.

The structure of the paper is as follows: Section 2 providesyahortsurvey
of the necessities to reform the current public pension scheme, before highlighting main
arguments for introducing private and funded pensiopmdf thereform process.
The following sections investigatiree crucial areas for a (partiabhifting from a
public and unfunded to private and funded retirement scheme: Sectibigllights
the theoretical foundations for a Pareto-efficient transition and the importance of posi-
tive externalities, section 4 inquires into major conceptual and institutional questions
on theway to funded pensions, inter aliag minimum financialmarket conditions,
while section 5 surveythe current attempts amidoblems of introducing funded pen-

sions. Tentative conclusions are summarised in section 6.

2. Reforming the public scheme: Necessity, constraints and options

In all Central and Eastern European reform economiegublkc pension sys-
tems are in severe financial difficulties. This situation is little linkguh&d and current
demographic developments, but is essentially the result of past policy decisions reflect-
ing central plan thinking antthe ignoring of incentivestructureswhich isexacerbated
by the transition to market structures. As a consequencexgeaditure level is
mostly high, requiring partly extremely elevated contributiates, in addition to
budgetary transfers. More moderate expenditure levels in a few countries (Estonia and
Lithuania) reflect transitory capping measuresigw of budgetary restrictions, and
thus constitute a repressed disequilibrium.

The required comprehensive reform tbé public pension system raises the
issue of sizinghe chance angiving from the very outsetprivate and funded provi-
sions an important role. Such an approach coatanly contribute to reducing the
size ofthe public sector butmayalso provide some of the requirsavings to finance

the hugeinvestment needs of these economies. fArospects of such an approach



appear to be even better if itlisked tothe initiated privatisatiorprocess and to the
allocation of some of the shares of socialised enterprises for pension fund use.
This section irthe firstpart presentgentral macro- and microeconomic rea-
sons,why arapid and comprehensive reformtbé pension scheme is required if the
overall reform program shoulibt bejeopardised. The secopdrtoutlinesmain ar-
gumentswhy a moveowardsfunded pensions coulsupport theeconomic reform

process.



2.1 Necessity of the overall economic reform process

0] Obstacle for economic stability and growth

The operation opublic pension schemes in Central &astern Europe their
expenditure share in GDRpancingrequirements and benefitructure - constitute a
major obstacle fostability andgrowth in the reform countriesStylised features of
their current pension scheme are summarised in Table 1.

Like in most Westeriindustrialised countrieshe share opension expenditure
in GDP has also beancreasing inthe formercentrally-planned economies in recent
decadesalbeit withmoderate pace. W the initiation of economic and political re-
form, starting between 1988-1990, however, the rise in the expenditure share has sub-
stantiallyaccelerated, reaching, on averagel] above 10 percent of GDP in 1992 for
the most advanced reform countries, with estimated further increases in 1993 (Figure
1). Such a level is likely to be above the average expenditure share of OECD countries
for which the latest reported average share is 9.3 percent (1986), pnajdo and
minor reforms becoming effectiveround 1990. The developmentsoiter reform
countries (the Baltics, th€élS countries, and the form¥ugoslavia) appeasimilar,
albeit with somewhat lowdevelsand more data uncertainty. Tii@ng proportion of
economic resourceshich istransferred from the active to the retired population has
important implications for stability and growth prospects of these countries.

The former centrally-planned economies were characterised by a velgveigh
of budgetary intermediation of economic resources, reaching more than 50 percent of
GDP. With the reform process, an important reduction is taking place, but the pres-
sure on cutting budgetary expenditure provediffisult to implement as raising reve-
nue, makingthe control of theverall fiscal deficit amain issue of macroeconomic
stability. Social expenditui@e, in pincipal, financed by social security contributions,
reaching high levels ithe reform countries, afhich some 50 to 7Percent are de-
voted tofinancing pensiorexpendituré. Despite thosdigh rates, an important and
often rising portion of pension expenditure has to be finantetugh state budget
resources, thusvideningthe general governmefigcal deficit. Yet, in the reform

countries, thgossibility ofnon-monetaryinancing of a fiscal deficit is still very much



restricted inview of only rudimentaryinancialmarkets. Consequently hagh pension
expenditure level threatens macroeconomic stability unless other public expenditure are
curtailed or revenue increased.

Usingthe latter options ibkely to jeopardise thgrowth prospects. High and
sustainable economgrowth in theseeconomies requires, as elsewhefécient allo-
cation of resourcegsechnicalprogress, and also treecumulation of productive re-
sources, i.e. investment. The neslative pricestructure in the reform countries,
however, renders thaherited capitaktocklargely obsolete, if measured éfficiency
units, thusenhancingthe need for elevated capital accumulation if West@ome
levelsare to be approachedthin a reasonable timgpan. Yet, high benefit expendi-
ture levels risk tocrowd out educational and infrastructure investment, as already ex-
perienced in these countries. Highels of social securitgontributions ardikely to
reduce household savings, with negative impacti@iinancing of investments of the

emerging private sector.

(i) Impediment for achieving the social function

Paradoxically, despite dhe already high level oéxpenditure on public pen-
sions, they canndtilfil the central functions of a retiremegheme: povertgllevia-
tion and income replacement.

As a result of an extremehigh number ofetirees, théenefit levelsare very
low, providingmostly an incomaupport around the poverkyvel. The share of eld-
erly living in poverty isstill a largelyunresolved issue in view of questionabficial
povertylines,important regional price differenceabe large, buvaryingshare of eld-
erly living with their children, important home production of food and ongaifigial
andunofficial) labour market participation @iderly. However, there is general con-
sensughat the share daflderlypoorhas increased during the reform proceas; the
extent is open for discussiory.et, financial constraints and thalready high expendi-
ture level prevent an untargeted increase inrtiieimum benefit level. More targeted
provisions through saa assistance programage under elaboration, but progress, so
far, is impeded by political, technical and administrative problems resulting from the re-

creation of local governments.



Budgetary constraints have alkmited the scope for indexation, bamnual
inflation rates arestill in the two-digit range, even in the masiccessful reform coun-
tries. Sincebenefit indexation has mostly been performed igraduated manner,
raisinglower benefits by a highemmount, thebenefit distribution is very much com-
pressed, providinghe majority of retirees iressentially alcountries (except Poland)
with minimum benefits only. Some countri¢Estonia and Latvia) have temporarily
provided flat-rate benefits only, and the recently re-introduced graduation by past work
record is modest.Consequently, public pension benefitevideonly a verylow re-
placement of earnings, even if compared wita compressed wage distribution of
current workers. Since inthe past, for households thequisition ofother assets to
support retirementonsumption has bedémited (mainlyhousing, savingleposits, and
cash), and the lattéwo exposed to an importamiflation tax,retireesessentially have
to rely onlow public benefitsfurther labour market participation, amgra-family
transfers.

Unless the pension scheme is reformed and economic growth takes place, it will
not beable tofulfil its main objectives. High and sustainable econgnuwth, how-

ever, may be conditioned on a prior reform of the current scheme.

(i)  Main reasons for expenditure surge and deficiencies

The reform requirements of thpublic pension schemegntred aroundhigh
and surging expenditutevelsand microeconomic deficienciese a heritage of the
past central planning and of the current transformation process.

Under central planninghe pension scheme wamartand parcel of theverall
distribution concept, displaying the following central characteristics:

Q) The regulations paid littlattention to incentives, and deviations frenvis-
agedindividual behaviour could, in principleasily be controlled via all-encompassing
socialised enterprises. The regulations servamhptement planning objectives, with
differentiation bysectors and branches, and low standard retirement(mgstly 55

for women, 60 for men), further reduced for priority sectors.



2 The female labour force participation weadremely high, being at and above
the highestlevel experienced in Western industrialised coun{i@®seden), andesult-
ing in almost universal coverage.

