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Foreword

Pension Reform in Europe: Process and Progress presents seven papers on
the political economy of European pension reform. They are revised
versions of papers that were originally presented at a workshop jointly
organized by the World Bank and the International Institute of Applied
Systems Analysis (IASA) in Laxenburg, Austria, in which senior experts
from European Union (EU) member and candidate countries, other
European countries, the European Commission, the World Bank, and
ITASA participated. Because there is much more agreement among coun-
tries with respect to the objectives of the reform than with respect to the
modalities and parameters of the reform process, Pension Reform in
Europe focuses on the process. The papers offer some answers to perti-
nent and critical questions, such as what starts a reform and what makes
it successful; what helps to accelerate such a reform under a common
European roof; and what makes a reform sustainable in a complicated
world of intergenerational contracts and competing interests?

This book is especially timely. Pension reform is an important topic
that is high on the agendas of most European countries. All European
countries are profoundly affected by an aging population, which is the
result of lower fertility and increased life expectancy, changes in family
structure, and the effects of globalization. If changes are not imple-
mented into the current system of retirement income, a shrinking num-
ber of workers, especially younger workers, will be burdened with the
responsibility of providing for an increasing number of the elderly.
Unless changes are implemented fairly soon in the current retirement
income systems, this burden on workers and on public budgets will
become more and more overwhelming, and will result in defaults on
past promises. This would hurt the very vulnerable elderly.

Clearly, major reforms are needed, and these reforms must ensure
the sustainability of retirement income systems. The reform program
will need to combine measures to (1) delay retirement, (2) introduce
changes in the benefit structure, and (3) diversify the sources of retire-
ment income to better balance individuals’ risks. Delaying retirement

vii
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requires reforms of the pension systems that would—regardless of
the method of financing—provide incentives for workers to remain in
the labor force longer and the capacity for them to do so. Changes in the
benefit structure need to respond to changes in family structure and to
the way labor markets operate in an increasingly integrated world.
And increasing the diversification of income sources requires the con-
sideration of a larger role for funded pensions.

Ironically, the very success of European pension systems in securing
income adequacy in old age is making reforms more difficult today, in
part because these reforms increase the fears of economic insecurity
among the elderly and future retirees. Because these reforms will affect
income security for the most vulnerable, measures to protect these
groups are needed so that a coherence is established between the eco-
nomic and social goals of the reform of retirement income systems.

Several European countries have started to introduce reforms aimed
at the sustainability of their retirement income systems. These reforms
include steps to strengthen the link between pension benefits and contri-
butions; to prolong the contribution period needed to qualify for a full
pension; and to diversify sources of retirement pension provision so that
private pension funds play a larger role in securing adequate retirement
income. European Union accession countries, such as Bulgaria, Estonia,
Hungary, Latvia, and Poland, have introduced important pension reform
efforts along these same lines or are about to do so. The same applies to
EU countries, such as Denmark, Italy, the Netherlands, and Sweden.

Many more European countries are preparing their pension reforms
and we hope that they may profit from the book and the papers its pre-
sents. While the responsibility for the views expressed in the papers
belongs to the authors, and not to the conference participants or the
World Bank, we believe that Pension Reform in Europe: Process and
Progress constitutes a valuable attempt to clarify some of the most
important issues—particularly those surrounding the process of reform
itself—with the understanding that each country faces a different set of
circumstances and constraints.

Johannes F. Linn

Vice President

Europe and Central Asia Region,
World Bank

Jean-Francois Rischard
Vice President

External Affairs (Europe),
World Bank



1
Accelerating the European Pension
Reform Agenda: Need, Progress,
and Conceptual Underpinnings

Robert Holzmann, Landis MacKellar, and Michal Rutkowski

ension reform gets more attention in countries throughout Western,

Central, and Eastern Europe than any other topic on the economic
reform agenda, but in no area of the European policy debate has progress
been more uneven. Why has reform progress been greater in some coun-
tries than in others? Why has the evident need for reform not prompted
reform progress? To help accelerate the reform agenda across Europe, the
contributors to this book seek to offer a better understanding of these issues.

This first chapter begins by outlining the need for comprehensive,
pan-European pension reform, a need that arises from three main factors:
budgetary pressure, socioeconomic change, and European economic inte-
gration. This chapter also summarizes the progress of reform to date
across Europe, in part through an extensive annex that covers the 15
European Union (EU) countries, the 10 European Union accession (EUA)
countries of Central and Eastern Europe, and Croatia. The annex to this
chapter details recent demographic and retirement trends; the current ade-
quacy, affordability, and sustainability of the countries’ pension systems;
and the directions that reforms are taking. The information gathered in the
table reflects the findings of an innovative policy conference, “Learning
from the Partners,” that in spring 2001 brought EU and EUA country offi-
cials together in Vienna, Austria, to study one another’s reform progress.
Finally, we assess the “open method of coordination” that the European
Commission has adopted to further the progress of pension reform
Europe-wide, and we conclude that, although useful, the process may be
insufficient to produce rapid and comprehensive European reform.

The other chapters in this book explore the political economy of pen-
sion reform globally to better understand what triggers reform, what
shapes reform outcomes, and how reform progress is made. Those chap-
ters were produced for a conference on the “Political Economy of Pension
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2 PENSION REFORM IN EUROPE

Reform,” held at the International Institute for Applied Systems Analy-
sis (ITASA) at Laxenburg, outside Vienna, in tandem with the “Learning
from the Partners” conference in 2001. Together, these articles constitute
an important contribution to the expanding literature on the political
economy of pension reform. Drawing on a variety of analytical and
empirical perspectives from economics and political science, the con-
tributors present up-to-date analyses of reform progress in Europe and
Latin America and of the role that international organizations have
played in furthering the pension reform agenda. We hope that this and
the other chapters will motivate and inform needed pension system
changes across Europe.

The Need for Rapid, Comprehensive,
and Pan-European Pension Reform

The need for pension reform in the European Union and European Union
Accession countries arises from three factors: First, the current high
expenditure level and related budgetary pressure will only worsen,
given the projected further aging of populations. Second, ongoing
socioeconomic changes are rendering current provisions inadequate.
Third, European economic integration and the common currency will
prompt higher levels of internal and external migration, but current
retirement provisions do not support this needed labor mobility.

The expenditure level for public pensions in most Western European
countries is well above that of other industrial countries at a similar
income level. The average pension expenditure as a percentage of gross
domestic product (GDP) for the 15 EU countries in 2000 amounted to
10.4 percent. [That estimate is low because it includes only the expendi-
ture under the projection exercise of the Economic Policy Committee (EPC
2001); the Organisation for Economic Co-operation and Development
(OECD) estimate is about 1.3 percentage points higher (OECD 2002)].2 The
average for the non-European and affluent OECD countries—Australia,
Canada, the Republic of Korea, Japan, New Zealand, and the United
States—in 2000 was about 5.3 percent, that is, roughly half. In the EU only
Ireland (4.6 percent) has similar levels. This difference is also shared by the
accession countries in Central and Eastern Europe. With the exception of
Romania (5.1 percent), all others have expenditure shares close to (and in
Croatia, Poland, and Slovenia, well above) the EU average and hence
much higher than non-European OECD countries, despite an income
level of one-quarter or less. Poland’s pension expenditure, at close to
15 percent of GDP, rivals that of Austria and Italy as the world’s highest
(figure 1.1). Population age structure does not explain the gap between
these expenditure levels and those in non-European OECD countries.
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Figure 1.1 Pension Expenditure in EU and Accession Countries
(plus Croatia), 2000 or latest (percent of GDP)
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Sources: EPC (2001) and World Bank documents.

Rather, the gap reflects differences in benefit level and retirement age. The
replacement rate in high-expenditure countries is generally much greater
because public (largely unfunded) pensions are little supplemented by
private and funded arrangements (except in Denmark, Ireland, the
Netherlands, and the United Kingdom). The effective retirement age is
typically low as a result of incentives for early retirement in current
schemes and past deliberate labor market policy that attempted to keep
the unemployment rate low. The demographic component in pension
expenditure is going to increase under unreformed systems as aging in
Europe accelerates.

In Europe the total fertility rate has been below replacement level (i.e.
some 2.1 children per woman) since the 1970s in the west and since the
1980s in the east, and there are few signs of a rebound from the current
low levels. On the other hand, life expectancy is likely to increase during
the next 50 years by 4.2 years for women and 5 years for men. As a result,
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Table 1.1 Projections of Old-Age Dependency in EU Member States
(ratio of people over age 64 to the working age population, percent)

Member state 2000 2010 2020 2030 2040 2050
Belgium 28.1 294 35.6 45.8 51.3 49.7
Denmark 24.1 272 337 39.2 445 419
Germany 26.0 329 36.3 46.7 54.7 53.3
Greece 28.3 31.6 35.8 417 51.4 58.7
Estonia 271 289 33.1 41.7 55.7 65.7
France 27.2 28.1 359 440 50.0 50.8
Ireland 194 19.1 245 303 36.0 4472
Italy 28.8 338 39.7 49.2 63.9 66.8
Luxembourg 234 26.2 31.0 39.8 45.4 41.8
Netherlands 21.9 24.6 32.6 415 48.1 449
Austria 25.1 28.8 324 43.6 54.5 55.0
Portugal 25.1 26.7 303 35.0 431 48.7
Finland 245 27.5 38.9 46.9 474 48.1
Sweden 29.6 314 37.6 427 46.7 46.1
United Kingdom 264 269 320 40.2 47.0 46.1
EU15 26.7 29.8 35.1 43.8 52.4 534

Source: EPC (2001).

the old-age dependency ratio for the EU15 is projected to nearly double
from 27.7 percent in 2000 to 53.4 percent by 2050 (table 1.1), based on
rather optimistic assumptions about total fertility rate (assumed to rise
again to 1.8 children per women in most countries) and life expectancy
(assumed to rise less than in the past). The projections for the EU acces-
sion countries are very similar (United Nations 1998). Based on this pro-
jected change in the old-age dependency ratio, and given a no-reform
scenario, pension expenditure would roughly double.

Naturally, such a radical expenditure increase would not necessar-
ily materialize because some reform measures have already been
enacted, and system dependency ratios (beneficiaries to contributors)
may not deteriorate to the same extent as do old-age dependency
ratios. Greater labor force participation by women is likely and that of
the elderly may increase. At least, this is the scenario put forth by the
Economic Policy Committee of the EU and by the country projections for
the period 2000 to 2050 (EPC 2001). As a result, the average EU pension
expenditure (captured under this exercise) is projected to only increase
from 10.4 percent of GDP in 2000 to a peak of 13.6 percent around 2040
(with a projected fall from 5.5 to 4.4 percent for the United Kingdom,
but almost a doubling for Spain from 12.6 to 24.8 percent). This mod-
erate projected 30 percent increase in the average expenditure level
(compared with a pure demographically induced increase of some
70 percent) is estimated as a result of lower benefit ratios (average benefits
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compared with GDP per capita) and higher employment ratios (employ-
ment to population aged 15 to 64 years). We strongly conjecture, how-
ever, that this modest increase in EU average pension expenditure levels
will require major changes in the pension schemes and their incentives
for enhanced labor market participation and delayed retirement deci-
sions. Put differently, a further major increase in pension expenditure
can only be prevented if major reforms take place. The EPC commis-
sioned and published their optimistic projections as part of the politics
of the EU pension reform process.

If there were no budgetary and demographic pressures for reform,
however, there still would be a need for most European countries to
realign their pension systems with socioeconomic changes. Three changes
stand out: increasing female labor force participation and changing family
structures, the rise in atypical employment, and the need for lifelong
learning.

In the EU countries, the labor force participation of women has
increased substantially in recent decades. In the formerly centrally
planned countries, women'’s participation was very high, but it decreased
during the countries’ transitions to a market economy. Although there
are differences among EU countries—for example, in Italy the 53 percent
female labor force participation rate in 2000 was low in contrast with
Denmark where the 83 percent female participation rate is almost equal
to that of men—a further increase is projected for all countries. The EU
average is projected to increase from 67 percent to 77 percent, whereas
the participation rate for men will remain largely constant at approxi-
mately 85 percent. So far this change in female labor force participation
is little reflected in the pension benefit structure. The benefit rules largely
reflect the traditional image of a working husband and a childcaring
housewife who needs a widow’s pension for her protection in old age.
But eligibility for such a pension is complicated by the rising divorce
rate—already some estimated 50 percent of marriages will not survive in
both EU and EUA including the second or third marriages. To ensure
gender neutrality, survivor’s pensions in many countries have been
extended to male spouses, but in order to deal with the budgetary con-
sequences ceilings and tapers for the joint pension have increasingly
been introduced. Only a few countries have moved in the direction of
establishing independent rights for spouses, that is, the individualiza-
tion of pension rights. Benefit traps for women still exist in many coun-
tries where there are incentives against rejoining the labor market or
remarrying when a woman becomes eligible for a survivor’s pension.

A more recent development is the rise in atypical employment, that is,
the reduction in full-time salaried employment and the increase in part-
time employment, pseudo self-employment, and temporary employment.
This development may be ascribed to globalization and competitive
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pressure that make full-time employment more rare, or it may be linked
to more self-selected flexibility in the labor market (including the choice
of retirement provisions). Whatever the reason, these atypically employed
people do not fare well under many current pension schemes, which
are based on the full-time employment fiction. Again, reform (and strict
contribution-benefit relationships) are needed.

Finally, many pension schemes still assume the strict life-stages sepa-
ration of education, work, and retirement leisure. But a modern econ-
omy and the need for lifelong learning require a pension scheme that
encourages rather than impedes the mixing of those three activities—for
example, going back to school after years of work, bringing (retirement)
leisure forward, or taking up work again after retirement (say, from ages
70 to 72). Most current pension schemes discourage such flexibility.

The third major impetus for a pan-European pension reform approach
resides in European economic integration and the objective of common
markets for goods, services, and factors of production under a common
currency—the euro. This objective has implications for the provision of
retirement income: budgetary implications, the need for more labor
market flexibility, and the need for enhanced labor supply in an aging
population.

The concept of a stable common currency in Europe is linked with the
Maastricht fiscal criteria to keep the fiscal deficit below 3 percent and pub-
lic debt below 60 percent of GDP. Although the selection of the criteria may
be questioned (Holzmann, Hervé, and Demmel 1996), the objective is
sound: to avoid fiscal expansion that detracts from the internal and exter-
nal value of the euro. To comply with the related growth and stability pact,
the 12 “euroland” members engage to achieve a structural budget deficit of
zero percent (to allow for fiscal expansion when cyclically needed). But
many countries will not be able to achieve a zero budget deficit in a sus-
tainable manner unless the pension system is reformed and the explicit or
implicit transfers from the budget are curtailed. In Austria, for example, the
pension-related deficit amounts to almost 5 percent of GDP.

Room for budgetary expansion (and contraction) is needed in a com-
mon currency area because exchange rate and interest rate policies are
lost and few other instruments are available to deal with asymmetric
shocks that hit some member states but not others. Given that fiscal pol-
icy in an integrated economic area is only mildly effective because of
high leakages to other regions or compensating private sector savings,
however, another main policy instrument has to come into play—that is,
labor market flexibility through wage flexibility and migration. Empirical
evidence from the United States suggests that although wage adjustment
during regional crises is important, the main adjustment mechanism is
migration from (temporarily) contracting to expanding regions. For
Europe both wage flexibility and migration are likely to remain less
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important because labor markets are more rigid and there are cultural
and linguistic barriers. But both mechanisms must be strengthened there
if delayed adjustments after demand or supply shocks are to be avoided
(a la Argentina?). One important instrument for strengthening these
mechanisms does not yet exist: a pension system that allows for full
labor mobility across professions and states. In many European coun-
tries, pension rules that differ for public sector and private sector work-
ers impede mobility between the sectors. Mobility between states exists
notionally for public schemes (but less in reality), but full portability for
corporate and voluntary funded systems is still under discussion. There-
fore the EU does not have a harmonized, even less a coordinated pension
system, which characterizes other economically integrated areas under a
common currency (such as the Brazil, Canada, Switzerland, and the
United States). These federations or confederations exhibit many differ-
ences at state or province levels (including taxes or short-term social ben-
efits), but they have one thing in common—a retirement income scheme.

Finally, the external value of the euro is likely to be determined or
codetermined by the growth expectation of Europe (compared with the
United States or other currency areas). Current-period balances or imbal-
ances in flows of goods and services or even the net-asset positions of
countries are increasingly expected to lose their importance in deter-
mining the relative price of a currency under globalization. Productivity
growth can compensate only partially for the effects on GDP growth of
the projected EU15 population decline (13 percent between 2000 and
2050), and higher productivity requires mechanisms to reallocate work-
ers from shrinking to expanding sectors and regions. If aging and the
declining population are not better offset through higher labor market
participation, delayed retirement, and increased external migration, the
impact on GDP growth will be substantial, but enhanced labor force par-
ticipation and delayed retirement require appropriately reformed retire-
ment income schemes.

In summary, countries across Europe, including current EU member
states, and EU accession countries in Central, Eastern, and Southern
Europe need pension reform for three reasons: increased budgetary pres-
sures, contemporary socioeconomic changes, and European economic
integration.

Where Does the Reform Effort Stand?
Learning from the Partners

Against that background and the strong need for reform of their pension
systems, how do countries in Central, Eastern, and Western Europe fare?
Where does the reform process stand in individual countries, and in
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what directions are reforms moving? To achieve a better understanding
of the problems and possible solutions, the World Bank and IIASA orga-
nized a conference in Vienna in April 2001—"Learning from the Part-
ners.” The idea was to hold a conference that brought together the
15 countries from the EU and the 10 accession countries from Central and
Eastern Europe (plus Croatia) to share their reform experiences and to
learn innovatively from one another’s reform processes. Countries were
paired and each partner country served as a full peer reviewer—that is,
each partner not only assessed the other s reform progress but also wrote
a peer review. To enhance the learning process, countries were paired on
the basis of two objectives: maximizing the reform difference (that is,
pairing a reform leader and a reform laggard) and minimizing the geo-
graphical distance (that is, where possible, selecting neighboring coun-
tries). This concept proved to be a great success as was made evident by
the engaging discussion and the quality of papers presented.3 Each coun-
try’s pension scheme and reform directions are summarized in the annex
to this chapter.

The papers presented at the policy conference showed that both EU
and EUA countries have had to adapt their pension systems in minor
and often in very major ways since the extent of demographic trends
have become known and appreciated. The changes have reflected the
inability to finance prior commitments and the need to make pension
systems more sustainable in light of forthcoming demographic develop-
ments. The changes reveal a move toward a greater role for a privately
managed funded component, usually in a defined-contribution form,
and the conversion of the pay-as-you-go (PAYG) components into ones
that are more self-sustaining and transparent.