3 The government provided essential goods and services free of chaegwilgr
subsidised, financed from cash flows from socialised entergyisies) the cash labour
income almost a residual character and resulting in a low labour income share.

(4) Importantsocial services, @pdsand social transfer provisions welieectly
covered by thesocialised enterprisegiving those enterprises social welfare-type func-
tions.

As a result of the transformation processnprising, inter alia, price anchde
liberalisation, subsidyeduction and privatisation, amaplying, inter alia, adjustment
inflation, a decline in output and the emergence of (opeanployment, main charac-
teristics of the inherited scheme became striking, exacerbated by structural changes and
the decline in economic activity.

D The stark reduction in budgetary (consumer and prodswis)dies-irthe past
amounting up to 15 percent of G¥Rolzmann 1991b)-required adjustments in the
nominal benefit leveland thehigher pension expenditutbus reflect theshift from
indirect (lower price level) to direct income support.

(2)  This development i®stered by the privatisation of enterprises andrip®si-

tion of a hard budget constraint seacialised enterprises, reducing their sogaicy

role and shifting corresponding expenditure to the budget.

(3) Government’'s loosing grip on enterprises (ardividuals) induces them to
exploit the existing deficiencies of the regulations and lacking administrative structures,
resulting in rising benefitake-up and lower contributiopayments (from socialised
enterprises and the emerging class of private farmers and self-employed).

(4) Expendituramplicationsare exacerbated by variopslicy actions as a result

of emerging unemployment and governmestructuring. In various countriesrly
retirement windows are introduced to cope wighng labour marketlisequilibria, and
disability pensionsrerising, too. Lacking an elaborate social assistance scheme and
meangesting procedures, governments are pressed to provide less tangetean

pension benefits.



(5) The shift towards private sector productiopaying productivity-oriented
wages, leads to a rise thie national wage sharg@ross wages as a percentational
income/GDP). Under an earnings-related pension scheme, such a development is
bound to raise pension expenditure as a percentage of GDP.

(6) Last but noteast, thedecline in realGDP added to thesing pension burden.

In view of thealready low benefilevel and thepolitical needfor social safetyprovi-

sions forthe elderly, real benefits coulibt bedownward-adjusted by tleame degree

as it happened with real wages.

(iv)  Prospect for the future

The strongmpact ofthe current outpuall raises, of course, the question to
what extent theexisting financialproblems ofthe public pension schemese argely
temporary and will be reversed onlegh and sustainablgrowth setsin.  Various
considerations and scenario projections, however, oppade an assumption, sug-
gesting a further and important increase of the cost-covering contribatewnf an
unreformed pension scheme, inter alia:

(1) Thebasic imbalanceesults from théigh retiree/contributor ratio as a conse-
guence of low retirement ages. Currently, some 50 percent of the population are ac-
tive, payingfor some 25 percent of the populatigingretired. Future lower unem-
ployment and higher wagesay reduce incentives fagarly retirement, but as experi-
enced in Western industrialised countries, the impact is likely to be small.

(2) The share of wages in national income/GDIP eventuallyapproach Western
levels, resulting in a steadyateexpenditurdevel (pension expenditure as a percent of
GDP) which may be some 20 to 40 percent above the current level.

3 The ageing of the popuiah will also hitthe countries in transition. Currently,
in comparison with WesterBurope,their age structurés, in general, younger as a
result of pashigher fertility rates and lowelife expectancy.Yet, fertility is falling in
these countriegpo, andlikely to approach Westenevels; lifeexpectancy is going to
rise in parallel tahe introduction of Western production technology laealthierlife
styles. In addition, the likely migration of younger age groups tomtleh richer West

will further deteriorate the population structure.



2.2 Reforming the current scheme: Constraints and options

Given the currentfinancial situation and prospects of thmublic pension
scheme, and the need to evict nminroeconomic deficiencies aperversancentive
structures, the traditional reform options faublic and unfunded schemes and their
applications in Western market economége well documented (Holzmant988).
The reform direction depends on the main squméty objectives povertyalleviation
and income replacementbyt also on thenherited system in view dhe technically
and politically tedious transitional problems agll asthe economic situation, both
likely to limit the set of possible reform options.

Giventhe need for a totakvamping otthe currenpension scheme, some ten-
dencies iMOECD countries t@ive private and funded pensiom®re importance, and
strongtendencies in Latin Americacountries toshift from public and unfunded to
private and funded schemes, kbgitimate questioabout theusefulness anfdasibility
of such a shift arisder transition countries agell. Yet, it is important to stress that
a change in théunding mechanisndoes notsubstitute a necessary reform in the
benefitstructure, retirement age ordexation procedurd¢hose changesalie totake
place independently @ahe choice of thénancing mechanism. Thiection concen-
trates ongeneral reform issues and highlightntral arguments advancedsiepport

such a shift.

0] Getting out of the deadlock of pension reform

With theinitiation of economic refornthe transition countridsecame readily
aware of thaunsustainability otheinherited pension scheme athe need for reform.
In view of the closdink between thgpension scheme and economic reform, important
pressure has been exertbdt alsotechnical assistance provided tye IMF, World
Bank andotherinternational organisations for a restructuring of tbheirentschemes;
so far withlimited success. Minor and sometimes major adjustmentiseqiension
scheme have been undertaken, doing, however, littertect thdong-termfinancial

prospects, and addressiefficiency issues only marginally. Thigform inertia does



no longer reflect théack of knowledge of reform need and possible reform options
among thepolitical leaders andhinisterialstaff. It is essentially a political problem of
consensus-finding and economic reform constréints.

All of these countries represent new democracies with fvétgite parliamen-
tary support ofGovernment and lackinghechanisms of consensus-findingtween
social groupsGiventhe starting conditions of these countriesylmch anytraditional
reform necessarily meansatback of "acquired rights" for important segments of the

population, neither a consensus nor a majority solgtoitd be achieved so far.

The difficulty of achieving aconsensusnay also reflect the hithertbmited
reform proposalsallowing easily to identifyikely individual gains and losses and the
forming of opposition groupsyhile providing limitedprospects of general improve-
ment. Furthermore, it may be argued that the proposalsbabeertime-consistent,
since they didhot address thenediumand long-ternfinancial problems, making fur-
ther and future changes very likely.

The political constraintare closely linked with economiconditions. Cur-
rently, essentially onlylat-rate pensions can be financed. The introduction of a re-
formed earnings-related (single two-tier) schemecan only make promisefor the
future, but can ddittle for the current generation of retirees atderly workers.
Paying earnings-relatezbntributions now irorder to getunfunded earnings-related
benefits inthe future, howevemay not becredible in view ofpastexperience and
uncertain economic prospects. Furthermang, enhanced publgenerosity requires
an increase in the retirement age which needs to be phased in, taking at least 10 years.

Against this background and suggestedh®y recent Latilmerican experi-
ence, the partiglor full) shifting of pension provisions from publand unfunded to
private and funded schemdmked with atotal revamping ofeligibility criteria
(retirement age!) and theenefit structure, could provide a solution of tpelitical
deadlock of reform. Moving to private and funded contribution-related schemes may
prove morecredible sincehe futurebenefit is considered to be dependentr@nindi-
vidual contribution effort anchot onpolitical distributional considerations. Such a
breakthrough would be even mdikely if convincing argumentabout the contribu-
tion of a pension reform to economic restructuring gmoavth could besupplied. A

potentially highegrowth path under funded scheme eases thistributional conflict,



and shiftsthe discussion fronsimpledistributional concerns tefficiency and growth

considerations.

(i) Promoting financial market developments

The monetary system ithe formercentrally-planned economies revolved
around amonolithic state bankvhich combinedhe function of a central bank and of
commercial financiainstitutions. Its main targetvas to assist enterprisesnieeting
targets foroutput and investment, laid down in thenual economic pla(EBRD
1993). Enterprises wermt free to use their cash-flow, but it hadremain on their
accounts to be used fptanningpurposes. Households operated in a separate mone-
tary circuit. A National Savings Bank woutdter for their needs, accepting deposits
and redepositing surplus fundstire national bank; in some countries, they provided
generous housing credits. Besides c#sbse deposits were tloaly financialassets
households could acquire. As a result, tradabéencial assets between surplus and
deficit economic units did not exist.