On closer inspection it is possible to see that two reform styles have
emerged: a parametric style and a paradigmatic style. A parametric reform
is an attempt to rationalize the pension system by seeking more revenues
and reducing expenditures while expanding voluntary private pension
provisions. A PAYG pillar is downsized by raising the retirement age,
reducing pension indexation, and curtailing sector privileges; and a
development of voluntary pension funds beyond the mandatory social
security system is promoted through tax advantages, organizational
assistance, tripartite agreements, and other means of administrative and
public information facilitation. These among other things are happening
in Austria, the Czech Republic, France, Germany, Greece, and Slovenia.

Other countries decided to change the paradigm in which pension
systems operate—that is, to move away from the monopoly of a PAYG
pillar within the mandatory social security system. A paradigmatic reform
is a deep change in the fundamentals of pension provision typically
caused by the introduction of a mandatory funded pension pillar, along
with a seriously reformed PAYG pillar and the expansion of opportunities
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for voluntary retirement saving. Among other measures, this is what
three-pillar Bulgaria, Croatia, Denmark, Hungary, Latvia, the Netherlands,
Poland, Sweden, and the United Kingdom decided to do. S5o common
has this reform model become that in the annex to this chapter, we some-
times refer to it merely as a “three-pillar reform.”

The distinction between parametric and paradigmatic reform cuts
across the EU/EUA divide. Both parametric and paradigmatic reformers
can be found on either side of the disappearing fence. Paradigmatic
reformers, however, tend to be more widely represented among EUA
countries where, in addition to those cited above, several others are likely
to follow soon—Romania and perhaps Lithuania and Slovakia. But why
is it hard to find new paradigmatic reformers among EU countries?

Adopting paradigmatic reform results from the following policy con-
clusions: individual accounts embody desirable work and compliance
incentives; funding can increase a nation’s savings and investment under
the right fiscal conditions; and funded accounts can accelerate the devel-
opment of a nation’s capital market institutions and its efficiency in capital
allocation and, therefore, its economic growth rate. Those assumptions are
more appealing in EUA countries where the objective is to catch up with
EU countries and where they attach great importance to having a pension
system conducive to growth. Their relatively underdeveloped capital mar-
kets and their scarcity of savings indicate that they would benefit from a
mandatory funded pillar of the pension system more than would EU coun-
tries. Their high share of informal labor markets points to the important
role of work and compliance incentives. All of those factors grouped with
the lower burden of diverting revenues from a purely PAYG system to one
with a funded component (usually labeled “transition costs") that results
from smaller PAYG commitments for future generations, make paradig-
matic reforms particularly attractive in EUA countries.

Other arguments also are commonly used to support paradigmatic
reforms: The returns on capital and labor differ over time and a multi-
pillar system thus enables individuals to diversify lifetime risks. The
funded component in a multipillar pension system enables countries,
especially smaller countries, to diversify their collective pension risks
onto a larger economic base. Furthermore, both PAYG and funded pil-
lars have risks and not all of the risks are the same—a partial switch
would allow workers to diversify risks more beneficially. With a multi-
pillar mandatory system, they would achieve returns based on the dif-
ferentkinds of assets in each pillar. In the case of the public PAYG schemes
[conventional defined-benefit (DB) or notional account], the return
depends solely on the growth of wages. In the new private scheme, the
return depends on returns to capital. As long as these two rates of return
of both systems are not fully correlated, some diversification gain is pos-
sible. Limited empirical evidence from OECD countries suggests that
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the correlation between the two returns is low or nonexistent, which
supports the diversification argument.* Moreover, having experienced
firsthand the political or policy risks inherent in public pension schemes,
workers often are willing to spread their risks between public and pri-
vate sector institutions.’ Those arguments seem to apply equally to the
EU and EUA groups.

Countries design their second pillar components differently, depend-
ing on which of those objectives they consider more important. In
Denmark and the Netherlands there is a multiplicity of occupation-
based funds either in DB form (the Netherlands) or defined-contribution
(DC) form (Denmark). In Sweden a clearinghouse was created to channel
money of the participants to asset managers and follow the investment
priorities of the participants. In Hungary and Poland the second pillar is
based on pension funds competing for participants’ contributions.

Introducing a multipillar system with a mandatory funded compo-
nent carries with it complex challenges, including conditions in terms of
financial market development and in administrative and supervisory
capacities. In addition, a country must have a fiscally feasible strategy
for dealing with the transition costs. The transition typically will impose
welfare losses over time that some countries are not prepared to legis-
late, and practical limits exist on how much of any shift to funding can
be debt financed to match those losses over time to economic gains.
These constraints, however, should not prevent countries from improv-
ing both the adequacy and the consumption-smoothing aspects of their
PAYG pension systems.

The trend we see—a more willing embrace of paradigmatic reforms
in EUA countries than in EU countries—may be explained by the EUA
countries’ need to realize the benefits of a funded pillar relatively quickly
to increase savings and growth in their effort to catch up with EU coun-
tries. To some extent, their greater willingness to engage in paradigmatic
reforms emphasizing personal accountability, private savings, and so forth
is because EUA countries have undergone a profound ideological shift;
EU countries generally have not done so. It seems inevitable, however,
that with or without an ideological shift, EU countries also will have to
accelerate their move beyond parametric reforms. A good recent case in
point is Germany. The German parametric reform (lowering the replace-
ment rate in the PAYG system) may contain features of a paradigmatic
reform if private providers, supported and encouraged by the state and
employers, step in with a significant offer that will be picked up by
employers and employees. No decision has been made. Although it is
less ambitious than the reforms in Denmark, Sweden, and the United
Kingdom, the German reform—if successful—may guide other EU
countries and some of EUA countries that decide not to take up the chal-
lenges of a paradigm shift.
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The Open Method of Coordination—The Way Forward?

Despite tremendous need for reform, reform progress has been highly
variable across Europe. The Commission of the European Union recently
sought to accelerate pension and other policy reforms through a peer
review process called the “open method of coordination.” With this
approach, member countries prepare and share with one another mate-
rial on status, reform concept, and progress in selected policy areas,
including pensions. It is assumed that pressure for further reform will be
exerted by comparing reform progress and results and by identifying
reform leaders and laggards. With this tool of open coordination, the EU
expects to become the most competitive and knowledge-based economy
in the world by 2010 (Commission of the European Union 2001). With-
out a doubt, introducing a peer review process shows progress in EU
policy thinking, but will it be sufficient to initiate early and comprehen-
sive reform?

Against the background of current literature on the political economy
of pension reform such a peer review process suggests the following
major advantages:

* It requires taking stock and presenting a baseline scenario—an illus-
tration of the economic, budgetary, and social consequences of not
reforming.

e It introduces an integrated approach that looks at, in principle, all
issues related to the reform area under scrutiny.

e It informs individual member countries about different reform
approaches used elsewhere in the EU and thus increases knowledge
about the feasible reform set.

* [t introduces reform pressure on the lagging countries by mere com-
parison (indirect naming and shaming).

The peer review process, which was initiated by decision of the Euro-
pean Council at the European summit in Lisbon on March 23-24, 2000,
has hardly begun, and the Social Protection Committee (SPC) by “taking
into account the work being done by the Economic Policy Committee,
(...) as its first priority, [is mandated] to prepare, on the basis of a Com-
mission communication, a study on the future evolution of social pro-
tection from a long-term point of view, giving attention to the
sustainability of pension systems in different time frameworks up to
2020 and beyond, where necessary.”® The underlying report on financial
sustainability was published by the Economic Policy Committee in
November 2001 (EPC 2001). The National Strategy Reports on the Future
of Pension Systems were to be submitted by September 2002. The joint
report by the EPC and the SPC is scheduled for spring 2003, with the
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results to be integrated in the Broad Economic Policy Guidelines—the
EU'’s core of economic policy coordination—envisaged for the same year.

The communication produced by the European Council in Goteborg
(Council of the European Union 2001) outlines, and the guidelines pub-
lished by the SPC (2002) detail, the expected content of the National
Strategy Reports and, to some extent, the expected workings of the open
method of coordination. The common broad objectives established by
the Council are threefold, concerning the adequacy of pensions; the
financial sustainability of pension systems; and the modernization of
pension systems in response to changing economic needs of the econ-
omy, society, and individuals. For each of those broad goals, the follow-
ing subheadings for the report are suggested: regarding adequacy, the
subtopics are preventing social exclusion, maintaining living standards,
and strengthening solidarity; regarding financial sustainability, they are
raising employment, prolonging working lives, consolidating public
finances, adjusting pension scheme parameters, and developing funded
provision; regarding modernization, they are fostering labor market
flexibility, gender equality, and transparency and adaptability. Common
indicators to compare results are being elaborated and may not be avail-
able for use in the first National Strategy Reports.

Clearly it is too early to assess the effectiveness of this peer review
approach. The approach has many attractive features, including the
expected presentation in the National Strategy Reports of the transla-
tion of common objectives into national policy objectives and specific
national targets, the expected presentation of the overall reform strategy,
and the future use of comparable indicators. But this approach may not
lead to an early, comprehensive, and pan-European reform for the fol-
lowing reasons:

o Themethod is likely to be very slow. There is a three-year gap between
the initiation of a report (spring 2000) and its scheduled publication.
EPC projections, which use very optimistic assumptions that are not
truly baseline (as they already imply a policy change to take place),
provide results that illustrate a “muddling-through” scenario and are
unlikely to create major pressure for reform. If it comes at all, such
pressure will have to come from domestic sources.

o The method is unlikely to lead to a comprehensive reform. Although
the terms of reference expand to the analysis of social objectives,
financial sustainability, and the meeting of changing social needs, the
elaboration is left to the National Strategy Reports, with the EPC and
SPC providing a joint summary report of the findings. That suggests
the reform mood created will be parametric rather than paradigmatic.

o The method will not create a vision for a pan-European reform.
Pension systems remain national agenda items. The open method
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of coordination was initiated by the EU member countries to avoid any
discussion about a pan-European blueprint or benchmark for pension
reform. Given the diversity of pension systems in the EU, any sug-
gestion along such lines would have elicited political opposition by
member countries and an end to further common reform discussion
among them. But will mere competition among European pension
systems help move countries toward a more harmonized scheme?

Perhaps the entry of the EUA countries after 2004 will energize cur-
rent member countries because they will become more aware of reform
alternatives. Or perhaps a reform champion will emerge among Euro-
pean politicians to push for a reform strengthened by the EPC, as sig-
naled in recent communications (EPC 2002). It is also possible that
European politicians and the EU commission may be guided by recent
lessons from the political economy of pension reform—the lessons that
are the topic of this book.

The Political Economy of European Pension Reform

What lies behind the differences in pension reform approach and
progress across Europe? And what are the most promising avenues for
motivating and implementing needed reforms? To strengthen the
Bank’s understanding of the political economy of pension reform, a
research workshop on potential answers was held a day prior to IIASA’s
policy conference in Laxenburg. The six papers presented and later
revised into the chapters in this book used different methodologies to
arrive at answers about reform motivation, implementation, and
progress. Although they differ in methodology, they enhance our under-
standing of what is likely to trigger a pension reform.

The chapter by Katharina Miiller begins with a careful evaluation of
the political economy of policy reform literature for insights on pension
reform. The literature has tended to emphasize the difficulty of enacting
structural pension reform in countries with mature pension systems—
difficulty resulting from the power of interest groups with stakes in the
current system. Miiller points out, however, that many countries in Latin
America and Eastern Europe have managed to reform their pension sys-
tems radically. She investigates four cases in particular (Argentina,
Bolivia, Hungary, and Poland) to identify variables that have been
important in triggering reform. From the political economy literature,
she identifies five likely triggers: dynamic political leadership, the role of
international financial institutions, pension system crisis, intelligent
reform strategy design, and the respective power or powerlessness of
reform advocates and opponents. Miiller emphasizes the importance of
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a “new pension orthodoxy” that represents a newly dominant global
epistemic community (Haas 1992) in pension policy advice, and the
international demonstration effects of the Chilean reform, although
mostly in Latin America. Miiller, however, views the domestic political
process as decisive and therefore focuses attention on the domestic fac-
tors that trigger reform. She finds that political leadership is important
in her four cases; that paradigmatic change is often triggered by new
actors, particularly ministries of finance and economy, becoming involved
in the pension policy debate; and that specific, contextual action resources
often matter—for instance, the relationships between trade unions and
government. In addition, she finds that economic factors are important
triggers. A severe financial crisis may strengthen the hand of the ministry
of finance, and high debt may enhance the leverage of international finan-
cial institutions that advocate paradigmatic reform. Miiller also finds the
strategy of reform design to be important, including such measures as
bundling, packaging, compensation for, and sequencing of reform. Her
chapter comes from a larger study and includes useful tables on reform
progress in 7 Central and Eastern European (and Eurasian) countries and
10 Latin American countries.

Steven Ney’s chapter shifts the emphasis decisively to Europe. He
also deals with the political economy of policy reform literature, but
from the perspective of previous work on Western Europe. His contri-
bution is to apply this literature to current pan-European experience of
pension reform. Ney begins, as Miiller does, with the common assertion
of political economy literature that systemic pension reform should be
extremely difficult to achieve in democracies with strong systems of
interest representation and with mature pension systems. Like Muiller,
Ney draws attention to the fact of systemic reform enacted in many
Western, Central, and Eastern European states and offers a unique expla-
nation that turns much of the previous political economy literature on its
head. Where earlier literature emphasized that institutions of democ-
racy render paradigmatic pension reform difficult, Ney argues that pen-
sion policy has never been very democratic. Instead he asserts that small
policy networks have tended to dominate pension policymaking in
Europe. Operating in backrooms and excluding those without sufficient
technical expertise, these networks exercised a dominance unchallenged
by normal democratic procedures. Ney posits that in the 1990s the pen-
sion debate opened to new actors with new ideas, and the breakdown of
these insular and cohesive pension governance networks ensued. That
change led to greater conflict among opposing camps with different pen-
sion policy discourses, ideas, and policy stories. It has destabilized pen-
sion politics, which now reflects a more unpredictable “garbage can”
style of policy choice. In short, Ney argues that pension policymaking
has become more prone to change as it becomes more democratic,
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reversing a key argument of the political economy literature that por-
trayed democratic processes and institutions as obstacles to change. Ney
shows that more democratic political processes can help break up dom-
inant policy networks and trigger paradigmatic reform.

The chapter by Florence Legros also deals with political economy
literature, but with a different branch—the economic literature on opti-
mal pension systems and intergenerational transfers and tradeoffs. Her
contribution is to marry the literature on optimal pension schemes with
the political economy literature on how choices are made and the macro-
economic consequences of those choices. In particular, she studies the
conflicts between retired and nearly retired people and workers in a gen-
eral equilibrium model with overlapping generations. In this model
there are two key variables to be chosen: the contribution rate and the
retirement age. Political authorities choose the contribution rate; house-
holds choose the retirement age. Legros finds that there are two main
reasons why the retirement age may be lower than optimal in a given
country, and lower than an equal sample of all individuals would choose:
first, the authorities take less account of the interests of the younger gen-
eration, and second, the older generation is politically powerful and ego-
istic. Legros also considers the effect of a demographic shift toward
greater population aging and finds this can produce a high contribution
rate combined with a low retirement age. Reform, in this model, could
be triggered by changes in the perceived rate of return of the pension
system, the perceived effect of the pension system on real wages and
capital formation, and greater voting by and political attention to the
problems of the younger generation.

The chapter by Agnieszka Chlon and Marek Mora is interesting
because it tests a number of political economy propositions derived from
case studies and econometric models, such as the ones presented in the
earlier chapters. The authors apply a survey instrument completed by a
small sample of policymakers and experts in 25 reforming and non-
reforming countries—and it produces some remarkable results. First,
Chlon and Mora dispute the claim that the age structure of the popula-
tion has much effect on paradigmatic reform decisions. They point out
that both younger countries in Latin America and older countries, such
as Switzerland, have launched systemic reform. They show that age-
based models provide little insight into actual reform triggers and can-
not explain the extent of reform, its timing, or the shift to funding. The
authors also find little explanatory power in claims about the impact of
institutional arrangements on pension reform. They argue that reforms
have occurred equally in authoritarian and democratic countries and,
among democracies, in a variety of institutional formats. Instead, Chlon
and Mora emphasize the importance of ideas, particularly the spread of
neoliberal ideas and the presence or absence of a reform consensus
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among experts and policymakers. They further emphasize the role of
leadership as a key variable. The results of the authors’ survey reveal a
surprising lack of consensus about the positive and normative econom-
ics of pension reform. Respondents gave a wide range of definitions of
what paradigmatic pension reform is, why it should be undertaken, and
what effects it may have. From those responses, Chlon and Mora derive
their key insight: that the primary obstacle to paradigmatic reform is
lack of consensus. This means that in most countries, a long process of
coalition building is required before reform can progress. In this process
of coalition-building, they show that trade unions are particularly impor-
tant social partners, that public opinion polls and public relations meth-
ods could be better employed in most countries, and that political
leadership and the terms of ideological discourse are crucial. Chlon and
Mora also present a range of challenging negative findings: that the
identity of the pension reform agenda-setter is not particularly signifi-
cant (whether ministry of finance or labor); that the identity of the inter-
national financial institution pushing reform does not matter much
[whether the World Bank, the United States Agency for International
Development, or the International Labour Organisation (ILO)]; and that
domestic actors take the lead in reform. In addition to pointing up the
presence or absence of policy consensus, the authors’ survey emphasizes
the depth of preexisting pension system crisis as an important trigger for
reform.

Although the first four chapters comprehensively address the broad
political economy of policy reform literature, the chapters by Tito Boeri
and by Mitchell Orenstein look more specifically at the interaction
between international demonstration effects and domestic policy choices.
Those analyses are particularly important for global policy actors who
want a stronger understanding of their impact on reform progress in
developing countries.

Boeri’s analysis goes beyond pension reform to encompass the
broader social policy models chosen by transition countries. He presents
two basic models: the Visegrad model, characterized by high social
spending, greater redistribution, and a stronger emphasis on “nonem-
ployment benefits,” including social assistance, unemployment benefits,
and disability benefits; and the Russian model, characterized by low
spending levels, low redistribution, and a sole focus on pension spend-
ing to the near exclusion of nonemployment benefits. As a result of these
different policy choices, the Visegrad countries and the Russian Federa-
tion have taken very different transition trajectories, with a much greater
explosion of inequality in Russia, and very different patterns of labor
market adjustment. In Russia labor market adjustment occurred pri-
marily through wages, which fell dramatically; in the Visegrad coun-
tries, wages fell to a much lesser extent and unemployment increased.
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The Baltics, Bulgaria, and Romania occupy a middle ground between
those two models. Boeri emphasizes that choice of social policy models,
rather than prior conditions, explains these different transition trajecto-
ries. But why were different social policy models chosen? Boeri argues
that geographical proximity to the EU played a crucial role. He strongly
disagrees that Russia and other countries in the Commonwealth of Inde-
pendent States (CIS) desired greater inequality or did not have the means
to establish systems of nonemployment benefits. Instead he shows that
the CIS states’ social policy crisis was caused primarily by poor tax poli-
cies in the 1990s, which allowed massive evasion and caused revenue
levels to decline to approximately one-half of the levels in Central and
Eastern Europe. In sum, he shows that countries with a greater chance of
EU accession adopted social policy models that were more in tune with
those of EU member states. So far this has helped the Visegrad countries
develop better transition social policies than their CIS neighbors, but
Boeri cautions against continued emulation of EU models. In countries
with lower incomes, higher contribution rates, and larger gray economies,
the “fatal attraction” of EU models could produce higher unemploy-
ment rates and slower growth in the years ahead. Boeri underlines the
political difficulties of benefit reform, and in particular pension reform,
but uses public opinion polls to show that more accurate information
about the costs of current policies could help trigger paradigmatic
change.