With the initiation of economic reformthe transition economies transformed
their monobanking to a two-tibanking system, movirgl lendingand deposit-taking
operations to newommercial banks.However, the state-ownezbmmercial banks
inherited a loan portfoliessentially consisting ofredits to socialised enterprises,
while the extension of new credits to #mergingsector ishampered by theanks'
lack of experience with credit evaluatiotihe absence of collateral laws, cross-
ownership between socialised enterprises and banks, poorly developed accounting
rules and weak enforcement of prudential regulations and vamergivesfor banks
to stick to traditional customers. As a result, the cutbanking systencannot per-
form the role of an efficient financial intermediary.

The alternative system d@ihancial intermediation vidinancial markets is im-
paired because of thiene it requiredor its development and the need of government
to financethe budgeteficit. Treasunpills havemostly beerthe firstfinancial assets
to be issued and in view of much higher risks of alternaissetgladly been taken
into the portfolio of banks, enterprises and households. Witimitfeion of privati-

sation, stock markets have bestablished ithe reform countries, but timamber of



guoted stockgemainslow and servesssentially as aecondary market, withttle
additional cash flowing to enterprises.

In such a situation of aaling banking systerand an embryoniinancial mar-
ket, the suggestion of introducing private and furtsions as a central device to
assist financial market developments is of great appeal. What is less clear isnavhat
of financialinstitutions should be in charge of operating private pension funds, how
they can avoid perversecentives antraps of theexisting institutions, and whétnd

of portfolio they can acquire in a, perhaps, long period of transition (discussed below).

(i)  Facilitating privatisation

The reform countries inherited an economtiicture inwhich essentially all
capitalgoods were owned by the statérying to sellthose assets during the privati-
sation process would lead very low prices as a result tfe underlyingstock/flow
mismatch. This mismatch &centuated by thértual absence dinancial assets of
private householdsSelling the assets to foreigners wouddieve the mismatch (and
balance of paymentsonstraints), but meefmlitical resistance in addition t@ising
questions of short-terrfeasibility and long-term effectsFor this reason various re-
form countries have started teely distribute important shares of government assets
via voucher systems tthhe population. Such an approadeads to rapid private own-
ership, buinot necessarily to an efficient exercise of ownerstgpts and hence effi-
cient allocation of resources.

Giving away government assets for free sedlaggcal in view ofthe high gov-
ernment debimplicit in the acquired social security rightsor this reason, various
reform countries envisage or have started to transfer a share of socialised enterprises to
the so@l security fund: Partly aslguidity reserve, partly asevenue-yieldingasset,
and partly as a buffer agairtbe predictablageing ofthe population.While the ap-
proach makes sense in macroeconomic terms, it raises various quedtiensierno-
economic level. Some of the pertinent issues of transfer of ownership and privatisation

may be better addressed in a private and funded scheme.

(iv)  Supporting existing growth options



A central objective of the economic goalitical reform in Central anBastern
Europe wasand is the rapid reduction differences in income and well-being to the
West. As throughout the world, growth requinegrovements irefficiency and the
accumulation of physicalnd human capital. Despttee high investmentateswhich
characterised the formptanned economies, in view pastwasteful investments and
of the new relative prices, the effective capital stock is considered to be low; somewhat
moreoptimism exists witlregard to théauman capitastock, inparticular in technical
skills and sciences. Hence, important capital accumulations is requiredvilthes
gap to the West is to be reduced in a reasotiadespan.Both of theavailablemain
growth options - import-led growth based capital transfers during the period of
transition, and export-leglowth, based on open markets for Eastern European prod-
ucts -, however, require an important contributiomational saving tdhe growth
effort aswell asimportantefficiency gainsand technicgbrogress(Holzmann et al.
1993).

Both growth options are notutually exclusiveout can beself-enforcing. An
initial export-led growth is likely to attract more foreign investments, easing further the
balance of payments constraints émel import of Western technology. In addition,
capital transferwyia direct investments (instead of credits and loang) morestable
and have less distortionary effectsroaney supply, asuggested by comparingtin
American and southast Asian experiencefCalvo et al. 1993). Direct investments
may also reactvery positively tothe existence of functioning banking system and

established financial markets, to which funded pensions may importantly contribute.



3. From unfunded to funded schemes: Pareto-efficient transition and the

importance of externalities

The arguments of the prior sectioray motivate a movéowardsfunded pen-
sions inthe reform economies. However, theyrod demonstrate that a Pareto-
efficient transition is feasible, or - in a weaker version and requiring explicit intergen-
erational distributional considerationsthat the potentiagjainsfor all future genera-
tions resulting from a movwewardsfully funded pensionarevery highandmaythus
justify some sacrifice of the transitional generation.

Distributional andhot only allocativeconsiderations arparticularly important
for economiesnoving from plan tomarket. The current generation of retirees and
elderlyworkers will have spent most of thdéiwes under conditions of centrplanning
and modesincome levels. The adjustmentosts of transition have further reduced
their welfare position. Onlihe youngepart of theworking generation can expect an
increase in their incomlevels oncegrowth setan. Inconsequence, a transitimm
an unfunded to a funded scheme, wipaks anadditional burden othe current gen-
eration (active and retired)ay violate distributional considerations anduidikely to
meet a political consensus.

This section outlinethe basic analyticsinderwhich a move from an unfunded
to a funded scheme (UF-FF) in the reform economigsssible, while making at least

on generation to be better-off (i.e. is being Pareto-efficient).

Rate of return differences - the necessary condition

A necessary, butot sufficient, conditiorfor an UF-FFshift isthat the rate of
return of afully funded scheme is higher thdrat under amnfunded ongthe natural
growth rate). According to neo-classic theory, in the stegate, theeal interestate,
hence themarginal productivity of capital, has to be at leasthagh asthe natural
growth rate;only then is the growth pattiynamically efficient. For transition econo-
mies, with currently low levels of efficient capital (since capital accumulatée ipast
is largelyworthless) it igenerally assumeithat marginal capitaproductivity islikely

to be very highfor manyyears. The resulting considerable gap betwearginal



capital productivity and naturglrowth rateseeminglystrengthens the argument for
switching from an unfunded to a funded pension scheme.

Nevertheless, from the existence of a positive gap between real interest and
natural growthrate, it cannot beoncluded that atJF-FF shiftwould be Pareto-
efficient. If the public pensionprogram is non-distortionary and the intertemporal
budget constraint taken as exogenous, then a change from an unfundiechdeda
system wouldhot improve the welfare of at leasbne generation how evkigh the
(finite) gap between interest radad growthrateis. Underthose assumptions, hif§
to a funded scheme has, at bestywetfare effect at all, or caonly take place at the
expense of a transitional generatiofirguments for a Pareto-efficient transition re-
quire assumptionabout either less-distortionaeffects of the funded scheme com-
pared to the unfunded to be replaced, or have to #mvihenew scheme results in
an outward twist of thentertemporal budget constraint, i.e. they have to present ar-

guments of positive externalities (such as special growth effects).

Pareto-efficiency of the funded scheme - the assumption lofver negative exter-

nalities

Lower negativeexternalities can be motivated the manydistortions an un-
funded schemmayexert on intertemporal consumption or on laksupply decisions,
resulting in an excess burden. Through the UHifE the reduction in the excess-
burden may be used to repay the implicit debt of an unfunded sehtinefinite time
(Homburg 1990). Sincpublic pension schemes atiae way theyarefinanced, quite
definitely entailnumerous distortions, a change in theding mechanism mathus
actually improve welfareand, further onmay diminishthe impact of population age-
ing.

The conclusion rests, however, on the assumphiahthefunded scheme is
less distortionary thatine unfundedne, a resultvhich isnot necessarily linked with
the funding procedure but is related to thieenefit structure and the bene-
fit/contribution link. Public and earnings-related pension schemes traditionally have a
distributional and annuitgomponent, and it is theingling of both components and

the lack of a clear contribution/benefibtk which is claimed to beesponsible for the



distortions (see e.gchmidt-Hebbel, 993). Distortionaryeffects resulting from in-
formal sectoractivities(Corsatti andSchmidt-Hebbel1994) in view of dacking con-
tribution-benefitlink also appear important for the transition economies. However,
those distortions can be reduced inuafunded schemégo, byseparating both com-
ponents morelearly as, forexample, in @wo-tier schemewith a basic tax-financed
flat-rate scheme (ainiversal or assistantgpe) taking care of distributional and pov-
erty considerations, andfally earnings-related onéinanced by contributionsnly.?
The basiccomponeniill exist in anyalternative concept and the incurred distortions
are theinevitable consequence of introducing distributional activities. Ttien re-
maining, potentially avoidabldistortions are reduced to the effects of an alternative
funding mechanismHere, thevalid point can be madthat a non-distortionary pen-
sion scheme requires actuarial neutralitych can be achieved in an unfunded scheme
only if theimplicit rate of return (th@aturalrate of growth) eqals therate of interest
(i.e. the golden rule of growth holds; see Breyer-Straub 1993).

Even if the funded scheme is non-distortionary, compared to the unfunded one,
new distortions arékely to beintroduced through the transition and fimancing of
the now explicit social security debt (SSD). The interest payments on this debt have to
be financed vigaxeswhichintroduces a new excess-burden, untessiced via lump-
sum taxatiori. Hence the scope of the naxplicit debt, thdevel ofinterest rate and
the type ofadditional tax-financing determirtee level ofthe new excess burden to be
compared with the onexistingunder an unfunded scheme. Calculatorgthe transi-
tion economies &SD of twice the GDP (see section A8) assuming @gow) nomi-
nal interest rate of 5 percent results in an interest-rate burden of 10 percent of GDP,
roughly equivalent tdhe level of socialsecurity contributions under the current un-
funded scheme imanyreform countries. Ifully developed market economigiis
would require a comparison of the excess-burdeadditional taxes (sayicome tax
or value-added tax) and social security contributions (equivalent to a labour tax in case
of no contribution-benefit link). In the reform economiaher distortiongesulting
from the additionaltax have to be taken into account, due tmady developed tax
administration, compared to social security contributiiech are levied at the

source.



Pareto-efficiency of the funded scheme - the assumption of positive externalities

The other avenue to argue for funded pensions requirastaard twist in the
intertemporal budget constraints resulting from the introduction of a funded, instead of
an unfunded scheme, or perhaps nabffecult, from the replacement of amfunded
by a fundedone. Such results, however, cannot be achieved under traditional neo-
classicgrowth considerations, buhay bederived from recent developments in en-
dogenous growtmodelling. The broad range oécently developed models provides
hints and somempirical evidence dfiow different financing mechanisms of pensions
may twist the intertemporal budget constraint, i.e. result mghergrowth paththan
otherwise.

Models of endogenous growthe.g. Romer 1990) of theform
K =O(A)0K - C maynot do therick (with K the capitaktockand C consumption).

The technicaprogressvariable ©(A) depends on externalities, such as educational
expenditurewhich are noinfluenced by a UF-FF shift, and highgmowth rates are
determined by a highenitial capitalstock. However, the equationay be given a
different interpretation imvhich ©(A), exactly A, is assumed to be relatedhe level
of financial market developments, affecting positithly productivity of capital (i.€0
'(A) > 0). Such an interpretationgs/en by Roubini and Sala-i-Mart{{1992),devel-
oping a model of financial repression in which Ahishigherthe less financiaiarkets
are repressed. Estimates basedamo (1991) datand specification, anapplying
alternative measures fbinancialmarket repression suggesin-negligible andtatisti-
cally significanteffects on the transitiongrowth rate of 0.5 to 3.1 percent p(and
tending to make the regional dummy for Latin American countries insignificant).

Theelimination of financiamarket repression is, aburse, nofully equivalent
to the development of financial markets, but the latter has received high attention in the
recent discussion on econongiowth (e.g.World Bank 1989). The contribution of
financial markets to economiefficiencyand growth is stressed by recent papers, but
the discussion itself has a long tradition. There are three, partly interrelated avenues by
which improvedfinancial intermediationmay enhance transitory and steadtate

growth rates of an economy:



() A positive impact on resource allocation, making technologicajress
(a least partly) endogenous:or example, Benvicenga and Sm{tt991) stress that
financial intermediation can shift saving frolquid (but unproductive) towardiess
liquid (but productive) capitalcausing intermediation to bgrowth promoting, or
Saint-Paul (1992) demonstrateatfinancialmarkets allowthe selection of more spe-
cialisedand productive technologies, resulting in an exterdiision of labour and a
higher growth path.

(i) A higher savingsate generated Hynancial intermediation isot neces-
sary for endogenougrowth developments, but can Iself-enforcing® In principle,
the impact offinancial intermediation (i.e. absence lgfuidity constraints) orsaving
and growth rate is ambiguous (see De Gregorio 1993).

(i)  Empirical evidence of non-automatgrowth conversion of economies
and models of multiple-growtbquilibria raisehe question of take-off conditions and
of the contribution ofinancial intermediation. In general, "baajuilibrium" econo-
miesare characterised by a |ldewvel of income financial intermediation, and of the
savingsrate. On the othdrand, the strongariation of savingates of countriesith
roughly equivalent high income levélnd ahigh degree offinancial intermediation)
raises the issue of path dependence ("savings culturédsiis@and Ghosh, 1992) and

the form of financial intermediation.

These considerations suggtsit an outward twist of thatertemporal budget
constraint is possiblthroughfinancial market developments. Although a twist in the
intertemporal budget constraint increases the presdut outputfor all generations,
two more elements are required to justify a shift from an unfunded to a funded scheme:

Firstly, a Pareto-efficient transition is feasible, a transfer scheme can be es-
tablished which allows to fully compensate the transition generation. $oskibility
is suggested by thmodel sketched ithe notes, yet the proof, taking account of re-
duced and increased excess-burden, has still to be modelled.

Secondly, the transition to a funded schemeimguortantly contribute to the
development of thénancialsector. Such ampact is suggested blye Chilean expe-
riencebut a watertight proof istill missing,and even if it existed, the question of

transferability tathe countries in Eastern Europe would ezgé* On the other &nd,



various avenues of a positive contribution cannteggined, giverthe current restric-
tions in the reform countries:

(a) Forexample, banks in central and easteunope lack long-term deposits,
and they are currentlynable andinwilling to bear the transformation risk, resulting in
short-termlending and investment behaviour. Funded pensions could provide the
long-term liability side for the banking sector.

(b) The bond market idtle-if at all-developed, and besidéshort-term) gov-
ernment treasury Isl, hardly accessibfer the enterprise sectand their longer-term
needs. Again, financial resources from funded schemes could help.

(c) After reprivatisation of socialised enterprigdsroughsales or vouchers),
there ardew financial resources tesupply fresh money (increase in equity capital) or
just to keep the share prices fraollapsing. Stock marketallies, such as in Warsaw,
are an exception and restricted tlinated number ofjuoted sharesFunded pension
money, with an appropriate institutional setting and safeguards, may help.

Nevertheless, the diversmpacts of funded pensiorsse far from clear and
certain, and overall net advantages from an UF-FFasiellikkely to depend on various

other factors, discussed next.