Orenstein analyzes the spread of paradigmatic pension reforms glob-
ally. Drawing on the literature concerning the diffusion of innovation, he
argues that pension reforms should not be seen mainly as a result of
domestic political processes, but also as a result of global patterns of
ideational innovation and diffusion. Comparing the spread of paradig-
matic pension reform in Latin America and in Western, Central, and
Eastern Europe to the pattern of diffusion of first phase in the introduc-
tion of pension systems, he shows a number of critical similarities and
differences. On average, in both waves the larger, richer, more industrial
countries innovated first, and smaller, poorer countries lagged behind.
Countries tended to follow the model of innovative leaders in their
region, but diffusion across regions was much slower. In both waves,
international organizations have played a major role, particularly in
cross-regional diffusion of ideas and models. The ILO gave a major boost
to pension system creation in the years after the Second World War, and
the World Bank has played a leading role in diffusing paradigmatic
reform in the current phase. Among the notable differences are that the
first innovating country in the current phase was Chile, a middle-income
country with semiperipheral status in the world economy, as opposed to
Germany, the leader in the first phase. Pension system innovation is dif-
fusing more quickly, at approximately two times the rate of first-system
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establishment. Cross-regional diffusion (for instance, from Latin America
to Central and Eastern Europe), in particular, is occurring much faster
than before and exhibiting a quicker international flow of ideas in this
age of globalization. The lead international organization and content of
reforms also differ. By analyzing similarities and differences between
these two waves of reform, the chapter shows enduring patterns in
global policy diffusion and places new developments in historical con-
text. Orenstein puts renewed emphasis on global policy ideas and
regional models as triggers of reform and suggests that the literature on
political economy of policy reform has tended to overemphasize domes-
tic triggers and not provide sufficient analysis of international trigger
effects. In particular, he calls for more systematic analysis of how the
internal processes of international organizations and a “global politics of
attention” may affect innovation diffusion patterns.

In sum, those six chapters provide an excellent overview of the
progress and process of pension reform in Europe. They elucidate pat-
terns of reform similarity and difference in countries facing similar
pressures and begin to provide a comprehensive political economy
explanation of the determinants of reform. They also shed light on the
role international organizations have to play in fostering change.

Notes

1. The literature consists of three main areas: First, there is literature that provides the con-
ceptual underpinnings of the political economy of policy reform coming from political
science or economics. Main references include Williamson (1994) and Rodrik (1996) for pol-
icy reforms in general, and Pierson (1994, 1996) for pension reform in particular. Second,
there is literature that provides insights into policy reform through cross-regional com-
parison; for example, the reform processes in Latin America and Central and Eastern
Europe. Main references in this area include Gillion and others (2000}, James and Brooks
(2001), and Miiller (2000, 2001, 2002, and her chapter in this volume). Finally, there are
country case studies of pension reform that try to distill lessons or apply a conceptual
framework to countries for verification. Examples of the latter include Madrid (1999),
Mesa-Lago (1998), and Pifiera (1991) on Latin America; Miiller (1999), Nelson (2001), Oren-
stein (2000), and Orenstein and Haas (2000) on Central and Eastern Europe; and Bonoli
(2000), Hinrichs (2001), and Reynaud (2000) on Western Europe. Additional literature is
provided in the chapters of this volume.

2. Using the data from the latest report by the Council of the European Union (2002),
“Social Protection in Europe 2001,” the public expenditure for the elderly, survivors, and
disabled people (with the latter including compensation for workers’ accidents) for the
EU15 in 1999 amounted to 14.5 percent of GDP (of which, at maximum, 2 percentage
points can be attributed to workers’ accidents).

3. The revised papers can be downloaded from the World Bank’s pension Website—
conferences: www.worldbank.org/pensions.
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4. Correlation coefficients for long time series of wage growth and equity returns were not
found to be significantly different than zero in Germany, Japan, the Netherlands, the
United Kingdom, and the United States (Holzmann 2000).

5. This argument was used effectively in the Polish reform effort under the label “Secu-
rity through Diversity.” See Office of the Plenipotentiary (1997), Géra and Rutkowski
(1998), and Chlon, Géra, and Rutkowski (1999).

6. Commission of the European Communities (2000).
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Annex

Pension Systems and Reforms in Eurcpe: Where Are the Countries Standing?

What are the Do pensions provide Is the system

demographic and a reasonable Is pension coverage affordable and What direction is

retirement trends? standard of living? adequate? sustainable? reform taking?
Austria Even by European The ratio of the average  The state PAYG pension ~ Under the broadest Austria has not

standards, Austriais a
rapidly aging society.
The old-age dependency
ratio is projected to
double over the next

30 years. The statutory
retirement age is 65 for
males and 60 for
females.

pension to the average
net wage is approxi-
mately 70 percent.

system covers all per-
sons who are economi-
cally active. Voluntary
funded occupation
schemes, are available
but are taken advantage
of by only about 11 per-
cent of the working
population.

scheme, applicable to
those in wage employ-
ment, the payroll con-
tribution tax of 18.5
percent is evenly split
between employer and
employee, in addition
to which, thereis a
supplemental contribu-
tion of approximately
4 percent, making for a
total payroll tax rate of
nearly 23 percent. Bud-
get transfers on the
order of 5 percent of
GDP are required
annually to balance the
system.

succeeded in reforming
its pension system apart
from minor parametric
adjustments. Efforts to
adjust the two main levers
of control—the statutory
retirement age and the
benefit calculation
formula—have been
vetoed by one or another
partner in Austria’s
highly consensual politi-
cal culture. The fragmen-
tation of the system, with
different schemes cover-
ing employees, farmers,
self-employed people,
civil servants, and so forth,
also has contributed to
political gridlock.
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Bulgaria

With a ratio of pension-
ers to working-age
population close to 50
percent, Bulgaria has
one of the most unfa-
vorable demographic
profiles in Europe. Rea-
sons for this include
adverse demographic
trends, unemployment,
and mass emigration.
The effective retirement
age is 63 for men and
60 for women.

Sociological evidence
indicates that pension-
ers feel they are the
most neglected
segment of society. 16
percent of pensioners
receive income- and
assets-tested social
assistance, such as win-
ter heating subsidies.
In 2001 the average
pension was 34 percent
of the average wage
and the minimum pen-
sion (received by one-
fifth of pensioners) was
16 percent. When
account is taken of the
fact that pensions are
not taxed, the average
pension is equal to 48
percent the average net
wage.

About 80 percent of for-
mal sector employees
contribute to the social
insurance system, as do
about 50 percent of self-
employed people.
However, the informal
sector amounts to 20-25
percent of GDP. Less
than one-tenth of the
population engaged in
agriculture participates
in the system.

Prior to reform, calcula-
tions showed a choice
between increasing the
payroll contribution tax
to 60 percent or reducing
the replacement rate to
20 percent. The reform
has put the system on a
sustainable basis. How-
ever, contribution rates
(26.3 percent employer
and 6.4 percent employee)
for the first pillar remain
high. Pensions amount to
about 9 percent of GDP,
projected to decrease to
6-7 percent by 2010.
These ratios are not high
by European standards.
Evasion is rife: the
private sector accounts
for 60 percent of
economic activity but
only 10 percent of social
security revenues.

In 1999 Bulgaria became
the third transition econ-
omy to institute a three-
pillar reform. This reform
was precipitated by more
than a 60 percent erosion
in the real value of pen-
sions during the preced-
ing decade. The preceding
system, with a compli-
cated series of cross-sub-
sidies and top-ups for
favored workers, was
widely perceived to be
inequitable.
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Annex, continued

What are the
demographic and
retirement trends?

Do pensions provide
a reasonable
standard of living?

Is pension coverage
adequate?

Is the system
affordable and
sustainable?

What direction is
reform taking?

Croatia

The standard
retirement age is being
raised gradually by
five years, from 60 to
65 for men and 55 to 60
for women, as part of
the reform. Nonetheless,
the effective retirement
age in Croatia remains
below the European
average. The ratio of
PAYG pension system
contributors to benefi-
ciaries declined from
1.6 around the year
1990 to 1.4 around
2000.

The ratio of the aver-
age pension to the
average net wage is
now approximately
40 percent, down
from 58 percent in
the early 1990s. It is
estimated that about
half of all pensioners
over 60 receive a pen-
sion below the
poverty line.

Coverage expanded
rapidly in the 1990s.
Close to 100 percent
of the population
over 60 receives
pension benefits.

Pension expenditure grew
rapidly during the 1990s, rising
from 7 percent of GDP in 1994
to 13 percent of GDP in 1999.
This was caused by the decline
in the average employment
rate and an increase in the ratio
of the average pension to GDP
per capita. Simulations of the
reformed pension system sug-
gest that pension expenditures
will gradually decrease. The
payroll contribution tax is
approximately 19 percent, of
which 14 percent goes to the
state PAYG pension system
and 5 percent goes to a fully
funded pension system chosen
by the worker. Health and
other social welfare programs
add another 20 percent to the
payroll tax. Evasion is common
and the pension system
requires subsidies of up to

4 percent of GDP.

A three-pillar reform
was initiated in 1998,
although the second
mandatory, fully
funded, defined-
contribution pillar
took some time to get
off the ground. The
main difficulty is in
financing the contin-
ued payment of pen-
sions under the old
system. Currently,
transfers amounting
to 4 percent of GDP
must be made from
general revenue keep
the pension system
afloat.
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Czech
Republic

The ratio of pension
system beneficiaries to
contributors is
expected to increase
from its current level of
0.53 to a peak of 0.68 in
2020. Pensionable age
is currently 60 for
males and 53-57 for
females; legislation has
been passed to raise
this to 62 for men and
57-61 for women.

The current replace-
ment rate is approxi-
mately 45 percent.
Only 2-3 percent of
pensioners receive
the minimum
pension.

The basic first-pillar
state pension system
covers essentially
the entire working
population, 40
percent also partici-
pate in the second
funded pillar.

The current payroll tax is 26
percent and pension expendi-
ture represents 9.2 percent of
GDP. Based on reasonable
economic assumptions, the
current system is unsustain-
able, with contribution rates
projected to rise to 60 percent
by mid-century and the pen-
sion system deficit to more
than 10 percent of GDP. Even
given substantial increases in
the (relatively low) retirement
age, the projected contribution
rate would still exceed 40
percent.

The focus of pensions
policy in the 1990s
was on eliminating
preferential treatments
and inequities. Tax
incentives encourage
households to save in
a voluntary second
pillar, which has
proven extremely
popular. The key
question facing poli-
cymakers is how to
reform the first pillar
in order to cope with
adverse demographic
trends.
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Annex, continued

9T

What are the Do pensions provide Is the system

demographic and a reasonable Is pension coverage affordable and What direction is

retirement trends? standard of living? adequate? sustainable? reform taking?
Denmark The dependency rate Basic social assistance Coverage of the Public pensions expenditure The centerpiece of

(65+/15-64), currently for the elderly is gen- basic People’s Pen- amounted to about 8 percent the pension system

22 percent, is projected
to rise to 35 percent by
2050. The effective
retirement age is 62 for
males and 60 for
females.

erous and the elderly
poverty rate is
extremely low. The
first pillar of pension
provision (the
People’s Pension)
provides a low-wage
employee with a 70
percent replacement
rate and a high-wage
worker with a 42
percent replacement
rate. The People’s
Pension contains a
basic minimum
pension and various
means-tested
supplements.

sion is 100 percent.
About 75 percent of
pensioners also
receive income from
the obligatory sup-
plementary public
labor-market
scheme, and expan-
sion of this system
implies that eventu-
ally its coverage also
will approach 100
percent. Defined-
contribution occupa-
tional pension
schemes now cover
about 80 percent of
workers. About 10
percent of pension-
ers also receive
income from volun-
tary saving schemes.

of GDP in 1995. An increase of
about 2 percentage points is
expected between now and
2035.

continues to be the
universal People’s
Pension financed

out of general tax
revenue. The general
direction of reform,
however, is to use the
People’s Pension to
secure a basic income
and rely on other
pillars—supplemen-
tary labor pensions
and private
schemes—to secure
income in excess of
the minimum.
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Estonia

The old-age
dependency ratio, 24
percent, is on a par
with the ratio in the
EU. (27 percent).
Because of extremely
low fertility rates
observed during transi-
tion, however, the
dependency ratio will
increase rapidly. The
current retirement age
is 63 for men and 58 for
women, with women'’s
age scheduled to rise to
63 by 2016.

The national (mini-
mum) pension,
received by 15
percent of pensioners,
is about 20 percent of
the average monthly
wage and is situated
well below the esti-
mated poverty line.
Approximately 12
percent of pensioner
households live
below the poverty
line, compared with
about 18 percent of
all households; how-
ever, pensioner
households are more
likely to live on the
edge of poverty. The
ratio of the average
old-age pension to
the average wage is
about 40 percent.

Virtually all elderly
people receive pen-
sions—the national
minimum pension
for those who were
not economically
active.

The ratio of pensions to GDP
is approximately 9 percent.
The payroll tax, which
finances all state pensions,
including the national mini-
mum pension, is 20 percent.
Health, unemployment, and
so forth, raise the total payroll
tax to 33 percent.

Estonia is moving
toward a three-pillar
system, but the com-
pulsory funded
second pillar is only

now being introduced.

Reform of the first
PAYG pillar, intro-
duced in 1997,
included equalizing
male and female pen-
sionable ages and
implementing a stan-
dard basis for
pension calculation,
including reductions
for early retirement.
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Annex, continued

What are the
demographic and
retirement trends?

Do pensions provide
a reasonable
standard of living?

Is pension coverage
adequate?

Is the system
affordable and
sustainable?

What direction is
reform taking?

Finland

The Finnish old-age
dependency ratio is
25 percent, roughly
on par with the EU
average (27 percent).
The standard age is
equal for men and
women at 60, but the
effective retirement
age in 1997 was 57
for males and 58 for
fernales.

Old-age poverty is rare
in Finland, as is poverty
at all ages. The income
of pensioner households
averages 85 percent of
the income of nonpen-
sioner households. In
2000, only 3.7 percent of
persons over 65 consid-
ered themselves poor (as
opposed to 6 percent of
the total population).
The ratio of average net
pension income to aver-
age net income is 56.6
percent (1999 data). For
low-income persons the
replacement rate from
the combined national
pension and earnings
related pension exceeds
100 percent.

A national pension,
financed by a combi-
nation of employer
contributions and
general revenue, is
available to all resi-
dents. Among peo-
ple over 65,12.9
percent receive only
a national pension.
More than three-
quarters receive a
state earnings-
related pension as
well.

The national pension is
financed by employer contri-
butions and general taxation.
The contribution rate for the
main earnings-related public
pension scheme is 21.8
percent, of which 4.7 percent
represents the employee’s
contribution. The scheme is
partially funded, with some
elements being earmarked as
PAYG financed (index adjust-
ments, for example) and other
parts being subject to explicit
funding rules (disability pen-
sions, for example). Pension
assets currently amount to
about 55 percent of GDP. Total
pension spending in 1997 was
12.6 percent of GDP.
Projections indicate that pen-
sion spending could rise to 16
percent of GDP by 2050, and
the contribution rate could
rise to 32 percent.

Finland used pension
policy to encourage
early retirement dur-
ing the 1990s’ econo-
mic crisis. Simulations
suggest that the most
effective way to slow
increase in contribu-
tion rates is to raise
average retirement
age by two to three
years in the long run.
A number of
parametric changes
were introduced in
the 1990s—increase
in pensionable age,
reduction in the
accrual rate, length-
ening of the reference
period, and change in
indexation rules.
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France

The old-age
dependency ratio
(65+/15-64) is
currently
approximately 20 per-
cent and projected to
rise to 50 percent by
2040. The statutory
retirement age (60) is
among the lowest in
Europe and, accord-
ing to survey results,
only one-quarter of
the population
currently aged 45-55
wishes to work past
60. Less than one-
third of men aged
55-64 are in the work-
force.

France has one of the
most generous pension
systems in the
European Union.
Replacement rates
range from 60 percent
for high-wage workers
to almost 100 percent
for low wage workers.

The minimum flat-
rate pension is avail-
able to all people
over 65. Only 5 per-
cent of pensioners
receive the
minimum flat-rate
pension, which is
about half the aver-
age manufacturing
wage. The remain-
der receive benefits
from the basic pub-
lic schemes, from
mandatory occupa-
tional supplemental
schemes, and from
voluntary employer-
based schemes.

Pensions currently amount to
about 12 percent of GDP and
are projected to rise to 20 per-
cent by 2050 in the absence of
changes in the system.
Current payroll contribution
rates, about 20 percent, would
rise to approximately 3040
percent. A notable feature of
the French system is that it is
extremely complicated: there
are 120 basic pension schemes
and about 400 mandatory
occupational schemes, all -
financed on a PAYG basis.

Partly because of the
complicated nature of
the French system,
reform has been slow
in coming. There is
no political or social
consensus on the
direction reform
should take. The only
concrete steps taken
in recent years are the
establishment of a
pension reserve fund
and the passage of
laws to facilitate
voluntary private
retirement saving.
Resistance to length-
ening the minimum
contributory period
is especially strong.
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Annex, continued

What are the
demographic and
retirement trends?

Do pensions provide
a reasonable
standard of living?

Is pension coverage
adequate?

Is the system
affordable and
sustainable?

What direction is
reform taking?

Germany

Germany has one of
the most rapidly aging
European populations.
The pensionable age,
previously 60 for
women and 65 for men,
gradually is being
raised to 65 for both
men and women.

The current replace-
ment rate for an
“average” pensioner
is approximately 72
percent.

The state PAYG pen-
sion scheme is effec-
tively universal, and
accounts for 80 per-
cent of all pensions
paid. Supplementary
occupational
pensions offered by
employers cover
about 43 percent of
employees, and
there is a significant
third-pillar consist-
ing of voluntary
private savings.

The payroll tax to finance the
PAYG state pension system is
currently 19 percent. This cov-
ers 80 percent of system
expenditures, and the remain-
der is covered by a range of
state transfers and subsidies.
If the current structures are
extrapolated, the necessary
payroll tax will be 30 percent
by 2030.