4, Central Questions on the Road: Benefit structure, scope of government

assets, and financial sector requirements

The experience with funded pensidhsoughout the world and thgpecial
background in the reform countries suggest acareful design othe final scheme
and the transition path are required if the potential advantages of a &Hiftrdfe to
be realised. In principle, there is a Idrsgj of stumbling blocks omthe road. In the
following, attempts arenade to identiyfsome of the perceived central questiahgch
have to be addressedgaling with (i) issues dahe benefitstructure and itéinks to
labourmobility during the reform procesgji) the scope of swapping government as-
sets for social security debgii) resulting issues oportfolio andcorporate govern-
ance; and (iv) issues tife direction ofinancialsectordevelopment and itsinimum

level required prior to the UF-FF shift.



4.1  Benefit structure: Income risk and labour mobility

The issue of benefditructureraisesmanyinterrelated questions, suchsasgle
or multi-tier structure,voluntary or mandatory participation, the treatmentaeif-
employed anémall businesstax treatment of contribution afenefits, andndexa-
tion provisions. However, it islaimedthat the most importanssue forthe reform
economies is thdecisionabout thebenefit type othe fundedscheme: defined benefit
or defined contribution plans (DBP and DCP, respectively).

It appears littlecontested that for Ergeset ofconditions of the world, DBP
are more ifine with the objectives oincome maintenance of retirement provisions
than DCP. Defining the benefit level as d@unction of the(final) earnings level and
servicerecord islikely to fit the individual workers’ interest bestAlso the employer
has an interest in this benefit type if he aae pension provisions as an instrument of
humanresourcemanagement (i.e. attracting and keeping some employk#sfacili-
tating thedismissal ofbthers). However, if social aretonomic policy considerations
impede such ase, internationalvedence suggestbat theemployer drastically looses
interest in this scheme, in particular if oy bears the redual income risKi.e. the
contribution burden).Yet, leavingthe design ofDBP to theemployer idikely to falil
in social and economic polidgrms,leading to public regulations witiegard to vest-
ing requirements, laboumobility, indexation ofaccrued pension rights, dunding
standards and requirements.

These well-known problems in developed Western market econareie®m-
pounded in the Eastern reform countries on thay from plan tanarket. Generally,
there is a great tendey to favour enterprise-sponsored DRBMRjch is linked to the
past (and partially still existing) tradition of socialised enterprises to prewidlyees
with various benefits (such as kindergartesijday resort,and access to scarce con-
sumptiongoods). Introducing DBP, perhaps ewsganised occupationally and dif-
ferentiated, however, igkely to impingegreatly on the economic reform processes,
specifically by:

(1) Impeding labourmobility and theefficient re-allocation of labour re-
sources. A successful economic reform requires a major shefsa@irceghuman and

capital) fromdeclining nto expanding industries. So fHre re-allocation wasuch



less pronounced thamitially envisaged and probably desirable. Introducing additional
impedimentsfor labour mobility may further slow down the process; atrgling to
overcome theitfalls of DBP via regulations idikely to prove costly for themployer
andmay hurt particularly vulnerablgroups of the active population (taklerly work-
ers).

(i) Hindering privatisation. Socialised enterprisestiie reform countries
are notyet fully subject to a hard budget constramgking management vergcep-
tive to generoudenefit provisions. Yet, additional and, perhapsargely unknown
liabilities resulting from DBP reduce thesellingchances to domestic and foreign buy-
ers, and employeesested interests in pension rigitay increase their resistance to
become privatised.

(i)  Exacembatinginstability on financiaimarkets and of theavingrate. In
DBP, the contribution requirement is co-determined by price developmefitaion
cial markets, reducing the required contribugg@yment bythe plan sponsor if asset
prices increase. In the reform countries, becaudagifer uncertainty and thiman-
cial markets, the asset prices kkely to bevery volatilefor sometime and this ten-
dency may be enhanced by DBP-funding mechanisms. Additiaha&lsavingsrate of
the real economynay becomehighly volatile too, since contributions t¢he funded
scheme are part of private savings.

Furthermore, theéechnical requirementer DBP (such as a largeimber of
actuaries, auditors, and trustees)ldedy to bevery high with little chance to be met

by the reform countries for some time.

For thoseandother reasons, DCP havedn advocated &ise more advanta-
geous fundedbenefit typefor the reform countries (sé®lzmannl1991b). Techni-
cally, DCP aremuch easier to implemeand administeiGreate nompediment for
labourmobility and privatisation, and have a straightforward effect on prsaategs.
The most importanpitfall of a DCP is thancome riskwhich resides witlthe individ-
ual, and partially with the government in case of guaranteed minimum pension benefits.
The income riskfor theindividual during the accumulation period etosely
linked to the level and path ofnflation andthe availability of price-indexed assets.

Only a few reforncountries in Central and Eastétarope have succeededoiringing



annual inflation down to low, two-digit levels. In most countries of the FSU, one-digit
monthly inflation is still an aimand as experienceédroughout the worldinflation
inertia is difficult toovercome. Real interesites on deposits arfiew financial assets
have become marginally positive in a few countries and for a certain period of time, but
financial markets arestill far from being able to provide indexed securities, and the
banking system is stilome way off from being rgsictured and safe. Th@ovision

of nominal annuitieshroughinsurance companies, whietne being restructured and
partially already privatiseamay be less of problem, bufprice-indexed annuities may
not be available for some time. Although it is sometimes artipa¢dvested interest of
the population in éow-inflation environment is increased bgminal savingand pen-

sion contracts, more progress in macroeconostability andfinancial market devel-

opments may be required before DCP can be fully introduced.

4.2  The scope of swapping government assets for social security debt

As discussed above, shift from an unfunded to a funded pension scheme
makesthe implicit social security debexplicit. In order to redeenthis publicdebt
without burdeninghe transition generation(s), thains fromreduced negative exter-
nalities(e.g. labour market distortions) mduced positive externaliti€e.g. financial
market developments), resulting from such a UF-FF shift, can be used. Additionally,
availablegovernment assets can be used to reduce the debt. In the context of the re-
form countries of Central and East&mrope, the assets sbcialised enterprises sug-
gestthemselves. Under such an appradepublic debtimplied inthe sociakecurity
scheme (i.e. the present valuaalbbenefit obligations taurrent retirees and workers)
could be exchanged (swapped) fpoiblic assets to be privatised. Compared to a free
distribution of assets to the populataa vouchers, the net-asset position of govern-
ment would remain unchanged, whereas under the first approach, the net-asset position
would deteriorate and would have to be compensated via future increased taxes.

This idea, while fascinating, raises, of course, the question of the scope for such
a social security debt-government equity swap. réiable estimatefor bothsides of

the swap are available, but some very tentative calculations may be provided.



As regards the scope of the Social Security Debt, for a reasonable range of
parameter assumptions (such as wggmvth and interestate) estimates inother
countries suggest a range of 20 tai8testhe annual expenditure. Takinlge average
pension expenditure share fine reform countries in 1992 of some 10 percent of
GDP, this would amount to a SSD of some 2 torigs GDP?. However, the starting
figure of some 10 percentligely to underestimate thiell obligation since it is based,
as noted above, on a low past labm@ome share iIGDP. Upgradinghis share by
proportions experienced in OECD countries wolelad to an adjuste8SD in the
range of 3.2 to 4.8mesGDP,with even highemagntudes for some countri¢$able
2).

As regards the government asset (GA) side, the magnitudegearenere un-
certain sincenarket prices for these enterprigssentially daot exist. One approach
may be tostart from acapital coefficient irthe range of 2.5 to 4nd making various
adjustments in the numerator to derive peasionable GA: (i)he capital fopublic
infrastructure has to be deducted (which in OECD countries amounts to some 20 to 30
percent of totatapital stock; see, Meyer-zu-Schlochtern 1988); pastwasteful in-
vestments needot to be deductedijnce theyare already included ithe lower GDP
estimate; (iii) the portion of enterpriseaghich areenvisaged to remain in public hands
(currently in the range of 10 to 30 perceggsentially public utilitieand strategic in-
dustries) has to be taken into account; faraly (iv) for theremainingstock, the por-
tion to be handed over to pension funds has to be determined. Takid§example
as the uppelimit, where aboubalf of total netequity ofall coporations is owned by
pension funds (Turner-Dail§992), this would lead to a range of sor@e25 to 1.4
times GDP of government assets which could be handed over to pension funds.

As to be expected from trapplied questimatioapproach, the resulting ratio
of transferable GA t&SD has a wide wedge, ranging from some 3 to 70 percent.
Tentativeempiricaldata onHungary suggesthat areasonable ratio is rather to be
found in the lower range, around some 5 to 20 percent. The cplaestin Hungary
are to transfer assets wordbme Forint 40illion to the Social Security Fund by
1994 (roughly equivalent to 100 percenpehsion expenditure 091, or 15 percent
of GDP, or 10 percent of privatisable assets). The Polish privatipioenvisages a

transfer of 20 percent of government assets the Social Security Fund(s). No estimates



of the worth ofthis assetare available. However, inview of the high expenditure
level on social security in Poland, and of the more run-down industriesatiretudes
are likely to be equivalent to the Hungarian case.

In summary, veryentative calculations suggest toaty a relatively small por-
tion of currentpublic pension obligationsould be exchanged even if majmarts of
socialised enterprisege handed over tgension funds. Ithe meantimeall reform
countries have initiated various privatisatmocedures, thus further reducing the po-

tential scope for the swap (see Frydman et al. 1993).

4.3 Portfolio management and corporate governance

Even in developed economies with important pension fuaidpprateequities
account foronly amoderate portion of total assets. Except the UK, in other OECD
countries withsignificant fundedetirement provisions, the share of stockaed be-
low 50 percentwhile the remainder othe portfolio consists aforporateand foreign
bonds, government securities, reahsstand loans, poolddnds, cash, and short-term
assets andther assetéTurner-Dailey, 1992). In the USA, thetal pension holdings
of equities amounted to a meétg percent in 1950ncreasing tal2.3 percent in 1989
(Hofmann-Mondejar 1992). In Chile, after 10 years of fast growth in pension fund, the
share ofcorporateequities amounts t@0.6 percent of total assets in 1990, starting
from zero in 1985 Santamaria 1991). loontrast to this, in the refor@conomies,
after a swapessentially all othe portfolio ofpension fund(s) would consist obrpo-
rate equities.

This potential dominance aforporateequities in the portfolio of &unded
scheme in the Central and Eastern European reform economies raises issuiesIs
which need to bassessed, intatia: (a) the portfoliadiversification of pension funds.
Since efficienfinancial markets willnot exist for somdime andother pricing mecha-
nismsare likely to be deficient, a normal risk diversificatiocannot takeplace and
would have to be replaced by alternatmechanisms; (b) the determination and
backing ofthe individual asset position. Whereas thlividual and totalpension
rights to be swapped can be quantified moress easily, in view of a lacking pricing

mechanismthe value ofthe corresponding assetsnisichmore uncertain.This may



affect the role of government (fbenefitguarantees) or thagesign ofthe swap (e.g.
the age groups concerned); (c) thember of pension funds to beeated and the dis-
tribution of privatised assets. gmall numbermay beadvantageous with regard to
staffing and public surveillancbkut it reduces thpossibility of diversificationand, (d)
the role of pension funds in corporate governance.

The purpose of privatisation (and the endowmempeokion funds with GA) is
not anominalchange in ownership, but amprovement irthe efficiency ofresource
allocation and productivity gains from whitlie current and future generation of retir-
ees can profitoo. For manyobservers of the reform process, the cemgale for the
success of privatisation and theerall reform program ighe question of what wifill
the gap created by the withdrawal of #tatefrom the position of control (se=g.
Frydman and Rapaczynski9®). As regards the SSD-GA swap, additional issue
emerges: lorder to swap\en a modest share 86D, thepension funds have to be
endowed with an important share of former G#gking them amain shareholder of
privatised enterprises. Then, however, the question arises whethgrath&isa funds
are able to exert theecessargorporategovernance (core ownership),ewen, if they
could-or arewilling or ableto-attractsufficient foreign financing. Iparticular, if the
statepension fundwere the main shareholdemedibility problems amongotential

investors may persist.

4.4  Financial sector: Development lines and minimum requirement

The introduction of funded pensions in economies with nantyr rudimentary
financial markets resemblethe hen-egg problem: As a prerequisite to introduce
funded pensions, some kind fafancial market must already exist tehich the intro-
duction of funded pensions should contributéhis raisesghe issue ofthe minimum
financial sector toexist before even th@mplest form of funded pension schemes can
be introduced. In absence of this, sauhimum conditions have to be created. A
detailedanalysis ofthe issue is quitedefinitely beyondthe scope othis paper, and
quite likely beyond my expertise. Hence, this sectianits itself to two pertinent
guestions: (i) What is the direction the developmeiffinahcialsector isaking?; (ii)

What are the minimum requirements of the financial sector?






Financial Sector Developments

Introducing funded pensiomertainly shifts¢he origin, andopefully increases
the supply of financialesources in the reform economiéhis leavesnanyquestions
open, in particularwhich institutions should be in charge ffancial intermediation,
and hence undertake the risk assessment and risk diversification, andhiglsassets
should bepredaminantlyacquired (equity or debt). The introduction of (private) pen-
sion funds does not answer these questions because firstly, pension fundsirogly be
an organisational institution, out-sourcing investment decisions arngdiveskification;
and secondly, the capacity of taking on fille scope ofpension fund activities also
depends on the direction afelel of the development of tHeancial sector in an
economy. Those guestions arise even in a developed market economy and the answers
arelikely to depend on the predominanbdel offinancialintermediation, i.e. German
or Anglo-Saxon. The problems become more glernwhenthe financial sector is
hardlydeveloped, and the questionfiaiincialsectorreform or creation, and theain
direction it should take, has to be addressed first.

Initially, discussions on &nancial sectorreform (or creation) in theformerly
planned economies had been characterised by disputes between supporters of the bank-
based and of the (securities) market-based model. Proponents of the bank-based
model claimedhatuniversal banks (allowinfpr commercial and investment activities)
shouldtake thelead in financingand supervising enterprisestructuring. Supporters
of the market-basenhodel arguedhat the structurgbroblems ofthe bankingsector
cannot be overcomesasily, so firms will hve tolook for equity and bond markets for
sources of new capital. Thesue ofcorporate governancghich isnot solved by
privatisation alone, however, has shifted general opitmovards thebank-based
model, and most observers nowadays argue stronggniog bankrestructuring and
privatisation highest prioritfe.g. Blommestein andSpencer 1993Szekely 1993).
Giventheinitial situation, it is generallgeniedthat anequity market caput competi-
tive pressure on enterprise management, and it is further atguedjuity and bond
markets lack adequatiquidity, regulatory oversight, information disclosure, and
clearing and payment systems. Consequently, unless &anksstructured anmdade

fully functional, development of security markets will be constrained, too.



In the absence of a developed security market, pension funds catisotirce
the financialintermediation to investment funds aaue likely to beconstrained to un-
dertake thdinancialintermediation themselves. In a few countries, investment funds
are emerging from mass privatisation schemes, but their fab@amecingandmanaging
privatised enterprises remains todsen. Funded pensionstire form ofindividual
retirement accounts can, of coursegbtablished withithe banking system.The lat-
ter, however, isstill very muchconcentrated, burdened with bad or underperforming
loans, little competitive and with deposits moderately remunefiatetew of the high
interest rate spread to compensate for the weaksdsgtrendering this optiamot a
very attractive one for théme beingeither. Thissuggests that priareforms of the
financialsector are required before privated funded pensions can introdusedse-

fully (discussed next).