Current reform
efforts seek to limit
increases in contribu-
tion rates by gradu-
ally reducing the
replacement rate in
the state pension sys-
tem from 72 percent
to 64 percent. In com-
pensation, tax bene-
fits will be offered for
occupational and vol-
untary private pen-
sion schemes.

oe

HAOINT NI WIO4Hd NOISNdd



Greece

The old-age
dependency ratio in
Greece, currently about
28 percent and
expected to rise to
about 50 percent by
2050, broadly tracks the
EU average. Different
sectors are characterized
by different retirement
ages, but the unifying
theme is early exit from
the workforce. Under
the main private sector
scheme, 80 percent of
retirees qualify for
some form of early
retirement and the situ-
ation is even more
extreme with respect to
public sector pensions.

Public pensions are
generous in Greece.
In the salaried
employees’ private
sector scheme, the
minimum pension is
71 percent of
minimum pay; 84
percent if the income
supplement available
to recipients of the
minimum pension is
taken into account.
Pensions have grown
faster than inflation
since 1994 and there
have been large
increases in farmers’
pensions since 1997.
Over half of pension-
ers have nonpension
income.

Although coverage
is compulsory and
covers all sectors of
production, there
are still problems
with coverage of
women with broken
career histories. In
addition, evasion is
widespread because
of poor linkage
between contribu-
tions and benefits.
Occupational private
pension schemes do
not play a significant
role.

State pensions amount to
about 12 percent of GDP, one

of the highest ratios in the EU.

Projections by the OECD
show total expenditure reach-
ing nearly 25 percent of GDP
by 2035. In the main scheme
covering the private sector,
the payroll tax is 26 percent;
44 percent if nonpension
social contributions are taken
into account.

Since Greece’s entry
into the European
Monetary Union in
January 2001,
pension reform has
been singled out as
the most important
structural reform.
Problems include the
fragmentary nature
of the system (differ-
ent schemes by sector
of employment, by
tier of income
replacement, and so
forth), the inequities
and administrative
inefficiencies to
which this fragmen-
tation gives rise, and
the need to develop
further the role of the
private sector.
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Annex, continued

What are the
demographic and
retirement trends?

Do pensions provide
a reasonable
standard of living?

Is pension coverage
adequate?

Is the system
affordable and
sustainable?

What direction is
reform taking?

Hungary

The normal retirement
age is 62 for males and
will gradually rise to 62
for females by 2009.
The old-age dependency
ratio, currently about 35
percent, is projected to
reach 50 percent by the
middle of the century.
Nonetheless, Hungary
is a relatively slow-
aging country in the
European context. Over
half of new pensions
are disability pensions.

Between 1990 and
1995 the ratio of aver-
age pension benefits
to the average net
wage declined from
66 percent to 61
percent. As the old
first pillar is phased
out, this ratio will
drop further to 45
percent. There will be
compensating
increases, however,
in the form of annu-
ities paid from the
second pillar. A
means-tested elderly
social benefit is avail-
able to people over
62 whose incomes are
less than 50 percent
of the average
pension.

Pension coverage is
essentially universal.
About 31 percent of
the Hungarian
population receives
some form of pen-
sion benefit.

Pensions account for about
10 percent of GDP; the
deficit in the first-pillar
PAYG system is approxi-
mately 1.5 percent of GDP.
The combined employer-
employee contribution rate
is about 30 percent; for
those who are members of
the new, reformed system,
6 percent (8 percent by
2003) of this goes into the
fully funded second pillar.
Evasion of social security
taxes is widespread.

Hungary, the first three-
pillar reformer in Eastern
Europe, embarked on
pension reform in 1998.
The main motivation
was fiscal: between 1990
and 1995 the system
dependency ratio rose
from 46 percent to 76
percent because of a
decline in employment
and an explosion of
early retirement. The
reform has been enthusi-
astically welcomed, in
fact, one of the problems
is “overswitching,” that
is, people who would be
better off remaining in
the old system are
switching into the new
one and thereby weak-
ening the surviving first
pillar.

43
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Italy

The legal retirement
age is flexible between
a range of 57 and 65.
The effective retirement
age is 58 for males and
56 for women.

The average replace-
ment rate is about 70
percent, but however,
the situation is com-
plicated because, for
many pensioners,
this reflects more
than one pension.

A means-tested
social allowance is
available to people
over 65. Although
old-age poverty has
declined over the
last 30 years, a sig-
nificant proportion
of elderly house-
holds still live in
poverty.

Pension expenditures as a
share of GDP, currently
about 14 percent, are pro-
jected to rise to about
15-16 percent by 2030 and
decline thereafter. The cur-
rent payroll contribution
rate is 32.7 percent for
salaried employees, of
which 23.8 percent repre-
sents the employer’s con-
tribution.

The Italian pension sys-
tem has undergone sub-
stantial changes since
the 1990s. The 1992
(“Amato”) reform
reduced preferential
treatment of civil
servants. The 1995
(“Dini”) reform
tightened the link
between contributions
and benefits by
introducing a nominal
defined-contribution
approach. A source of
complication is,
however, the very long
transition period, mean-
ing that there are three
major pension regimes
in operation in Italy at
this time.
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Annex, continued

What are the Do pensions provide Is the system
demographic and a reasonable Is pension coverage affordable and What direction is
retirement trends? standard of living? adequate? sustainable? reform taking?

Ireland Ireland is distinctive in ~ The ratio of the aver- The first pillar is The rate for the contribu- The Irish pension system

that its elderly depen-
dency ratio is low
(about 17-18 percent)
and is not projected to
rise significantly. Also
notable is a strong
increase in female labor
force participation.

age first-pillar benefit
to the average gross
wage is about 33
percent.

essentially univer-
sal. The second pil-
lar, however, covers
only about half of all
people at work (52
percent of employ-
ees, 27 percent of
self-employed
people).

tory element of the first
pillar is approximately 16
percent (4 percent
employee, 12 percent
employer). Second-pillar
contribution rates average
about 10 percent of wages.
Pension expenditure is less
than 6 percent of GDF, a
very low level for Europe.

consists essentially of
two pillars. The first pil-
lar is a mandatory
PAYG-financed social
pension designed to
ensure a minimum
income. It is split into a
universal basic pension
(means-tested and
financed out of general
revenue) and a contribu-
tory scheme. The second
pillar consists of volun-
tary occupational pension
schemes. Traditionally,
these were DB; new
schemes, however, are
almost all DC. The over-
all direction of pensions
policy is to increase the
share of the work force
participating in supple-
mental schemes to 70
percent.
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Latvia

During transition, the
number of pensioners
increased dramatically
while the number of
contributors was cut in
half. The current stan-
dard pensionable age is
62 for both men and
women.

The minimum pen-
sion is 51 percent of
the average old-age
pension and 21 per-
cent of the average
wage; people retiring
before pensionable
age may receive 80
percent of the mini-
mum pension. About
5 percent of pension-
ers receive the mini-
mum pension.

Close to three-
quarters of the work
force is covered by
social insurance.

Pension expenditure, cur-
rently about 9 percent of
GDP, is projected to
decline to about 6 percent
of GDP by 2050 because of
the introduction of the
nominal DC system. With-
out reform, the share of
GDP devoted to public
pension spending was
expected to rise to about 16
percent. The current contri-
bution rate is 27.5 percent,
of which 2 (rising gradu-
ally to 10) percentage
points are devoted to
financing the new fully
funded second pillar and
7.5 percent goes to financ-
ing the debt of the old pen-
sion system.

In the mid-1990s, a
three-pillar system was
constituted to replace
the rapidly weakening
Soviet-era single PAYG
scheme. The second and
third pillars are conven-
tional but the first pillar

is a notional DC scheme.
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Annex, continued

What are the Do pensions provide Is the system
demographic and a reasonable Is pension coverage affordable and What direction is
retirement trends? standard of living? adequate? sustainable? reform taking?

Lithuania The nominal retirement  After 30 years of con- About two-thirds of ~ Pension payments amount  Introduction of a
age, formerly 55 for tribution, an elderly the working-age to 78 percent of GDP and mandatory funded pillar
women and 60 for men,  person is entitled to a population partici- the payroll tax to finance is planned for the begin-
is being gradually basic flat pension set pates in the state the PAYG state pension ning of 2003, with 5 per-
raised to 60 for women at 110 percent of the pension scheme. system is 25 percent (22.5 cent of the state pension
and 62.5 for men. minimum standard Less than one-third percent employer and 2.5 contribution earmarked
Because pensions are of living plus a sup- of farmers are cov- percent employee). for a fully funded second

low, about one in six
pensioners continues to
hold a job. The system
dependency ratio (ben-
eficiaries to contribu-
tors) has been declining
continuously despite
increases in the retire-
ment age. The main
cause is not demogra-
phy but declining
employment.

plemental earnings-
related pension. The
average pension is
about 40 percent of

the average net wage,

perhaps the lowest in
Eastern and Central
Europe. Twenty-two
percent of pensioner
households are esti-
mated to live in
poverty, as opposed
to 16 percent of all
households.

ered. Coverage has
been declining. Eva-
sion is common and
it is estimated that
only 85 percent of
contributions due
are actually
collected.

Because of recent increases
in the payroll tax rate, the
system is expected to run a
small surplus until 2010,
after which deficits are
expected to reemerge
unless contribution rates
are increased again.

pillar. Supplemental
private pension funds
(that is, third-pillar
funds) were legalized in
2000 but their develop-
ment has been slow.
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Luxembourg The normal

pensionable age is 65
and the pension must
be taken at 68.

The current replace-
ment rate is approxi-
mately 65 percent.

All gainfully
employed people
are covered by the
public pension sys-
tem, with a special
scheme for civil
servants.

The payroll tax for the
basic state pension is 24
percent, split in thirds
among the employer, the
employee, and the state.
Workers can also opt for a
supplementary public pen-
sion involving a 16 percent
personal contribution
matched by an 8 percent
state contribution.
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Annex, continued

What are the
demographic and
retirement trends?

Do pensions provide
a reasonable
standard of living?

Is pension coverage
adequate?

Is the system
affordable and
sustainable?

What direction is
reform taking?

Poland

Under the old system,
the ratio of average pen-
sion income to the net
wage was 70 percent;
under the new system,
the estimated long-run
replacement rate
(pension over last
income) for people retir-
ing at 65 is 62 percent.
Survey data reveal no
substantial difference
between the living stan-
dards of the working age
population and the
elderly. However, there is
a great deal of anecdotal
evidence of elderly peo-
ple living in poverty. It is
estimated that in 2035, 17
percent of the elderly
population will be
receiving the minimum
pension,

The entire gainfully
employed population
is covered by the new
system. However, a
separate scheme has
been maintained for
farmers.

The old-age pension contri-
bution rate is 19.5 percent,
of which 12 percent goes
toward financing the nomi-
nal DC (NDC) first pillar
and 7 percent goes towards
financing the fully-funded
second pillar. Projections
indicate that it will be pos-
sible to maintain the 19.5
percent old-age contribu-
tion rate. However, other
contributions, which raise
the total payroll tax to
about 36 percent, may rise
over time. The pension sys-
tem deficit caused by pre-
funding the second pillar is
covered by transfers from
government amounting to
about 5 percent of GDP.

The “Security through
Diversity” three-pillar
reform initiated in 1999
bears a marked similar-
ity to the Swedish
reform. The first pillar is
a public PAYG-financed
NDC system; the second
pillar is a mandatory
fully funded pension
scheme in which
individual accounts are
managed by the private
sector.
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Portugal

The old-age depen-
dency, currently 22.5
percent, is projected to
double by 2050. Given
likely trends in labor
force participation
and unemployment, it
is expected that the
number of retirees will
grow at about 1.4
percent per annum, a
period over which
total population is
projected to remain
virtually constant.
Compared with other
European countries,
Portugal is character-
ized by relatively high
elderly labor force
participation rates

(25 percent versus
about 5 percent for the
rest of the EU).

The ratio of average
old-age pension to
average after-tax salary
is 43.5 percent A means-
tested minimum pen-
sion is available to
people whose monthly
income is less than 40
percent of the
minimum wage.

Separate public pen-
sion schemes cover
wage employees,
self-employed people,
and farmers.

The total payroll tax, cov-
ering the entire range of
social insurance, is 34.75
percent of wages, 11 per-
centage points of which
are paid by the employer.
Even under favorable
macroeconomic assump-
tions, the pension system
is projected to experience
serious imbalances after
about 2015. Total social
insurance spending (pen-
sions, family allowances,
and unemployment) are
presently ca 7 percent of
GDP and are projected to
rise to close to 9 percent by
mid-century.

Apart from parametric
reforms designed to
strengthen system
finances, dating from
2000, there has been no
step toward comprehen-
sive structural pension
reform in Portugal.
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What are the
demographic and
retirement trends?

Do pensions provide
a reasonable
standard of living?

Is pension coverage
adequate?

Is the system
affordable and
sustainable?

What direction is
reform taking?

Romania

The proportion of the
total population aged
over 65 is currently 13
percent and is
projected to rise to 25
percent by 2050. Roma-
nia is characterized by
a very large, low-pro-
ductivity agricultural
sector, with a
correspondingly
elevated share of the
population living in
rural areas. The aver-
age age of retirement is
56 for men and 51 for
women.

The replacement rate
under the old single-
pillar PAYG pension
system varied
between 54 percent
and 85 percent. Dur-
ing the 1990s, how-
ever, the real value of
pensions declined,
mostly as a result of
incomplete indexa-
tion. For an average
pensioner with a full
contribution record,
the decline was from
64 percent of the
average net wage in
1990 to 48 percent in
1998. Old-age poverty
is widespread, and
more than one-third
of pensioners’
income consists of
home production.

The pre-reform
single-pillar pension
scheme failed to
cover farmers and
the nonagricultural
self-employed popu-
lation. Coverage
nonetheless
expanded dramati-
cally during the
1990s because of
shorter qualifying
periods and the
increase in the num-
ber of people qualify-
ing for special
privileges (hazardous
occupations, and so
forth) The ratio of
pension beneficiaries
to population aged
15-60 rose from 17
percent to 28 percent
between 1990 and
1998.

Due to reductions in the
contribution base
associated with unemploy-
ment and evasion (about
35 percent), payroll contri-
bution rates are extremely
high. Employers contribute
32.5 percent for pensions
and individuals contribute
5 percent for a mandatory
supplementary pension
scheme. By 2050, in the
absence of reform, the total
pension contribution rate
would have to rise from
37.5 percent to 60 percent.
Information management
is at a very low level, with
handwritten pension pass-
books still the main means
of tracking contributions.

In 2001, a three-pillar
pension reform was
implemented. This aims,
first, to restrict
entitlement by raising
the pensionable age,
increasing the qualifying
period, and instituting
rewards for deferred
retirement. Coverage is
to be extended to all
people, including farm-
ers. The mandatory sec-
ond pillar, financed by a
10 percent payroll tax, is
to be run along Chilean
lines. The total contribu-
tion rate (first and
second pillars
combined) is not to
exceed 37.5 percent.
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Slovakia

The old-age
dependency ratio, cur-
rently approximately
29 percent, is projected
to increase to 62
percent by 2040.
Because of informaliza-
tion, unemployment,
delayed entry into the
labor force, and disabil-
ity pensions, less than
half the working-age
population contributes
to the system. The ratio
of contributors to bene-
ficiaries, currently 1.4,
is projected to decline
to only 0.7-0.8.

The current ratio of
average pension to
average wage is about
41-42 percent.

Coverage is compa-
rable to that in EU
countries.

The current payroll contri-
bution rate of 28 percent is
insufficient to cover the
costs of the system, which
requires a transfer from
general revenue on the
order of 4-6 percent of
GDP. Without structural
reforms or contribution
rate increases, the ratio of
average pension to average
wage would decline to
18-19 percent by 2040.

The main directions of
reform are to strengthen
the links between contri-
butions and benefits and
to achieve a benefit
equal to 50 percent of
the average wage while
maintaining the current
contribution rate. Mea-
sures to date are insuffi-
cient to achieve this.
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Annex, continued

What are the Do pensions provide Is the system
demographic and a reasonable Is pension coverage affordable and What direction is
retirement trends? standard of living? adequate? sustainable? reform taking?

Slovenia Slovenia’s The replacement rate Coverage is compa-  The pension payroll contri-  In 1992 Slovenia
demographic is roughly 75 percent rable to that in EU bution rate is just under 25  instituted a reform that
indicators bear a of net wages. During countries. percent (16 percent placed its PAYG pension
marked resemblance to  the 1990s the relative employee and 9 percent system more or less on

those of Italy, one of
the most rapidly aging
EU countries. Total
population is projected
to decline between
2000 and 2050 and pop-
ulation over 65 is pro-
jected to increase from
14 to 32 percent of the
total. The current ratio
of pensioners to
contributors is 1.7,
down from 2.5 in 189.
The effective retirement
age is 58 for men and
55 for women.

welfare of pensioners
increased because of

mass unemployment.

employer), but social con-
tributions as a whole
amount to 38 percent of
wages—?22 percent
employee and 16 percent
employer. Prior to the 1999
reform, it was projected
that pensions might rise
from 14 to 27 percent of
GDP by the middle of the
century. In the late 1990s,
close to 4 percent of GDP
had to be transferred out of
general revenue to balance
the pension system.

the same footing as
Western European sys-
tems. In 1999, an attempt
to introduce a multipil-
lar system failed to win
passage and, instead, the
existing PAYG single-
pillar system was
strengthened through
parametric reforms.
Among these were
lengthening the
reference period, reduc-
ing the accrual rate, and
modifying indexation
procedures. The legal
bases for second and
third pillars have been
introduced but little has
changed.

¥
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Spain

With fertility rates
among the lowest in
the world (total fertility
rate [TFR] 1.2), Spain
faces an especially
challenging
demographic future.
Even given gradual
increase in the TFR, it
is still expected that
Spain’s old-age depen-
dency ratio will
increase from 27.1 per-
cent in 2000 to 65.7 per-
cent by 2050 (compared
with an EU average of
50.8 percent). The
aggregate employment
rate in Spain is also sig-
nificantly lower (about
9 percent) than in other
EU countries.

The average replace-
ment rate in 1998 was
65 percent, relatively
high compared with
other EU countries.
Regional governments
are responsible for
administering a non-
contributory means-
tested minimum
pension.

Separate mandatory
schemes cover
employees, self-
employed people,
farmers, and public
employees. About
225,000 elderly peo-
ple do not qualify
for any pension and
receive only the
minimum pension.

Currently 9-10 percent of
GDF public pension
spending might reach 15—
20 percent by mid-century
as a result of adverse
demographics. This would
place Spain at the top rela-
tive to GDP share of EU.
The payroll contribution
rate is 28 percent, of which
employees contribute less
than 5 percentage points.

A number of parametric
changes were made in
1997 to shore up the
rapidly weakening pen-
sion system. However,
the Spanish pension sys-
tem remains a single-
pillar PAYG system.
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Annex, continued

What are the
demographic and
retirement trends?

Do pensions provide
a reasonable
standard of living?

Is pension coverage
adequate?

Is the system
affordable and
sustainable?

What direction is
reform taking?

Sweden

The ratio of old-age
pensioners to work-
ers is projected to
increase from 30
percent at present to
over 40 percent by
2025. The official
retirement age is 65
for both men and
women and the
effective retirement
age is roughly the

Same.