Identifying the Minimum Financial Sector Conditions

A key objective of pension-fund type institutions is to achieligla realrate
of return on assets at an acceptable mgkle matchingthe time structure of assets
and liabilities. Thisrequires technical capacities and also institutipoabibilities of
risk assessment and risk diversification (bestdesusual institutional framework to
safeguard the individual against unsound operations @finldemanagers)Two polar
solutions may be suggested for countries with an underdeveloped financial sector:

A highly centralised solution, witlonly one national pension fund,saong
government involvement torevent shortcomings and to compensatdaitking mar-
kets, andmajor financialand technical assistance from international institutions (such
as the World Bank) have been proposeddsist the introduction of fund@eénsions
in low-income transition economies (Johnson 1993).

The alternative is a decentralised approachhich privatelyowned and man-
aged pension fund institutions operate in an increasingly privatised and market-oriented
environment. My conjecture is that this type of approach is fedike for a fast de-
velopment offinancialmarkets and for theupport of growth. On the othband, the
starting conditions for both the conventional regulatory framewogens$ion funds

(such as supervision, auditiregc.)and thenitial financialmarket conditions arékely



to be higher. What the conditions ar@esy muchopen to discussion, and in the fol-
lowing a preliminary attempt to identify these conditions is made:

0] A properlegal environment, includingegulations on (centratommer-
cial and retail) banking, bankruptpyocedures, and accountinthis is often claimed
to be the most important prerequisite for a sound and diablecial systeme.g.
Szekely 1993). Asegardsbanking legislationthe process iadvancing fast. As re-
gards the otheelements of legislatiorprogress isnuch slower and also much more
diverse in and among the reform countri&et, theexistence of a legal framework
alone islikely to be insufficienandmayrequire some testing and experience before a
reasonable risk assessment and diversification can take place.

(i) A solution of the bad delproblem ofthe banking systenthe elimina-
tion of inter-enterprise arrears, and in some countries also an adequate solution of the
concessional mortgage problem. Withthdse solutions, theconomymay remain in
a "bad equilibrium”, and the pension fund assets endangered.

(i) A stable macroeconomic framework allowiftg low, or at least not
accelerating inflation, a monetary poliagdfinancialsector reglation providing non-
negative real interest rates @inancial assets, and &scal policy setting thefiscal
stance independently of available pension fund mongkile a risingnumber of re-
form countries caffulfil with the firsttwo conditions, the lattemay bemore difficult
to achieve. Essentially all reform countries are struggling with budgetary problems and
it appears that higher deficit is mostly onlprevented by thémited access to private
sector financing (and the explicit restrictions to monetarfinancing under IMF-
supported programs).

(iv) A more competitivdinancial sector. Financialmarkets arestill largely
segmented, over-concentrated and the government is the predominant owner of the
commercial banks. Albeit governmenay lave to become more stronghywolved in
the development of thignancial sectorduring the transition, privatisation ofraajor
share of thdinancial sectorand the opening to foreigmancial institutionsmay be
required up-front in order to reduce the incentives to abuse market power and to avoid
the higher costs offinancial intermediation (whichare either an excess burden or a

rent, both equivalent to a tax on pension fund money).



(V) Financialassets diversification. Besidkankingdeposits, thgension
funds should have access to treasilty and bonds; and perhaps to enterprise bonds,
too, toallow for aminimum liquidity managemenand risk diversification. The need
for havingaccess to foreigfinancialassets as minimumcondition is debatable. Un-
doubtedly, this would enhandke riskdiversification and ease risk assessment, and
exert pressure on government to conductealible economic policy. Otine other
hand, this would require capital account convertibility, which would lengthdisttioé
prerequisites.

None of the reform countries in Central and Eadienopecurrentlyfulfils all
these conditions, although the CzeRbpublic, Hungary and Poland, and perhaps
Slovenia, too, have made important progress andhitiiemum conditionsmaysoon be
met. In other reform economies, in particular inGh®, progress immuch slower (see
EBRD 1993). Hence, if a UF-F$hift were to take placehis would require either a
speeding-up of th&nancial sectorreform under a decentralised approach, or the im-

plementation of a centralised solution with other likely problems.

5. The current funded pension discussion in Eastern Europe

The idea of funded and private pensions in additionor as aubstitute for
unfunded and publicetirement provisions has been ventured in Central and Eastern
Europesincethe beginning of economieform. In one country Romania - elements
of a quasi-funded scheme existed even prior to refofet, in noreform country has
a UF-FF shift been seriougbursued, ananly in one reform country so far-Latvia-a

proposal is being developed.

Romania in 1977 introduced a supplementary pension scheinieh is no-
tionally on a funded basi¥he scheme is of defined benefitype, with a replacement
rate of 7 percent (for a contribution period of between 5 and 10 ymsang)step-wise
to a replacememtate of 16 percent (for a contribution period ofy2ars and more).
The mandatory contribution rate was originally set at 2 percent, and has been 3 percent
since 1986 (whethe voluntary contribution of 2 percent was discontinued), and is

paid by theemployees only. According the original concept, thenitial high surplus



of contribution revenue ovérenefit expenditure should allawe build-up offinancial
reserves, thus keeping the steady-state contribizttebelow the pay-as-you-devel
since additional revenue is derived from intereatsied. The concept amdplemen-
tation, however, are threatened from various sides, inter alia:
() Thenominalrate of return of 3 percemstipulated by lawmay lave been
sufficientunder paseconomic conditions and tliision of zeroinflation. In view of
the very high inflation sincd 990, this fixed rate implied a huge inflationax on the
insured, amounting to some 2 percent of the reserves in 1990 and to over 60 percent in
1991 (equivalent to 2.3 percent of GDP) and to almost the same magnitude in 1992.
(i) The use of those reserves to provide "creditsliliog social pension
programs (to the agriculture insurance scheimee1990) has been seendther parts
of the world,leading ultimately to a depletion the funds and putting amitially
funded scheme back on a pay-as-you-go basis. A continuation of 4andiag ap-
proach" inRomania runshe danger of loosingredibility for future funded provisions

in whatever kind they are proposed.

The reform in th&Czech Republicenvisages a revised public scheme, consist-
ing of aflat-rate and an earnings-relatealrt, providing moderaténcome replacement
for the low andniddle-incomegroups, and aupplementary pension sche(&S) on
a voluntary basis. The reform draft fibre public scheme is stilinder discussion,
while the SPS, adopted IBarliament, exhibitthe following salientfeatures: (i) Pre-
dominance of a defined contributiptan; defined benefit plarese restricted to dis-
ability pensions and long-service pensions (a gift to miners);ar(yi) citizencan join
any pension fund; (iiistipulation ofminimum vesting period and (partial) portability
of acquired pension rights; (iv) nax preferences fa@mployers’ contributions; em-
ployees’ contributionare tax-exempwhile returns oninvestment and benefits are
taxed. The government provides a graduatdssidy tothe individual pension fund
contributor.

While the generadtructure of the enactesipplementary pension scheme may
assist private and funded pensions, and thayg promotefinancial market develop-
ments, central questions remain, in particular dine@ublic scheme hasot yet been

reformed.



Hungary has a very comprehensive and expensive public pension scheme and
reforms so far arémited to adjustments in theenefit formulathe introduction of
automatic indexation withet average earnings, anglanned increase itne retire-
ment age for women from age 55 to 60 by the year 2003amaonisation withhat
of men. In view othe high number ofetirees, théenefit level remainbw, and the
replacementate for arising share ofmiddle and high-incomearnergemainsinsuffi-
cient. Forthis reason, and perhaps also to preff@eground for an enhancieulpor-
tance of private and funded schemes, a draft proposal on voluntandadihal pri-

vate pensions in the form of individual retirement accounts is under discussion.