The basic pension plus the
state supplementary
(earnings-related) scheme
replace about 65 percent
of a person’s income up to
a ceiling. Cash pension
supplements and housing
allowances are available
to people with no or very
low supplementary
pensions.

Virtually the entire
population over 65
receives some form
of state pension ben-
efit. Ninety percent
of full-time employ-
ees participate in
occupational and
private individual
pension plans that
supplement the state
pension.

Having peaked at 21 per-
cent in 1993, the share of
social insurance expendi-
ture in GDP has declined
to about 17 percent,
approximately half of
which represents old-age
and survivor’s pensions.
The impetus for reform
came from projections
showing that the payroll
contribution rate necessary
to balance the unreformed
system would rise from
about 15 percent (late 1990s)
to over 20 percent by 2015
and even higher thereafter.
By contrast, the contribu-
tion rate to the reformed
system is expected to
remain in the 15-20 percent
range.

Sweden was a leading
European pension
reformer. Starting in
1994, a fully funded
pillar was instituted
using 2 percent (subse-
quently revised to 2.5
percent) of the total
payroll tax (currently
18.5 percent). In 1999
benefit calculation in the
first pillar was shifted to
a notional DC basis and
the first benefits so cal-
culated were paid out in
2001.
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United
Kingdom

The current
pensionable age is
65 for men and 60
for women; legisla-
tion is in the works
to equalize at 65.
Although Great
Britain faces an
aging society like
the countries of
continental Europe,
the extent of aging
is expected to be
milder.

State pensions are meagre—
the maximum basic state
pension (flat-rate) was 16
percent of the average wage
in 1998. The combined
replacement rate from the
flat-rate first tier and the
earnings-related second tier,
currently 35-40 percent,
will decline if steps are not
taken. Many pensioners
depend on means-tested
benefits. The Minimum
Income Guarantee, a noncon-
tributory means-tested ben-
efit, stands at about £90 per
week for an aged person
living alone. The ratio of
elderly to nonelderly aver-
age net income is 78 percent
in Britain, compared with
94 percent in the EU.

Historically, low
and moderate earn-
ers and those with
an irregular work
history have been
inadequately
covered. Introduc-
tion of “stakeholder
pensions,” low-cost
transferable products
that must be offered
by every employer
of more than five
people, is designed
to address this
problem.

The state pension contribu-
tion rate is a modest 10
percent and public pension
expenditure is only 4 per-
cent of GDP. The main sus-
tainability issues in Britain
have to do with the well-
being of the elderly popu-
lation and growing
inequality among pension-
ers, not with the affordabil-
ity of the pension system.

Britain has opted for a
minimal PAYG first-
pillar public pension,
placing emphasis on
fully funded second-
and third-pillar schemes
and, for the poor, on
means-tested benefits.
The public-private pen-
sions mix is currently
about 6040, and the
government policy is to
shift this to 40-60 by
mid-century. Policy con-
cern focuses on poorer
pensioners and on meet-
ing the needs of moder-
ate earners. Regulation
of the private pension
industry is under
constant review as new
issues arise.

Note: This information is based on the revised country reports which were presented at the spring 2001 policy conference, “Learning from the Partners.” The information
provided has not been verified for correctness. To read underlying and revised background papers, visit www.worldbank.org/pensions.
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2
The Making of Pension
Privatization in Latin America
and Eastern Europe

Katharina Miiller

Many countries around the world are facing the pressing task of
old-age security reform. Yet, pension systems have long been
thought difficult to reform, as they tend to create powerful clienteles.
This is particularly true for pay-as-you-go (PAYG) systems, which build
up long-term expectations that are hard to reverse. Some experts argue
that “any pronounced challenge to the basic structure of the [pension]
system is equivalent to political suicide” (Buchanan 1983, p. 340).! In
many countries pensioners constitute a substantial part of the electorate
and amount to the largest single-issue constituency. Their power is
thought to increase as the population ages (Butler and Germanis 1983;
Borsch-Supan 1998). The elderly also are viewed sympathetically by
other voters who may perceive themselves as being indirectly hurt by
cutbacks, providing for a large blame-generating potential of pension
reforms (Pierson and Weaver 1993).

Although the existing pension arrangements in Western industrial-
ized countries still show a remarkable degree of resilience (Pierson 1996,
1998), a number of Latin American and Eastern European countries have

This paper summarizes findings from the research project titled “The Political Economy
of Pension Reform: Eastern Europe and Latin America in Comparison,” conducted while the
author was at European University Viadrina, Frankfurt (Oder), Germany. Funding by the
Volkswagen Foundation is gratefully acknowledged. Without the generous help and
the insights provided by Eastern European and Latin American pension experts, this pro-
ject would not have been possible. Special thanks are due to Fabio Bertranou in Cérdoba;
Carlos Grushka and Jorge San Martino in Buenos Aires; Hudscar Cajfas, Pablo Gottret,
and Helga Salinas in La Paz; Méria Augusztinovics, Rébert 1. G4l, and Andras Simonovits
in Budapest; Zofia Czepulis-Rutkowska and Stanislawa Golinowska in Warsaw; and
Maciej Zukowski in Poznan.
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48 PENSION REFORM IN EUROPE

opted for full or partial pension privatization in recent years. Such reform
is radical because it implies a fundamental paradigmatic departure from
the previous pension system: a shift from an intergenerational contract
to individual provision for old age, as well as from the state to the mar-
ket as the main supplier of retirement pensions. The paradigm change
inherent in radical pension reform therefore amounts to a substantial
rewriting of the underlying social contract, which usually does not occur
in the case of a mere change of entitlement conditions.

Under what conditions has radical pension reform proved to be
politically feasible? Established institutional arrangements in the area
of welfare provision are considered hard to change because they
involve substantial economic, social, cognitive, and normative invest-
ment and adaptation efforts, turning into sunk costs (Pierson 1994;
Gotting 1998). Most political scientists, sociologists, and economists
are skeptical of the idea that policymakers will engage in fundamen-
tal pension reform steps. Chile, the first country to substitute its pub-
lic pension insurance with a mandatory individually fully funded
(IFF) scheme, was long seen as an isolated case. The feasibility of radi-
cal pension reform was explained by the repressive, authoritarian
character of the Pinochet regime (see, for example, Mesa-Lago 1998b).
Yet, the pension reform dynamics that developed all over Latin America
in the 1990s indicated that full or partial pension privatization was
possible under democratic regimes (see table 2.1).2 At the end of the
1990s several Eastern European transition countries followed suit (see
table 2.2).3

Despite being geographically and culturally distant from one
another, Eastern Europe and Latin America show some interesting sim-
ilarities in their move to old-age security privatization. These similari-
ties are no coincidence; they result from a unique institutional transfer
from south to east. In Central and Eastern Europe, where economic
transformation had put additional strain on existing pension sys-
tems, Latin American reforms have been influential, particularly the
substitutive “Chilean model” and the mixed “ Argentine model.”* This
chapter compares the political processes leading to pension privatiza-
tion in selected Eastern European and Latin American countries,
drawing on literature that concerns the political economy of policy
reform and that provides some interesting insights into the political via-
bility of radical reforms. Four cases of pension reform in Latin America
and Eastern Europe will be presented, followed by an analysis of the
making of pension privatization in both regions. That analysis is
intended as a contribution to the political economy of pension reform,
interpreting it as part of a “medium-range theory” (Merton 1948) of pol-
icy reform.



Table 2.1

A Comparison of Latin American Pension Privatizations

Implemented Legislated
Characteristics Chile Peru Argentina Colombia Uruguay Bolivia Mexico El Salvador Costa Rica Nicaragua
Public manda- | Phased out Traditional Traditional Traditional Traditional Closed down Closed down Phased out Traditional Phased out
tory tier PAYG scheme;  PAYGscheme;  PAYG scheme;  PAYG scheme; PAYG scheme;
alternative to private tier alternative to private tier private tier
private tier complementary private tier complementary complementary
Private manda- | Individually Individually Individually Individually Individuaily Individually Individually Individually Individually Individually
tory tier fully funded fully funded fully funded fully funded fully funded fully funded fully funded fully funded fully funded fully funded
Mandatory for ~ Membershipin  All workers Membership in  Mandatory for ~ Mandatory for Mandatory for ~Mandatory for  Mandatory for ~ Mandatory for
new entrants to  either the pri- may redirect either the pri- ~ workers earning  all workers. all workers. new entrants to  all workers. all workers up
labor market. vate or the their contribu-  vate or the over US$800 labor market to age 43.
Other workers  public tier is tion to the pri-  public tier is and optional for and affiliates up
may opt to mandatory for  vate tier. mandatory for  lower earning to age 35. Older
switch from the  all workers. all workers. groups and workers (up to
public tier. workers above age 50 for
age 39 to redi- women and
rect part of their age 55 for men)
contribution to may opt to
the private tier. switch from the
public tier.
Individual con-  Individual con- Individual con- Individual con- Individual con- Individual con- Individual con- Individual con- Individual con- Individual con-
tribution rate: tribution rate: tribution rate:  tribution rate:  tribution rate: tributionrate:  tributionrate:  tributionrate:  tributionrate:  tribution rate:
10 percent 8 percent 7.74 percent 2.5 percent + 12.27 percent 10 percent 1.125 percent + 3.25percent+ 1 percent + 4 percent +
employer’s employer'scon- employer’s employers’ employers’
contribution tribution rate:  contribution contribution contribution
rate: 7.5 percent 5.2 percent + rate: 6.75 per-  rate: 3.25 per- rate: 6.5 percent
state subsidy: cent cent
2.2 percent
From 1981 From 1993 From 1994 From 1994 From 1996 From 1997 From 1997 From 1998 From 2001 From 2002
Reform type Substitutive Parallel Mixed Parallel Mixed Substitutive Substitutive Substitutive Mixed Substitutive

Note: No detailed information was available about the recent reforms in the Dominican Republic and Ecuador. It should be noted that although the IFF tier is dominated by private pension administrators, some coun-
tries also have publicly run pension funds.
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Table 2.2 A Comparison of Post-Socialist Pension Privatizations

Implemented
Characteristics Kazakhstan Hungary Poland Latvia Bulgaria Croatia Estonia
Public manda- Closed down Traditional NDC scheme; NDC scheme; Traditional Traditional Traditional
tory tier PAYG scheme;  private tier private tier PAYG scheme; ~ PAYG scheme;  PAYG scheme;
private tier complementary complementary private tier private tier private tier
complementary complementary complementary complementary
Private manda- | Individually Individually Individually Individually Individually Individually Individually
tory tier fully funded fully funded fully funded fully funded fully funded fully funded fully funded
Mandatory for ~ Mandatory for =~ Mandatory for ~ Mandatory for  Mandatory for =~ Mandatory for ~ Mandatory for
all workers. new entrants to  workersbelow  workers below  all workersup  workers below  workers below
labor market 30yearsof age  30yearsofage  to42 years of 40 years of age 18 years of age
and optional for and optional and optional age toredirect  and optional and optional for
other workers to  between ages 30 between ages 30 part of their con- between ages 40 other workers to
redirect partof and 49toredi- and49toredi- tributiontothe and49toredi-  redirect part of
their contribu-  rect part of their  rect part of their private tier. rect their contri-  their contribu-
tion to the pri-  contributionto  contribution to bution to the tion to the pri-
vate tier. the private tier.  the private tier. private tier. vate tier.
Individual con-  Individual con- Individualcon- Individualcon- Contributionrate Contribution Individual con-
tribution rate: tribution rate: tribution rate: tribution rateto  yet to be defined rate: 5 percent;  tribution rate:
10 percent 6 percent 9 percent be gradually (2-5 percent); it  to be paid in 2 percent +
increased to willbepaidin  equal sharesby  employer’s con-
10 percent equal sharesby employersand tribution rate:
employersand  employees 4 percent
employees
From 1998 From 1998 From 1999 From 2001 From 2002 From 2002 From 2002
Reform type Substitutive Mixed Mixed Mixed Mixed Mixed Mixed

NDC = notional defined contribution.
Note: A mixed reform was legislated in FYR Macedonia in March 2000; the likely date of its implementation is 2004. It should be noted that although the IFF tier is domi-
nated by private pension administrators, some countries also have publicly run pension funds.
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THE MAKING OF PENSION PRIVATIZATION IN LATIN AMERICA AND EASTERN EUROPE 51
Insights from the Political Economy of Policy Reform

This analysis approaches the political feasibility of radical pension
reforms from the perspective of the political economy of policy reform.
This multidisciplinary strand of research seems particularly relevant for
the present study because it seeks to explain the political viability of rad-
ical, market-oriented reforms that had long been preciuded by conven-
tional wisdom, which tended to assume selfish, rent-maximizing
bureaucrats and obstructionist vested interests (see Rodrik 1993;
Williamson 1994a).5 Early contributions to the political economy of policy
reform literature compared failed and successful reform efforts, centering
on the politics of structural adjustment programs and market-oriented
reforms in industrializing countries, notably those in Latin America
(for example, Bery 1990; Whitehead 1990; Krueger 1993). The focus of
attention soon was extended to the Organisation for Economic and Co-
operative Development countries (for example, Williamson 1994b). The
growing body of literature includes works by political scientists and
economists who use different methodologies: some authors hold that
the only practical approach is a comparative one based on case studies;
others have tried to formalize underlying explanatory models (for a
review, see Rodrik 1996; Tommasi and Velasco 1996; Sturzenegger and
Tommasi 1998b; Bonker 2002).

When does fundamental agenda-shifting occur in the first place?
Some scholars have stressed the importance of “vigorous political lead-
ership” (Sachs 1994, p. 503). Courageous, extraordinarily committed
people (see Harberger 1993)—often market-oriented economists-as-
politicians (see Williamson 1994a)—and their ability to communicate a
coherent vision of the “promised land” ahead might prove crucial for
radical reform (see Balcerowicz 1994; Rodrik 1994). However, the exis-
tence of these agenda-setters certainly cannot be considered sufficient to
guarantee success against powerful interest groups (see Williamson and
Haggard 1994; Tommasi and Velasco 1996).

Another argument focuses on the influence of the international finan-
cial institutions (IFls), which has been reviewed from various angles. On
many occasions, the International Monetary Fund (IMF) and the World
Bank have acted as vital catalysts for an agenda entailing fundamental
change (see Toye 1994). Their conditionalities may be interpreted as
extra leverage given to reform-minded policymakers (see Sachs 1994;
Williamson 1994a). Even if the involvement of the IFIs bears the risk of
backlash toward local politicians, who may be accused of “kowtowing
to Washington,” it also amounts to a proven mechanism of blame avoid-
ance for unpopular policy measures (see Haggard and Webb 1993).6

A frequently raised argument for explaining radical change is a
preceding crisis (see Sturzenegger and Tommasi 1998a, pp. 9-15).7
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Although standard economic theory holds that welfare is maximized in
a context of minimal distortions, some scholars of the political economy
of policy reform have pointed to the “benefit of crises” (Drazen and
Grilli 1993). Crises may put the economy on a welfare-superior path
when situations of perceived emergency persuade opposing groups to
agree on unpopular measures. A stalemate can be broken as crises may
aid in the demolition of political coalitions that had previously blocked
reform (see Williamson 1994a; Haggard and Kaufman 1995).8 However,
the “benefit of crises” hypothesis is not unanimously accepted.’ It is dif-
ficult to quantify and has even been criticized as tautological: “That pol-
icy reform should follow crisis, then, is no more surprising than smoke
following fire” (Rodrik 1996, p. 27). Other critics have noted that at times
of economic crisis there usually are not enough resources to compensate
reform losers. Although some scholars hold that crises may only amount
to an opportunity to introduce ad hoc stabilization measures (see Haggard
and Webb 1993; Nelson 1994; World Bank 1997), others have shown that
crises may indeed bring about deep institutional reforms (see Wagener
1997).

The design of a reform strategy is more directly under reformers’ con-
trol (see Haggard and Webb 1993; Rodrik 1993). There has been much
discussion about the appropriate timing, speed, bundling, and tactical
sequencing of fundamental reforms (see Sturzenegger and Tommasi
1998a; Lora 2000). The issue extends beyond the well-known “shock
therapy versus gradualism” controversy (see Dewatripont and Roland
1998; Wei 1998). Big-bang strategies might render reforms irreversible
before substantial opposition can build (see Sachs 1994), but there are
also plausible arguments for strategic sequencing (see Martinelli and
Tommasi 1998). When the most promising reforms are given priority,
demonstration effects may be produced and political support created
because benefits are visible early in the process (see Nelson 1994; World
Bank 1997). Appropriate packaging and design, including compensation
of adversely affected groups, are crucial for the feasibility of radical
reforms because they might allow for bypassing vested interests and
dividing the opposition. Reform design has a direct impact on the cost
profile, or “redistributional calculus,” of radical reforms (World Bank
1997, p. 146).

Even if the allocation of costs is relevant for the viability of reforms,
high social costs will not necessarily obstruct radical reforms, particu-
larly if those affected lack political voice and power (see Tommasi and
Velasco 1996). Democratic regimes differ with regard to their capability
for filtering discontent. Hence, many analyses of the political economy
of policy reform consider the design of political institutions, such as the
electoral and party system, and institutional veto points. A fragmented
party system and dysfunctional intermediary institutions contribute to
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the “unfiltered” expression of political discontent. But the interpretation
of reform costs and assignment of blame also matters (see Bonker 1995,
pp- 189-190). In particular, distributional implications of large policy
changes may be tolerated when a newly elected government succeeds in
attributing themn to the previous regime, a phenomenon called the “hon-
eymoon effect” (see Williamson 1994a). This effect is reinforced when the
previous regime has spent a long time in office and when the situation is
perceived as being critical (Haggard and Webb 1993; Rodrik 1994). Con-
versely, radical reforms are less likely to succeed shortly before elections.

Obviously, not all of these stylized findings apply equally in all coun-
tries and for each area of economic reform. They can be expected, how-
ever, to provide useful insights regarding the political feasibility of
radical pension reform in Latin America and Eastern Europe.

Privatizing Pensions in Latin America:
The Cases of Argentina and Bolivia

Argentina—The Creation of the Mixed Model

The Argentine old-age security system was in considerable financial
trouble in the 1980s and required substantial fiscal subsidies. It was not
until Carlos Menem assumed the presidency in 1989, however, that pen-
sion reform gained momentum. Interestingly, this Peronist president
discontinued the party’s long-standing statist orientation and intro-
duced a series of market-friendly reforms. In 1991, Domingo Cavallo,
the new minister for economic affairs and architect of a bold economic
reform program, put together a pension reform team that was domi-
nated by economists rather than the traditional social security experts,
that is, actuaries and lawyers with Bismarckian leanings. The team was
headed by Walter Schulthess, a specialist in public finance and the newly
appointed secretary of social security, who obtained financing from the
United Nations Development Programme and the World Bank for a
series of technical studies on pension reform. Inclined toward the
“Chilean model,” the reformers began a dialogue with political parties
and social organizations in early 1992 to put the issue on the political
agenda. At the same time, the Argentine government committed itself to
structural pension reform in a standby agreement signed with the IMF.
Pensioners’ associations, distrusting the radical reform plans, mobilized
their members against reform. The local business and finance commu-
nity actively advocated pension privatization and welcomed it as a sign
that market-friendly policies were to continue.

In June 1992, a draft law presented to congress proposed reducing
the public system to the provision of a basic pension and the creation
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of a new individually fully funded scheme. The scheme was modeled
on the Chilean precedent, albeit acquired rights would not be compen-
sated for and all insured people under 45 years of age would be obliged
to switch to the funded tier. Parliamentary commissions, trade unions,
and pensioners’ associations criticized various aspects of the project,
including the loss of acquired rights for insured people below age 45,
potential investment risks, high administrative costs, and the exclu-
sively private administration of the fully funded scheme. The govern-
ment soon realized that without the consent of the Peronist trade
unionists—some of whom were members of congress—it would lack
the parliamentary majority necessary to pass the pension law. Hence,
numerous modifications were incorporated into successive versions
of the proposed law. Most important, trade unions, public entities,
mutual funds, and cooperatives were authorized to manage second-
tier funds; all insured people would be free to choose between the
public and the mixed scheme (and those who did not choose would be
moved to the mixed scheme); a “compensatory benefit” was granted
to those who switched to the mixed system, and an “additional bene-
fit” was promised to those who stayed in the public system.!® Eventu-
ally, the law passed in September 1993, and the new old-age security
system came into force in July 1994. Since the reform, the public pen-
sion tier has been the recurrent target of fiscally motivated retrench-
ment, and the government even attempted unsuccessfully to abolish
it in 2000.1

Bolivia—The Linking of Pension Privatization
with Enterprise Capitalization

The financial problems of the public pension system in Bolivia date
back to the 1970s and were aggravated by a severe recession and hyper-
inflation in the 1980s. Coverage amounted to only 12 percent of the
labor force. With the assistance of José Pifniera, the architect of the
“Chilean model,” and the financial support of the U.S. Agency for
International Development (USAID), the ministry of finance proposed
structural pension reform in Bolivia in the early 1990s. Because of the
proximity of elections and opposition from the ministry of labor and
the ministry of health—the portfolio responsible for social security—
the proposal was shelved. In 1993, the newly elected President Gonzalo
Sénchez de Lozada endorsed a series of “second-generation” structural
reforms, including pension reform. For tactical reasons the new gov-
ernment decided to link pension privatization with enterprise capital-
ization, a program designed to inject fresh capital into formerly
state-owned companies by partially privatizing their ownership. It is
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interesting to note that it was the political party (Movimiento Nacional-
ista Revolucionario or MNR) represented by Sdnchez de Lozada that
led the 1952 revolution and the concomitant nationalization of Bolivia’s
largest firms, while embarking on a market-friendly course.

To end intragovernment conflicts on the direction pension reform
should take, the ministries of labor and health were deprived of their
authority over old-age security. Instead, Sdnchez de Lozada created the
National Pensions Office to lead the reform project, attaching it to the
newly created ministry of enterprise capitalization. The Bolivian gov-
ernment was given financial and technical support by the World Bank
and the Inter-American Development Bank (IADB) for its entire package
of structural reforms, including pension reform. In 1995 a public rela-
tions campaign was started, but it failed to convince pensioners’ associ-
ations and trade unions to support the reform. These organizations,
however, had little political clout. The government coalition’s strong
parliamentary majority enabled it to enact the reform law in November
1996,without much plenary debate.

The Bolivian structural pension reform was very close to the Chilean
prototype but it displayed some differences: all insured people, regard-
less of age, were moved immediately to the private system; there was no
minimum pension or minimum investment yield; and because of the
small market size, initially only two pension fund administrators were
permitted. The insured population was divided between the two funds
according to domicile and date of birth. This duopoly, which had been
the result of an international bidding process, turned into a monopoly
when the two Spanish banks that controlled the Bolivian pension funds
merged in 1999.

Another important difference from the Chilean system is the link
between pension reform and enterprise capitalization: roughly 50 percent
of the shares of the capitalized state enterprises were credited to a “col-
lective capitalization fund,” run by the private pension funds. From
May 1997 an annual pension of US$248 (called “Bonosol”) was paid from
the dividends to all Bolivians above age 65, insured or not.'? The Bonosol
is thought to have greatly improved the political feasibility of both cap-
italization and pension reform because it created new stakeholders
beyond the narrow boundaries of the old pension system. The incom-
ing administration of Hugo Banzer stopped the payments for financial
and political reasons, however, after only a few months. In June 1998
Bonosol was replaced with a less generous scheme called “Bolivida,”
which did not begin to pay out benefits until December 2000.1* Although
important in gaining support for these two ambitious reform projects,
the Bonosol-Bolivida scheme has not turned into a universal minimum
pension and has proved extremely vulnerable to political manipula-
tion.4
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Privatizing Pensions in Eastern Europe:
The Cases of Hungary and Polan

Hungary—The Mixed Precedent in Eastern Europe

By 1989 the need for fundamental reforms in Hungarian old-age security
was widely acknowledged because the inherited PAYG system was seen
as inequitable, inadequate, and unsustainable. The system’s financial
problems increased significantly during economic transformation. Early
reforms introduced some changes to the organization, financing, and eli-
gibility of the Hungarian pension scheme, but they were not sweeping
enough to ensure its financial viability. Inadequate indexation practices
added further distortions. Moreover, trade unions succeeded in delay-
ing important reform measures. In contrast, the introduction of voluntary
pension funds in 1994—the first move toward a diversification of the old-
age provision—did not meet with political obstacles. Despite largely
unsuccessful attempts to bring about thorough reform within the exist-
ing Hungarian old-age scheme, the ministry of welfare and the self-
government of the pension fund stuck to the Bismarckian/Beveridgean
traditions.

Meanwhile, the public PAYG system’s dependence on budgetary
subsidies gave the minister of finance an important stake in pension
reform. Lajos Bokros, the author of a severe structural adjustment
package, put pension privatization on the political agenda while serv-
ing as minister of finance, but it was up to his successor, Péter
Medgyessy, to implement radical reform. The stalemate between the
ministries of welfare and finance on the pension reform issue lasted
almost two years until it was settled in spring 1996 when Medgyessy
threatened to resign. The joint reform blueprint subsequently pre-
sented by both ministries strongly resembled the ministry of finance’s
earlier stance, but its mixed overall approach can be interpreted as sat-
isfying both of the previously competing ministries. A pension reform
committee led by Istvan Gyorfi, a commissioner to the minister of
finance, was set up to work on the planned reform, thereby bypassing
the previously exclusive domain of the ministry of welfare. The reform
team was actively supported by the World Bank’s resident mission in
Budapest and by USAID. In mid-July 1997, after only six weeks of
debate, the government won legislative approval for the envisaged
pension reform package well before the next elections that were sched-
uled for early 1998. The extraordinarily quick passage was not only
the result of the governing coalition’s strong parliamentary majority,
but also of the government’s strategy of prelegislative negotiations
with relevant opponents over the pension reform draft. It should be
noted, however, that Hungarian pension reformers were only willing
to compromise on first-tier reforms; their basic paradigm choice was
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not put up for discussion with secondary pension reform actors, such
as trade unions.

Hungary’s new pension system, in force since 1998, combined a large
mandatory public PAYG scheme with a partially mandatory IFF tier
(three-quarters versus one-quarter of contributions). The Hungarian
reform blueprint thus resembles the Argentine mixed approach to old-
age security reform. Even if the lion’s share of Hungarian old-age secu-
rity will still be provided by the public PAYG tier, the reform involved a
partial privatization of the existing public scheme, creating a precedent
in the region: “Passage of the Hungarian pension reform by Parliament
has demonstrated the political and economic feasibility of this type of
reform in Central Europe” (Palacios and Rocha 1998, p. 213). It is inter-
esting to note that this precedent in pension privatization was created by
a Socialist-led government.'

Poland—Pension Privatization with
Notional Defined Contribution

Although economic crisis and high inflation had afflicted Poland’s pub-
lic pension system (ZUS) since the 1980s, the financial strain was greatly
aggravated by economic transformation. Policymakers had experienced
strong resistance from the “grey lobby”—notably pensioners’ associa-
tions and trade unions—when they tried to introduce relatively modest
reform measures. The large number of pension reform drafts put for-
ward since the early 1990s indicates the degree of disagreement about
the path to reform. Although the ministry of labor and professors of
social insurance law argued that a thorough reform of ZUS was suffi-
cient and politically viable, the ministry of finance and social security
experts with economic backgrounds advocated Latin American—style
pension privatization. The finance portfolio’s involvement in the pen-
sion reform issue was triggered by ZUS’s financial dependence on siz-
able budgetary subsidies.

For a year and a half, pension reform was deadlocked by the conflict
between the ministries of labor and finance. In early 1996, after a cabinet
reshuffling, a new minister of labor was appointed (Andrzej Baczkowski)
who quickly became the most important individual actor in Polish pen-
sion reform, moving his ministry considerably closer to the ministry of
finance’s position. A special task force for pension reform was set up,
headed by Michal Rutkowski, an economist on leave from the World
Bank. The plans for reform, published in October 1996, combined a
reformed, downsized ZUS with a newly created, mandatory, fully
funded tier. In terms of reform strategy, the initial idea was to get all pen-
sion reform laws passed before the September 1997 parliamentary elec-
tions, thereby defying conventional wisdom on political business cycles.
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Baczkowski’s sudden death delayed reform preparations, however, and
Polish policymakers resorted to strategies of unbundling and deliberate
sequencing of reform. The outgoing government, dominated by the post-
socialist SLD (or “Left Democratic Alliance”), enacted the laws on the pop-
ular private pension fund tiers before the elections and presented itself to
the electorate as the authors of a nearly completed pension reform. The
more intricate part—2ZUS reform, without which the private tier would
not have come into force—was left to the incoming government, formed
by the Solidarity party and the liberal UW (or “Freedom Union”), thus
reflecting a cross-party consensus on pension privatization in Poland.
Throughout the entire legislative process, the pension reform team nego-
tiated with potential opponents of the envisaged reform, notably trade
unions and pensioners’ organizations, and agreed to some modifications
of the first-pillar reforms that were finally enacted in late 1998.

Poland’s new pension system, enacted in 1999, was a mixed type. The
old ZUS scheme was fundamentally restructured, with the most impor-
tant change being a shift toward the notional defined contribution prin-
ciple.!® The still dominant public scheme was combined with a newly
created private pension fund tier (62.6 versus 37.4 percent of contribu-
tions). Although the system adopted major elements of the recent Lat-
vian and Swedish reforms in the first tier, its mixed overall approach
clearly was inspired by the Argentine reform precedent. The partial pri-
vatization of Polish old-age security amounts to a significant departure
from local social insurance traditions, dating back to the end of the 19th
century.’”

Privatizing Pensions: Latin American and Eastern
European Experiences

Since Huntington put forth his “third wave” hypothesis,!® comparisons
between Eastern European and Latin American transformations have
lost their exotic feel. Classical cross-regional contributions on transition
and consolidation include Karl and Schmitter (1991), Przeworski (1991b),
and Przeworski and others (1995).1 Obvious differences regarding the
scope and sequence of transformations—paradigm change versus sys-
temic transformation of the economy, asynchrony versus simultaneity of
economic and political change—need not prevent fruitful comparison of
the transitional regions (Schmitter and Karl 1994). The interdependence
between economic and political change attracted much interest,? but
there has been little comparative research on the political economy of
individual policy areas. This is also true for the reform of old-age secu-
rity: the similarity of approaches in Latin America and Eastern Europe
has so far prompted no cross-regional analysis. This chapter analyzes
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pension privatization in both regions within the framework of the polit-
ical economy of policy reform. Moreover, it discusses findings from pre-
vious comparative research regarding the political economy of pension
reform in both regions. For Latin America, the research includes the pub-
lished accounts of Kay (1998, 1999), Madrid (1999), Mesa-Lago (1999),
Mora (1999), Busquets (2000), and Huber and Stephens (2000). Pension
privatization in post-socialist countries has been analyzed by Miiller
(1999), Cain (2000}, Orenstein (2000), and Nelson (2001), whereas Madrid
(1998) and James and Brooks (2001) aim at designing a broader explana-
tory framework that extends beyond both regions.

The Transmission of Ideas in Old-Age Security Reform

Tables 2.1 and 2.2 indicate that, local details aside, the parallels in Latin
American and Eastern European pension reforms are striking. The
simultaneous adoption of similar blueprints across countries suggests
that there is a common international transmission mechanism of ideas
(Stallings 1994). In fact, policy transfer and the global diffusion of mod-
els affect an increasing array of contemporary policy change (Dolowitz
and Marsh 2000; Weyland 2000). It is argued here that in the area of
old-age security, a dominant epistemic community can be identified.
Following the definition by Haas (1992, p. 3), an epistemic community
is a network of professionals in a particular domain and with a com-
mon policy enterprise. The individuals may come from different pro-
fessional backgrounds, but they share faith in specific truths, a set of
normative and causal beliefs, patterns of reasoning, and discursive
practices. This “new pension orthodoxy” (Lo Vuolo 1996) is a major
factor behind pension privatization in Latin America and Eastern
Europe.

Conservative critics of the welfare state had long prepared for a par-
adigm change in old-age security. Friedrich A. Hayek, Milton Friedman,
Gordon Tullock, Martin Feldstein, Peter Ferrara, and others denounced
the “perversity, futility and jeopardy” of providing public welfare
(Hirschman 1991). In 1983 the Cato Institute even published a strategy
of “guerrilla warfare against both the current U.S. social security system
and the coalition that supports it” (Butler and Germanis 1983, p. 552).
The past decades have witnessed an intensification and reframing of the
debate on Social Security (Thompson 1983; Arnold, Graetz, and Munnell
1998). At the end of the cold war, the terms of the prevailing discourse in
old-age protection shifted, in line with the rise of neoliberalism as the
dominant paradigm. Today, mainstream economic scholarship argues in
favor of replacing existing public pension systems with private funded
schemes (Schmihl 1998).2! The most frequently mentioned advantages
expected of such a paradigm change is an increase in saving and efficiency
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improvements in both the financial and the labor markets, leading to an
increase in long-term growth (see, for example, World Bank 1994; Corsetti
and Schmidt-Hebbel 1997).

Although originally not contained in the so-called Washington con-
sensus (Williamson 1990, 2000), systemic reform of old-age security
schemes has become part of the neoliberal reform package. In Eastern
Europe this paradigm shift coincided with the first post-socialist years,
marked by a widespread move toward the market in economic policy. In
Latin America, it concluded the era of the populist welfare state, which
used to hand out social benefits to privileged interest groups in return
for political support (Touraine 1989). In the wake of the debt crisis and
the concomitant fiscal retrenchment, the majority of responsibility for
social security was delegated to private institutions, while the state was
assigned a subsidiary role with its tasks limited to poverty reduction and
pension fund supervision (Nitsch and Schwarzer 1996). A World Bank
research report (1994), intended to establish the guiding criteria of the
organization’s pension policy, attracted global attention and may be the
best-known example of the new pension orthodoxy, as well as its major
propagating mechanism.?

It is obvious that the Bank's report could not have influenced pension
privatization in Chile (1980). On the contrary, it was the Chilean reform
that had an impact on the World Bank’s pension reform blueprint. In the
case of those structural pension reforms that started in the 1990s, how-
ever, the impact of the pension orthodoxy has been significant. In prac-
tical terms, radical agenda-shifting was frequently shaped by World
Bank advice and technical assistance. In recent years other IFIs and gov-
ernment agencies—such as the IMF, USAID, the IADB, and the Asian
Development Bank (ADB)®—have followed suit. Although they have
been involved in cross-conditionalities with the Bank that include pen-
sion privatization, as well as other forms of cooperation, overall they
play a less significant role and sometimes appear to be less committed to
orthodox thought than is the Bank.

It was only after the Chilean precedent that pension privatization
turned from a theoretical concept into political reality. Its global impact
as a role model notwithstanding, the demonstration effects from the
Chilean model have been especially pronounced in Latin America itself,
particularly after the end of the Pinochet regime. When policymakers in
the region compared their countries’ economic performances to the
Chilean success story, they identified pension privatization as one of the
ingredients of macroeconomic strength (Weyland 2000). Promotional
activities of the Chilean pension funds and prominent reformers, such as
José Pifiera, also contributed to the diffusion of the precedent all over the
subcontinent. In Latin America, autonomous policy learning by recipi-
ent countries tended to be more important than did direct influence of
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the IFls as agenda-setters, although virtually all reform teams were effec-
tively financed by the latter (Nelson 2000).

In the post-socialist pension reforms, Latin American role models
were also influential, particularly the Chilean model and Argentine
model (see table 2.2). “Latin American countries have become the
world’s laboratory for pension systems based upon individual retire-
ment savings accounts” (Kay and Kritzer 2001, p. 51). Although Latin
American reformers passed their experiences on to Eastern European
policymakers, in person or through their writings,? the latter were more
prone to look to the west than to the south in their search for models,
given their European Union (EU) accession plans.? In their eyes, Latin
America carried the stigma of being a less industrial region, and that ren-
dered it inadequate as a role model (Orenstein 2000). Yet Chilean-style
pension privatization was proposed as a major reform option by the IFIs
(see, for example, World Bank 1994; Vittas 1997).2¢ The World Bank and
USAID also sponsored trips to Argentina and Chile for Polish members
of parliament, social security experts, and journalists. Hence, in Eastern
Europe where the connotations of the Chilean model were more likely to
refer to the Pinochet regime than to a regional example of economic suc-
cess, the IFlIs played an important though low-key role as agents of trans-
mission, helping enhance the low status of the Latin American
precedents (Nelson 2000; Miiller 2001a).

Political Actors and the Policy Context in Pension Reform

Pension privatization in Latin America and Eastern Europe was closely
connected with the emergence of the new pension orthodoxy, but it was
the domestic political process that eventually resulted in adoption of
radical pension reform. The following analysis identifies the most impor-
tant political actors in the pension reform arena and considers the policy
context that shaped their room for maneuvering. This policy context was
shaped by political factors, economic conditions, and policy legacies.
Scholars of the political economy of policy reform have stressed the
importance of political leadership—courageous, committed individuals,
often market-oriented economists—and their ability to communicate a
coherent neoliberal vision. The case studies discussed above have shown
that pension privatization amounts to a paradigm shift that may be
helped greatly by such committed policymakers. Menem and Cavallo
(Argentina), Sdnchez de Lozada (Bolivia), and Bokros (Hungary) are
famous for the radical, market-oriented reform packages they champi-
oned. In Argentina and Poland, there is unanimity that radical pension
reform would have been impossible without Schulthess and Baczkowski,
respectively, who set up these countries’ reform teams. It should be
noted that these country cases show another interesting similarity: in all
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four, the governing parties that implemented the neoliberal agenda had pre-
viously been known for their left-wing or populist leanings. This is true for
the Peronists in Argentina, the MNR in Bolivia, and the post-socialist
governments in Poland and Hungary who were the driving forces of
pension privatization. Old-age security is not the only policy area in
which radical reforms may be more successful when tackled by
“unlikely” administrations. Cukierman and Tommasi (1998a, 1998b)
refer to many cases where market-friendly reforms have not been car-
ried out by conservative free marketeers, but rather by left-wing admin-
istrations. This phenomenon has been called the “Nixon-in-China
syndrome” (Rodrik 1994; see also Ross 2000).