The most radical proposal at government level for a reform is under elaboration
in Latvia. The general idea is to substitabte currenpublic and unfunded pension
scheme by a fundeshe,while usingprivatisation assets to compensate the transition
generation. Latvia has, in principle, good starting conditions to mhoov&rdsprivate
pensions: The current benefits assentiallyflat-rate, thepublic debtlevel islow, and
Riga, the capital and former Hanseatic city, has a long tradition &saheial centre
of the Balticsreaching well intdRussia. Yet, at themoment, theofficial proposal is
still rather vague andot very consistenthighlightingthe many operissues in reform
economies:

() The current proposanvisageghe provision ominimum benefits for
the elderly on a social assistance basis orience, everybody from age 65 onward
and not eligible to pension provisions ootherincome may applyfor means-tested
benefits, to be supplied by a contribution-financed first tier. This raisesetheown
issue of moral hazard, and the reform countries algechnical issues of means-
testing on a large scalevrew of important grey-market activitiegcking income-tax
files, and local government administration under restructuring.

(in) The proposedunded second tier is to be mandatonyy for civil ser-
vants and related professions, but voluntarylaftdo occupational arrangements for
all other workersand self-employed. The envisagidined benefit plan raises issues

discussed above, and the proposed voluntary character of the second tier for most of



the population, togethewith the assistance-type nature of the first tier ramasy
distributional questions in view of myopia and market failure.

(i)  The proposal assumedimancing ofthe transition through the use of
government assets to be privatised. At the moment, however, the stiap#itas is
still unknown and also the scope of government assets patbet thedisposition of
the pension scheme. However, it appaartkely that an important share of the so-
cial securityliabilities can be swapped for government assets. Onthexhand, the
government opposes a pension-reform induced widening of the budget deficit.

(iv)  With regard to financial sector regulations, the current propasains
mute. Informationabout theconditions of thefinancial sector inLatvia, however,
suggests that despite important progress inbtnking reformthe minimum condi-
tions outlined above will be fulfilled in a few year’s time only.

It seems eviderthat theLatvian current proposal istill too inconsistent and
leaves toananyquestions open to be taken seriously. However, alternative proposals
for a UF-FFshift arebeing developééd and if successful and implemented, caile

the whole discussion on pension reform in Central and Eastern Europe a new twist.



6. Conclusions

The paper investigated the potential contribution of fungkEasions to the
overall economic reform ithe Central and Eastern European countries on their way
from plan tomarket. Sinceéhe reform agenda is long and paved \wtmy open con-
ceptual ancempirical questions,only a few selectivdout hopefully importantissues
could be addressed. Nevertheless, the following tentative conclusions emerge:

() For the reform countries, a Pareto-efficient (partial) transitioom
their current unfunded to a funded scheasyen principle, feasibleThe insistence on
Pareto-efficiency fothose countries appears important iemw of the welfarerecord
of the transition generation and the need for a consensus solution.

(i) A shift in the financing mechanism is reubstitute for reforming cover-
age,eligibility criteria (most importantly an increasetire retirement age), and the
benefitstructure of the retirememcome scheme. The Pareto-efficiency of a change
in the funding mechanism has to be judged against these imperative reforms.

(i)  For thefunded scheme, a defined contribution pégopears the most
appropriatébenefit form. It issuggested that @efined benefit plan ikely to impede
economic reform via reduced labour mobility and other obstacles for economic restruc-
turing.

(iv)  The movetowards afunded scheme, makintpe social security debt
explicit, can be facilitated ke use of government assets to be privati¥es. tenta-
tive calculations suggest a modssbpe for a social security debt - government asset
swap, raising additionally questions of corporate governance.

(V) The shift towardsfunded pensions couldelp to develophe financial
sectorand thusnay bring the reform countries morapidly towards ahighergrowth
path. Yet, for theime beingthe financialsector in theeform economiemaynot be
sufficiently developed to allow introduction of funded pensions on a large scale. What
the minimum conditions for thdfinancial sector areand how they can be introduced

rapidly is still open for discussion.



Notes

! For a compact presentation of the initial and current reform issues see Blanchard et al. (1991 and
1993).

2 For example, Deutsch, A. (1991); Hobbs et al. (1991); Topinski and Wisniewski (1991); Jenkins
(1992); Chung (1992), Fox (1993) and Johnson (1993).

® The paper refers essentially to the East-Central European countries with progress in economic re-
form, namely Hungary, the Czech and Slovak Republic, Poland, Slovenia, Bulgaria and Romania, and
the Baltic countries (Estonia, Latvia and Lithuania).

* The overall social security contribution rate, covering sickness payment, health, pension, unem-
ployment and a few family benefits reaches in Hungary, in 1993, 60 percent, of which more than half
goes to the public pension fund. The rate in the other reform countries is lower but rarely below 50
percent. The rates of 31 percent in Lithuania and 38 percent in Latvia do not finance health, and
require rising transfers from the state budget.

® For the overall fiscal issues of countries in transition, see Tanzi (1992, 1993).

® Various constraints can be found in Western industrialised countries as well (see Holzmann 1988),
others are special to the reform countries ( see Holzmann 1992).

" The Pareto-efficiency of an unfunded pension scheme with no distortions has recently been shown
within a standard OLG model for open and closed economies (Breyer 1989, Breyer-Straub 1993).

8 The Swedish and Norwegian scheme can be claimed to operate along these lines, providing a uni-
versal flat rate and a contribution-financed earnings-related tier. In the German system, the earnings-
related scheme is very closely linked to life-time income and working record, and distributional con-
siderations are handled outside the pension scheme via social assistance payments only.

° For calculations of the sensitivity of inter-generational and macroeconomic effects depending on the
form of tax financing, see Arrau and Schmidt-Hebbel (1993).

10 Borrowing from Villanueva (1993), the assumeftects of avenué) and (ii) caneasily be
introduced to make the modaéviate from a neo-classic growth modeid thespecificationcan be
thought of as a reduced form of models introducing financial markets explicitly:

1) dK/dt= gk,..) Y-8 K

) dT/dt=a(k,..) K/ L+AT

The savings rate s depemuissitively onthe depth@ndsophistication of financial markets, summa-

rised by the parameter and the change in technical progress dTédt, doeshot only depend on the
exogenously givefabour-augmenting rate of technical progresbut also on dearningcoefficient,

which is positively effected bx andpossibly byother factors emphasised in literature (such as the
level of export orientation and the share of educational expenditure). The impact of financial markets
on the learningoefficientcan be motivated by the increase in $peed of diffusion of technological
knowledge, management capacities or intersectoral externalities. As atheselguilibrium growth

rate of the economy is positively dependent on the level of

Ba)  (dY/dd/ Y= ¢k,..) f( K)/ K+d

(3b) =a(K,.. )k[H+A +n

with k* the equilibrium capital intensity measured in efficiency units of labour (k = K/N = K/(TL)),

but it degresses to the traditional result of neo-classic growth theory @. Increases in the savings

rate fora > 0, however, will not only rise the warranted capital/efficient labour ratio k (as in the tra-
ditional growth model), but will also increase the equilibrium growth rate (which is unaffected by the
saving rate in the traditional model).

™ For claimed effects of financial market deepening in Chile after the pension reform see Valdés-
Pietro and Cifuentes (1990).

2 The upper estimate of this multiple can be cross-checked under the assumption of wage growth equal to
the interest rate, and a constant demographic structure. With, on average, some 15 to 20 years of
retirement spell, the accrued obligation amounts to 7.5 to 10 times the annual expenditure. In addition, the
accrued obligation with regard to the current working generations have to be taken into account. With
some 30 to 40 years of average activity, the accrued obligation amounts to some 15 to 20 times the annual
expenditure. Taking both upper estimates for the retired and working generation together results in accrued
obligations of 30 times the annual expenditure. Of course, price indexation instead of wage indexation (or
a positive interest-wage difference) reduces this estimate.

13 For example, along the lines of a two-tier scheme, consisting of a public and unfunded flat-rate

tier, and a mandatory, private and earnings-related sector tier (based on a defined contribution plan),



see Fox (1993); or .the "Swiss Chilanpore Model", in which the first tier consists of a flat rate and a
restricted earnings-related component, see Vitas (1993).
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