The case studies here have shown that radical paradigm change in old-
age security was advocated mainly by ministries of finance and economy
and staffed with neoliberal economists. Pension privatization perfectly
matched these ministries’ overall efforts to decrease the state’s role in the
economy, and they were supported by both local interest groups, such as
business and financial organizations, and the IFls. But there was also
opposition to these radical plans, both within and outside government.
More often than not, the ministries of labor, welfare, or health, responsi-
ble for the existing old-age security schemes, were reluctant to engage in
structural pension reform, thus reflecting the existing Bismarckian tradi-
tions in both Latin America and Eastern Europe. In several countries,
these ministries initially objected to the radical paradigm shift, but—
given the predominance of the finance ministry in the cabinet—proved
too weak to prevent it. Typically, the opposing portfolios” influence on
reform design was limited by the establishment of small task forces, usu-
ally attached to the ministry of finance. These special pension reform
committees worked out the draft legislation and clearly were designed to
bypass the labor ministry’s pension-related competencies. Other groups
that opposed pension privatization included trade unions, social security
employees, and—last but not least—pensioners’ associations and special
interest groups with privileged pension schemes. In some countries, left-
wing parties also joined the opponents.

Specific features of the policy context also need to be considered, par-
ticularly those that provide reformers or reform opponents with signifi-
cant action resources (Kay 1999). The executive branch’s degree of
control of the legislature was a relevant institutional variable, for exam-
ple, in Bolivia and Hungary the large parliamentary majority of the gov-
erning coalitions allowed for swift passage of structural pension reform.
In Argentina, Hungary, and Poland trade unions had traditional ties
with the governing parties that they used to ease resistance, pointing to
one of the ingredients of the Nixon-in-China syndrome. These ties meant
that reform opponents were in a political position to force reformers to
negotiate with them and to make concessions. In Argentina and Poland
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this even implied granting trade unions the right to run their own pen-
sion funds. A broader look at both regions shows that in some countries
with an autocratic regime, a weak civil society (for example, Chile, Peru,
and El Salvador), or both, there was very little or no public debate about
the government’s plans to privatize old-age security. In the first two
cases, pension privatization was not even passed by congress; it was
legislated by the executive branch via emergency decrees. By contrast,
the Uruguayan and Latvian cases illustrate that elements of direct
democracy (referenda, plebiscites) may even give reform opponents a
chance to reverse pension reform laws that have already been passed.

The paradigm choice in Latin American and Eastern European old-
age security appears to have been influenced substantially by economic
factors and considerations. Pension privatization has been primarily
proposed for macroeconomic motives as countries seek to embark on a
virtuous circle leading to economic growth. Madrid (1998) and James
and Brooks (2001) pointed to increased international capital mobility
and the recent experiences of capital market crises that may have
induced policymakers to seek to reduce vulnerability to capital outflows
by boosting domestic savings and local capital markets. Contrary to
these high hopes, however, the Chilean evidence suggests that pension
privatization had a negative impact on national savings (Mesa-Lago
1998a). Moreover, given that the investment of funds abroad tends to be
severely limited, it is surprising that the pre-reform situation of local
capital markets, however poor, never seems to have been perceived as a
constraint to pension privatization.

Scholars of the political economy of policy reform have highlighted
that a preceding crisis may induce radical change—the so-called benefit
of crises hypothesis mentioned earlier. Fiscal crises turn the ministry of
finance into a potential actor in the pension reform arena. More specifi-
cally, when pension finances display a deficit, dependence on budget
subsidies gives the ministry of finance (a likely advocate of the “new pen-
sion orthodoxy” in any case) an important stake in reforming old-age
security (Miiller 1999). Table 2.3 presents some relevant indicators of the
budget deficit and public pension spending for the four case studies dis-
cussed here. It may come as no surprise that the finance or economics
ministries played a key role in triggering the process of pension privati-
zation in all four countries. Hence, the financial difficulties of the public
PAYG schemes changed the relevant constellation of actors in such a way
that the “privatization faction” was reinforced decisively. Furthermore,
the enduring financial crises had severely eroded public confidence in the
pre-reform pension systems, particularly in Latin America.

Another economic factor had an impact on the cases of pension reform
reviewed above. When external debt is high (see table 2.3), governments
tend to stress their general commitment to market-oriented reform.
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Table 2.3 The Policy Context in Argentina, Bolivia, Hungary,
and Poland: Some Relevant Indicators

Argentina Bolivia ~ Hungary  Poland

Overall deficit in government finance -6.3 -5.7 -4.5 -24
(prior to pension reform)?

Public pension spending as percentage 49 2.5 9.7 14.4
of GDP (mid-1990s)®

Total external debt/GDP (1989)° 85.6 87.6 69.9 49.5

Population aged 20 to 59/population 37 72 2.8 34
over 60 (1995)d

Estimated size of IPD:*

o Age-based IPD/GDP 125 45 213 142

e Spending-based IPD/GDP 100 65 213 241

IPD = implicit pension debt.

a. World Bank (20004, b, ¢, d). Argentina and Bolivia: 1989; Poland and Hungary: 1998.
b. World Bank (1999).

c. World Bank (20004, b, ¢). Data for Poland are for 1986 (from World Bank 1998).

d. World Bank (1999).

e. James and Brooks (2001).

In this context the announcement of pension privatization can be inter-
preted as a signalling strategy (Rodrik 1998). Indeed, by the mid-1990s
rating agencies had included radical pension reform as a favorable point
in their country-risk assessments. Critical indebtedness also increases
the likelihood of the IFIs” involvement in the local pension reform arena
(Brooks 1998). The World Bank, with its prominent position in interna-
tional old-age security reform, is a powerful external actor in a number
of highly indebted Latin American and Eastern European countries
because it “may signal that a developing country has embraced sound
policies and hence boost its credibility” (Stiglitz 1998, p. 27). Together
with other IFIs and government agencies, the Bank exerted its influence
first and foremost as an agenda-setter in the local debate, engaging in
expert-based knowledge transfer. Moreover, lending activities are cen-
tral to the support of pension privatization in Latin America and Eastern
Europe (Holzmann 2000). As noted by Kay (1999), policymakers were
well aware that financial and technical support were available only for a
pension reform that included a privatization component. Whereas in
some countries, such as Hungary, the IFIs” involvement was kept low-
key, in others, such as Argentina, local policymakers explicitly asked to
include pension privatization in an IMF accord as a form of “blame
avoidance” (Weaver 1986). In Poland, Michal Rutkowski’s position as
head of the special task force on old-age reform gave the Bank a pivotal
channel to support local reform efforts, apart from its overall leverage in
a context of high external debt (Miiller 1999).
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The importance of existing institutional arrangements for future
reform paths—policy feedback or path dependence—has been stressed
by earlier scholarship on welfare state development.?” “Existing policies
can set the agenda for change ... by narrowing the range of feasible alter-
natives” (Pierson and Weaver 1993, p. 146).% Frequently, the success of
reform strategies depends on earlier policy choices and the policy feed-
back resulting from them. In Bismarckian-style PAYG systems, lock-in
effects and opportunity costs may result from the pension rights earned
by the insured, thus engendering high transition costs. The size of these
entitlements (frequently called “implicit pension debt”) is determined
by a number of factors, notably the percentage of the population covered
and the maturity of the scheme (see table 2.3 for some estimates).

It has been argued elsewhere that the larger the implicit pension
debt, the smaller the likelihood of radical pension privatization (Fox
and Palmer 1999; James and Brooks 2001). The fact that most Eastern
European countries—a region where coverage approached 100 percent—
opted for the mixed reform path seems to support this hypothesis. Sim-
ilar conclusions may be drawn from the cases of Argentina and Uruguay,
where pre-reform coverage was high and reformers opted for a mixed
scheme. Contrary to this, Bolivian reformers faced a much smaller
implicit pension debt and a considerably younger population, and there-
fore believed that radical pension privatization was economically feasi-
ble. Estimates of the implicit pension debt should not be taken as a given,
however, because this potential lock-in may be reduced by reform
design.?? Somewhat paradoxically, it was under the Pinochet dictator-
ship that recognition of acquired pension rights was most comprehen-
sive (Mesa-Lago 2000). Yet a closer look at second-generation pension
reforms shows that existing pension claims were rarely recognized com-
pletely, so as to reduce the fiscal costs of a shift to funding.*® This reduc-
tion of total implicit pension debt is likely to entail welfare losses to
retirees and older workers (Lindeman, Rutkowski, and Sluchynskyy
2000).

The Relevance of Reform Design

Our country cases have shown that in choosing pension privatization,
Latin American and Eastern European policymakers reacted to failed
attempts to make the existing PAYG schemes viable with parametric
reforms, such as an increase in the retirement age and benefit cutbacks.
From a conceptual point of view and, given the paradigmatic alterna-
tives, these reform measures might be characterized as moderate. How-
ever, their drawback in political economy terms is the large blame-
generating potential they entail, which makes them politically sensitive.
These reforms easily allow the identification of individual losses, and are
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perceived as an attack on acquired entitlements—without anything in
exchange (Miller 1999).

This reasoning highlights the strategic importance of reform design in
old-age security reform. The relevance of tactical sequencing, strategic
bundling, packaging, and compensation has been stressed by scholars of
the political economy of policy reform (see Haggard and Webb 1993;
Rodrik 1993; Sturzenegger and Tommasi 1998). The use of these devices
is intended to lower political resistance to pension reform. Full or partial
pension privatization even enables policymakers to hand out attractive
stakes to potential opponents, thus creating constituencies for reform
(Graham 1997). In Argentina, Poland, and Hungary, trade unions
changed from opponents of pension privatization to entrepreneurs in the
mandatory pension fund business. “Shifting to a funded scheme... allows
for arguments that all can win, thus abandoning intractable zero-sum
games” (Holzmann 1997, p. 3).

The Bolivian case is an example of strategic bundling and indirect
compensation.®! Pension reform was linked with enterprise capitaliza-
tion, thus facilitating both policy agendas. At the same time, the modest
Bonosol-Bolivida scheme was aimed at creating new stakeholders, many
of whom had never received a pension before—a particularly clever
strategy in a country with extremely low coverage. It is instructive to
compare Bolivia with the Polish case in which policymakers also
intended to link privatization with systemic pension reform. However,
Poland decided to use privatization proceeds to cover transition costs by
supplying them to the state budget. Although this helped to solve the fis-
cal consequences of a partial shift to funding, it lacked any public visi-
bility (Gesell-Schmidt, Miiller and Siif8 1999).

Hungarian and Polish reformers used tactical packaging when they
distanced themselves from Latin American models and stressed the orig-
inality of local reform efforts (for example, Rutkowski 1998).%2 Despite
the obvious conceptual parallels to Latin American models, policymak-
ers decided to avoid all reference to these precedents as soon as they
learned of their negative connotations among the East-Central European
public (Miiller 1999; Orenstein 2000).

As stressed by Pierson (1994), the political costs of reform can be low-
ered by increasing its complexity. In several Latin American and Eastern
European countries, the reformers’ strategy amounted to bundling some
unavoidable, yet politically sensitive reforms of the public PAYG tier
with the more visible introduction of individual pension fund accounts
(Holzmann 2000; Lindeman, Rutkowski, and Sluchynskyy 2000). The
bundling strategy increased the complexity of the planned reform, and
at the same time lowered the visibility of retrenchment elements. This
“obfuscation strategy” in Pierson’s terms (1994, p. 21) entails the poten-
tial to mask cutbacks and to draw public attention to the granting of
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individualized ownership claims. The introduction of individual pen-
sion fund accounts tended to be perceived as the creation of a moni-
torable track record of individual property rights over time, rights that
the political system would be less likely to take away.*?

Contrary to this, Polish policymakers employed an unbundling
approach based on strategic sequencing that was adapted to the politi-
cal business cycle. Pension privatization was legislated before the elec-
tions, and the restructuring of the public tier was left to the new
government. Although this move increased the visibility of retrench-
ment elements, making them more difficult to enact, the earlier passage
of the second-tier laws may have created a path dependence in the sense
that the subsequent enactment of the more difficult laws was made eas-
ier {(Miiller 1999).

In contrast to the unfavorable public perception of parametric
reforms, the drawbacks related to pension privatization are easier to
conceal. In most Latin American and Eastern European countries the
scope and financing of transition costs—a major fiscal and distributional
issue in a shift from PAYG to funded schemes—were successfully
shielded from public debate. Hence, the public perception of the
strengths and weaknesses of pension privatization was biased toward
its advantages, and the concomitant fiscal burdens were ignored. This
asymmetry of perception may explain why structural pension reform
can be successfully pursued in a pre-electoral period (see, for example,
Bolivia, Hungary, and Poland), contrary to the conventional notion that
retrenchment and radical reforms are unlikely to be tackled when the
hazards of accountability are high. Apparently the perceived attractive-
ness of pension privatization may outweigh its blame-generating poten-
tial, thereby differing greatly from the political-economic potential of
PAYG-only reforms.

Concluding Remarks

A wave of pension privatizations in Latin America and Eastern Europe
have occurred over the past decade. Each reform is unique in its features,
as their architects rightly claim. Yet, intra- and cross-regional compar-
isons reveal that the basic design of each shows striking similarities to
the others, as existing old-age security schemes are fully or partly sub-
stituted by privately run pension funds on a mandatory basis. Differ-
ences concern the size of the funded tier and thus the scope of the
paradigm shift. So far, structural pension reform in Latin America pre-
dominantly has implied closing down or phasing out the public tier,
while mixed and parallel reform paths have also been followed. Com-
pared with this, there is only one post-socialist country (Kazakhstan)
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that replicated the Chilean model. The other transition countries that
have embarked on pension privatization retained a downsized public
pillar under a mixed reform strategy. Although half of Latin American
countries have opted for some variant of pension privatization, most
post-socialist transition countries still stick to PAYG-only reforms.

Latin American and Eastern European pension privatizations indicate
that, contrary to conventional wisdom, radical reform can be accom-
plished in the area of old-age security. It has long been held that structural
pension reform was possible only under an authoritarian regime, but
recent trends have shown that a paradigm shift in social security can be
feasible under democratic regimes. In this chapter, the making of pension
reform in two Latin American and two Eastern European countries has
been analyzed, drawing on the broader framework of the political econ-
omy of policy reform. By pointing to the emergence and the impact of the
new pension orthodoxy, the importance of policy transfer in old-age secu-
rity reform is explored. When examining the circumstances that enabled
pension privatization in both regions, it turned out that the driving forces
of pension privatization proved to be the neoliberally minded ministries
of finance and economics, backed by the IFIs’ policy advice and financial
support. Many local pressure groups opposed structural pension reform.
These groups’ room for maneuvering was shaped by economic condi-
tions, political and institutional factors, and earlier policy choices. The
strategic importance of reform design was also discussed, pointing to
cases of strategic bundling and unbundling, tactical packaging, and com-
pensation. This analysis of the factors driving pension privatization
points up the relevance of political economy considerations for under-
standing reform dynamics in the area of old-age security.

Notes

1. Similarly, Weaver (1986, p. 365): “It never pays to eliminate the [PAYG] system, regard-
less of how poor the return becomes.”

2. On Latin American pension reforms, see Mesa-Lago (1998b), Queisser {1998), Mller
(2000b), and Kay and Kritzer (2001).

3. On post-socialist pension reforms, see Palacios, Rutkowski, and Yu (1999), Fultz and
Ruck (2000), and Miiller (2000a).

4. For a comparative analysis of the Chilean and Argentine pension reforms, see Arenas
de Mesa and Bertranou (1997) and Hujo (1999).

5. For a survey of existing contributions on the “dynamics of deterioration”—in absence
of reforms—see Rodrik (1996, pp. 12-17, 21-25), and Tommasi and Velasco (1996, pp.
192-97).

6. SeeRodrik (1994, pp. 30-31) for a critical view of the positive impact of foreign aid and
conditionality on reform.
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7. For an early discussion of “crisis as an ingredient of reform” see Hirschman (1963, pp.
260-64).

8. See Drazen and Grilli (1993) for a formalization of the argument that crises may
improve welfare.

9. “Indeed, the objective identification of a crisis is no easier in the heady days of the
Washington consensus than it was in the bad old days of those endless neo-Marxist
debates about ‘the crisis.”” (Toye 1994, p. 41)

10. Another important modification that helped win support for the reform law was the
double state guarantee—in US$ and pesos—for contributions to the pension fund to be
set up by Banco Nacién, a public bank. However, the dollar-based guarantee was elimi-
nated by presidential decree shortly after the passing of the pension reform law. See Torre
and Gerchunoff (1999, p. 27).

11. On the politics of Argentine pension reform, see Isuani and San Martino (1995),
Alonso (1998, 2000), Rossi (1999), and Torre and Gerchunoff (1999).

12. The idea was to pay the Bonosol only to those Bolivians who had attained majority on
December 31, 1995, to reflect the contribution of the current working-age population to
the state-owned enterprises.

13. The Bolivida scheme pays an annual pension of US$60 to those above age 50 (as of
December 31, 1995), after they reach age 65. The Banzer government also promised “pop-
ular shares” to Bolivians between ages 21 and 50 (as of December 31, 1995), but this pro-
gram has not been implemented.

14. On the politics of the Bolivian pension reform, see Gray-Molina, Pérez de Rada, and
Yariez (1999), Pérez (2000), and Miiller (2001b).

15. On the politics of Hungarian pension reform, see Ferge (1999), Miiller (1999), and
Orenstein (2000).

16. For a discussion of notional defined contribution plans, see Cichon (1999) and
Disney (1999).

17.  On the politics of Polish pension reform, see Miiller (1999), Orenstein (2000), Hausner
(2001), and Nelson (2001).

18. The “third wave of democratization” began in the mid-1970s in southern Europe
and spread to Latin America and some Asian countries in the 1980s. In the late 1980s and
early 1990s it eventually reached Eastern Europe (Huntington 1991). See also Merkel
(1999).

19. Haggard and Kaufman (1995) compare Latin American and Asian transitions, and
extend some of their findings to the transformation process in Eastern Europe (pp. 371-77).

20. See, for example, Przeworski (1991a), Bresser Pereira, Maravall, and Przeworski
(1993), Linz and Stepan (1996), and Greskovits (1998).
21. Some “heterodoxy” remains, however. See Mesa-Lago (1996) and Ney (2000) for a

comparative analysis of different policy prescriptions for old-age security.

22. “Over the last five years, the World Bank has established itself as a leader in pension
reform issues in a world that is rapidly aging” (Holzmann 1999, p. 2). Holzmann (2000)
provides an update on the World Bank's position on pension reform. For a recent critique,
see Kotlikoff (1999) and Orszag and Stiglitz (1999).

23. The ADB was active in the Kazakh pension privatization.
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24. An example of the latter is the Polish edition of José Pifiera’s prominent book (1991)
with a Polish economist’s preface titled, “Let’s Learn from the Chileans!” (Wilczynski
1996). See also Pifiera (2000).

25. It should be noted that in Western Europe no mainstream pension model has
emerged. Rather, the region is characterized by a considerable heterogeneity in modes of
old-age provision. Hence, EU accession negotiations do not entail a pension reform blue-
print to be followed. However, the Swedish reform blueprint—a multipillar system com-
bining notional defined contribution and full funding—has had an impact on some
Eastern European countries (notably Latvia and Poland).

26. For similar recommendations, see also Holzmann (1994) and de Fougerolles (1996).

27. On the concept of policy feedback, see Esping-Andersen (1985) and Pierson (1993);
for a recent discussion of the concept of path dependence, see Pierson (2000).

28. For existing legal constraints that have influenced pension reform outcomes, see the
Peruvian and Colombian cases in which the constitution established social security as a
responsibility of the state and private pension provision was permitted only on a supple-
mentary basis. Consequently, policymakers opted for a parallel pension reform path
(Mesa-Lago 1999).

29. Similarly Barr (2000): “The ability of governments to change the rules breaks the
equivalence between implicit and explicit liabilities.” p. 15.

30. Palacios, Rutkowski, and Yu (1999, p. 31) even claim that “{a]s part of its strategy, the
government will hazve to renege on some pay-as-you-go commitments” [emphasis added
by author].

31. For a discussion of different types of compensation, see James and Brooks (2001, pp.
159-63).

32. But compare Miiller (1998).

33. Recent developments in Argentina make it clear, however, that political risk also may
affect the private tier. In the midst of economic collapse, individual contribution rates were
cutby more than half to stimulate consumption, while the AFJPs (or “Pension Fund Admin-
istrators”) were forced into a massive debt restructuring and purchase of treasury bills.
When government bonds surpassed 80 percent of the AFJPs’ portfolio, the incoming Per-
onist administration suspended debt service, thereby threatening the future retirement
benefits of 8.6 million affiliates.
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3
The Rediscovery of Politics:
Democracy and Structural Pension
Reform in Continental Europe

Steven Ney

hen reflecting on pension reform experiences, scholars and poli-

cymakers alike tend to dwell on the difficulties of reform, the irra-
tionality of policymaking, and the barriers to structural change. To learn
why structural pension reform is so difficult, some scholars concentrate
on the fiscal and economic contexts of reform efforts (James and Brooks
1999), others analyze individual political behavior (Disney 1996), and
still others look at the interaction of political constraints at different
levels of governance (Pierson 1994, 1996; Pierson and Weaver 1993;
Hinrichs 2000, 2001). Despite this variety in methods and approaches,
the general and somewhat disturbing implication running through most
studies is that democracies create nearly insurmountable barriers to
structural pension reform. Not only do democratic polities provide few
electoral incentives for embarking on pension reform, but pluralist poli-
tics also create ample opportunities for adversaries to hobble reform
efforts. The common wisdom emerging from this line of argument is that
the best that would-be reformers can hope for is an iterative process of
incremental and piecemeal change. Because radical or structural pen-
sion reform is politically costly, any attempt to restructure pension sys-
tems fundamentally is tantamount to political suicide and, for all intents
and purposes, impossible.

Based on empirical evidence from four continental European coun-
tries (Austria, France, Germany, and Italy),’ this chapter suggests that
democracies and democratic practices actually have enabled rather
than constrained structural pension reform in Europe. Rather than look
to macropolitical variables to explain pension reform processes (as do
the political scientists reviewed in the first section below), this chapter
will look very closely at the subpolitics of European pension policy net-
works. An analysis of European pension policy communities reveals
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that the reluctance to reform has more to do with the dominance of
expert-oriented policy networks than with democratic politics. As
explained in the second section below, these ideologically cohesive and
organizationally integrated corporatist policy communities were suc-
cessful at insulating policy networks from both parliamentary and pub-
lic scrutiny. As a result, much of pension policymaking prior to the
1990s was incremental and piecemeal, geared toward maintaining the
institutional status quo.

From about 1990 onward, however, new types of policy actors
successfully challenged the ideological and political dominance of
established pension policy networks in continental Europe. As these
actors introduced new ideas and concepts into European pension
reform debates (many of them critical of established pension sys-
tems), they broadened the scope of political conflict: European pen-
sion debates now feature competing accounts of the pension issue
rather than one pension orthodoxy. Consequently, pension policy-
making has become more contentious and conflictual because a far
more volatile “garbage can” policy process is replacing the pre-
dictability of corporatist bargaining. In short, European pension pol-
icymaking has rediscovered pluralist politics. This rediscovery of
principled policy conflict has coincided with structural reform mea-
sures in continental Europe.

The Politics of Pension Reform

Most commentators and observers agree that social policymaking is
not as much fun as it used to be. Perpetual crises of social security
budgets caused by increasingly competitive global markets, persis-
tent unemployment, and demographic aging remind us that the
heady days of welfare state expansion are most definitely over. Nowa-
days, social policy seems to be about adapting welfare states, includ-
ing pension systems, to harsher economic climates. In practice, this
has meant retrenching and reducing the generosity of welfare state
provisions.

Under these new circumstances, pension reform in democratic poli-
ties has become a thorny, politically risky, and inherently divisive pol-
icy issue. Despite what seems to be overwhelming evidence in favor of
incisive structural reforms, pension systems have proven remarkably
immune to fundamental change. Finding that theories of welfare state
expansion have not explained welfare state retrenchment? (Pierson
1994, 1996), political scientists have suggested that the observed
resilience of welfare states may be related to the ways that contempo-
rary democracies and their institutions are structured.
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The Institutional Limits to Welfare State
Retrenchment in Democracies

The political process of retrenching welfare states is not the mirror
image of the process of expanding them. In fact, Paul Pierson (1994,
1996) argues that retrenchment is an altogether more treacherous exer-
cise for two reasons. First, current retrenchment policies have dramat-
ically different electoral implications than did the expansionary efforts
of the past. Retrenchment involves imposing concrete losses on a spe-
cific group within the electorate. Because this is not likely to be popu-
lar with voters,® policymakers anxious about reelection will find that a
“...simple ‘redistributive’ transfer of resources from program benefi-
ciaries to taxpayers, engineered through cuts in social programs, is
generally a losing proposition” (Pierson 1996, p. 146). Second, welfare
state retrenchment takes place in different institutional contexts than
did welfare state expansion. Over the past decades, social policymak-
ing has given rise to networks of professional bodies and advocacy
groups that design, administer, implement, and evaluate social policy.
Not only may these interest groups be in a position to mobilize a sub-
stantial part of the electorate (for example, the “grey lobby” in the
United States or unions in continental Europe), but they also may be
able to obstruct policy implementation where they have a role in the
administration of welfare state programs. As a result, rather than poli-
cymakers attempting to claim credit for expansive welfare state
reforms, the “new politics of the welfare state” (Pierson 1996) is about
shunting and avoiding the blame for unpopular benefit cuts to escape
punishment at the hands of voters.

As a result of the institutional structures of contemporary democra-
cies themselves, pension retrenchment is bound to be a thorny and pre-
carious political project. Political scientists such as Paul Pierson (1994),
Kent Weaver (Pierson and Weaver 1993), and Giuliano Bonoli (2000)
have analyzed how patterns of formal and informal political institutions
shape pension reform strategies. Democratic institutions regulate politi-
cal participation and contestation by defining so-called veto points at
which the political opposition may intervene in the policy process
(Bonoli 2000; Ebbinghaus and Hassel 2000; Mtiller 1999). Bonoli (2000)
argues that pension reform will be more difficult, require more complex
governmental strategies, and lead to qualitatively different reform path-
ways in polities with many veto points (such as Switzerland or the
United States) than in polities that concentrate political power in the
hands of the government (such as the United Kingdom). Yet, political
institutions do not determine pension reforms in any mechanical sense.
Pierson and Weaver (1993) argue that political systems that concentrate
power also focus accountability. With few institutional mechanisms for
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avoiding blame, begrudged voters will know exactly who is responsible
and whom to punish at the ballot box (Pierson 1994, 1996). The fate of
any particular reform, Pierson argues, will depend on whether the con-
centration of power outweighs the concentration of accountability. For-
mal political institutions, then, are important in the sense that they frame
policy processes, regulate political contestation, and define feasible pen-
sion reform pathways (Pierson 1994). Their direct impact on pension
reforms, however, remains ambiguous and complex.

In addition to formal political institutions, the design and structure of
pension systems themselves create barriers for retrenchment. Here polit-
ical scientists point to path dependency and institutional lock-in as cru-
cial determinants of pension reform options. Whether a pension system
operates along the lines of the social insurance model or of Beveridge’s
vision of social security makes a substantial difference to available pol-
icy alternatives and policy tools. For example, Bismarckian systems
allow policymakers to manipulate contribution rates and noncontribu-
tory elements, whereas policymakers in Beveridgean systems can work
with means-tested benefits and eligibility criteria (Bonoli 2000). More
fundamentally, long-term financial commitments encoded in the insti-
tutional design of pension systems may lock policymakers into a spe-
cific reform trajectory. The most prominent example of institutional
lock-in is the pay-as-you-go (PAYG) system. The accrued pension
claims of present generations, observers argue, give rise to prohibi-
tively high transition costs that prevent a wholesale shift to fully
funded pensions (Hinrichs 2001; Pierson 1994). Beyond financing
mechanisms, pension system designs also designate who is involved
In running the pension systems and who has an interest in maintaining
or changing the status quo. For instance, in continental European coun-
tries pension systems are located in a social space shared by govern-
ments, labor unions, and employers’ associations (Ebbinghaus and
Hassel 2000). Bi- and tripartite management regimes, such as in France,
Germany, or Italy not only introduce veto points into the decisionmak-
ing process; they also define stakeholders and their interests in the pen-
sion system.

In sum, the literature tells us that welfare state retrenchment and pen-
sion reform in democracies is difficult because

o they are likely to be unpopular with the electorate

o democratic polities provide ample opportunities for contesting
unpopular policy (via veto points) or for punishing policymakers
(via elections)

o the structures of welfare state institutions and pension schemes them-
selves rule out certain policy options from the outset, thereby nar-
rowing the feasible set of policy alternatives.
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How have policymakers dealt with these institutional constraints? As
a rule, Pierson (1994, 1996) argues, policymakers have tried to mitigate
the electoral impact of imposing losses by either maximizing electoral
margins or minimizing political opposition to the reform. Basing his
argument on evidence from four countries,* he maintains that policy-
makers have applied any or all of three blame-avoidance strategies.
First, policymakers and politicians have played off different groups in
the policy community. Second, policymakers have pursued strategies of
compensation by providing financial benefits to potential losers in
retrenchment policies. Third, and most important, would-be reformers
have lowered the public visibility of benefit cuts. For example, according
to Pierson, policymakers can obfuscate retrenchment by formulating
highly complicated reforms and burying the potential policy outcomes
in technical jargon. Another strategy for blurring political responsibility,
Pierson points out, is to delegate decisions to ad hoc commissions or to
associate political opposition with retrenchment in consensus-based
policymaking (Pierson 1994).

In Europe, Bonoli (2000) maintains, institutional contexts seem to
imply specific political strategies. Unitary systems that centralize power,
such as the United Kingdom, imply a bold political strategy of imposing
unpopular pension reforms and absorbing the electoral impacts.> Con-
versely, governments in polities with many veto points, such as France or
Switzerland, have to adopt more circumspect and inclusive approaches.
Here, successful pension reform strategies are likely to diffuse blame by
including political adversaries (such as labor unions or pro-welfare inter-
est groups) in policy formulation and by featuring bargained outcomes
among contending policy actors. This process, which Ebbinghaus and
Hassel (2000) call “concertation,” occurs when social partners trade quid
pro quos (Bonoli 2000). Concertation reduces potential opposition to a
reform by implicating political adversaries in the reform itself.

The institutional barriers to pension reform have not prevented it
from occurring. However, changes to pension systems have come only
after protracted, cumbersome, and iterative reform processes. Policy-
makers’ need to avoid blame for unpopular pension reforms has made
the adaptation of welfare states a slow and incremental process (Pierson
1996; Bonoli 2000; Hinrichs 2001). Moreover, until very recently (see
below) reforms have moved well within the institutional logic of exist-
ing pension provision.

Democracies and Pension Reform

The most significant aspect of the “new politics of the welfare state”
(Pierson 1996) is that successful pension reform requires the suspension
of democratic mechanisms. Evidence from many European countries®
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seems to suggest that policymakers have used blame-avoidance strate-
gies to pursue unpopular reform agendas. Obfuscation strategies have
kept voters and opposing policy actors uninformed about the effects of
reform proposals. Compensation, in turn, has bought acquiescence from
powerful groups of voters at the cost of less concentrated interests. Con-
certation effectively has banished choice from the political system: con-
sensual policymaking has implied that voters have been left with few
real alternatives to governmental reform agendas (Nullmeier and Riib
1993). As Pierson (1994) points out, retrenchment is an exercise in avoid-
ing or even suppressing policy conflict. If, however, we understand
democracy to be a system of political contestation (Dahl 1971), then
blame avoidance amounts to circumventing the democratic policy
process.

If this is true, the implication that democracies and pluralist politics
rule out structural pension reform would be ominous. Reform-minded
policymakers, it would seem, are stuck between a rock and a hard place.
On one hand, pluralist politics condemns them to the “pension misery-
go-round” of frustrating, never-ending reforms unless they can find
ways around the democratic policy process. On the other hand, alterna-
tives to pluralist democracies are even less appealing than is the pension
misery-go-round (Pierson 1996).

This bleak conclusion, however, emerges from the way the literature
emphasizes the point of decision in pension reform processes. This focus
on decisionmaking is problematic for two reasons. First, pluralist democ-
racies are specifically designed to diffuse political power at the point of
decision. Institutional features, such as parliaments, the separation of
powers, cyclical and frequent elections, or an independent judiciary,
ensure that political power in democracies diffuses across many policy
actors (Dahl 1961; Polsby 1981). Perhaps, then, it should not come as
much of a surprise that imposing unpopular retrenchments at this point
in the policy process is likely to be difficult. Second, and more signifi-
cant, the point of decision in real policy processes may be more difficult
to identify than the literature will have us believe. As Pierson (1994)
points out, blame avoidance is also about breaking down one transpar-
ent point of decision into many less transparent decisions scattered
across the policy process. Significantly, policy actors can affect outcomes
by defining pension policy problems to suit their preferred solutions,
thereby controlling pension reform agendas. Applying political power
at the earlier stages of policymaking is a far more subtle activity.

A related weakness is the focus on behavioral aspects of pension
reform. Pension policymaking is not only about maximizing individual
or organizational utility functions. Political conflicts over the welfare
state are also conflicts over fundamental ideas and values. The institu-
tions from which pension reforms emerge give rise to specific norms,
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practices, and worldviews. When institutions and their members clash,
so do the constitutive values and practices. Yet reforming pension sys-
tems is also a communicative process (Rein and Schén 1994). Parties to
pension reform will rely on rhetoric and argument to persuade, cajole,
and mobilize other policy actors (Fischer and Forester 1993; Rein and
Schén 1993).” How different policy actors frame pension reform issues
and the extent to which political adversaries can successfully challenge
them will have a profound effect on policy outcomes.

The Subpolitics of Pension Reform

The previous section outlined how the general characteristics of plural-
ist democracies impose constraints on pension reforms, but that only
tells part of the story. As Pierson (1994) points out, analyzing welfare
state reforms means thinking about the consequences of big govern-
ment. Another development associated with big government is the so-
called differentiated polity (Rhodes 1997). Increasingly, policymaking in
advanced industrial states has become specialized and fragmented. In
almost all countries, states have taken on regulative responsibilities for
an ever increasing spectrum of social activities. As these responsibilities
have grown in number and in size, so too has the demand for specialized
knowledge, technical advice, and policy delivery capabilities. This devel-
opment has given rise to functionally segregated networks of institu-
tions and policy actors that focus on particular social problems. In these
networks and communities, policy actors define issues, set agendas, for-
mulate proposals, and implement decisions. In the differentiated polity,
policy (including pension reform) is made in policy communities.

Assessing the impact of pluralist democracies on pension reform
implies that we examine these subcutaneous policy processes. As in
other specialized policy arenas, pension reforms in Europe have emerged
from relatively stable networks of experts, politicians, interest groups,
and state agencies. What, then, has been going on in these policy net-
works to make pension reform so difficult? Moreover, to what extent
have these policy networks enabled political contestation and participa-
tion in policymaking?

Pension Policymaking Prior to the 1990s: Consensus,
Exclusion, and Nondecisions

European pension policy communities developed in the “golden
age of the welfare state” (Pierson 1994). In the three decades fol-
lowing the end of World War II, expansion of European welfare states
gave rise to specific structures and styles of social policymaking.
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Although the particular institutional setups differed from country to
country, many of these decisionmaking systems have been exclusive
institutional networks insulated from both public scrutiny and other
policy networks.

Institutional Actors, Network Structures, and Agenda-Setting.
In Europe, pension system design has determined who participates in
pension policymaking. In general, the more a pension system resembles
the social insurance model, the more pronounced are the corporatist
decisionmaking structures. Whether in the German and Austrian
pension carriers (Rentenversicherungstriiger), in the French supplemen-
tary pension schemes, or in the governing bodies of the Italian pension
system, administration of pension schemes in continental Europe
features some form of bi- or tripartite management regime (Linnerooth-
Bayer 2001; Ney 2001; Bonoli 2000; Bozec and Mays 2001; Cioccia 2001;
Antichi and Pizzuti 2000). As a result, continental European pension
policy communities before the 1990s broadly conformed to the corporatist
model of interest intermediation (Schmitter and Lehmbruch 1979). The
institutional policy actors within pension policy networks reflected
corporatist cleavages: as a rule, pension policy formulation and decision-
making was a bargaining process limited to representatives from state,
capital, and labor.?

A feature common to all European pension policy communities is
their strong reliance on expertise. Apart from political elites, the pension
policy issue has been the sovereign province of experts. In corporatist
systems, pension expertise traditionally has emerged from the legal pro-
fession and, to a lesser but increasing degree, the economists’ guild. In
the United Kingdom and in Nordic countries, expertise relies more on
economic theory and actuarial sciences than on law. In either case,
requirements of technical expertise have erected high barriers to entry
for would-be reformers. Consequently, the number of players has been
rather limited: in most countries, the wider pension policy community
consists of 20 to 30 policy-relevant institutions. When considering insti-
tutional actors who seriously impinge on pension reforms, this number
falls to 10 to 15 (Ney 2001 and Mayhew 2001).

How did these institutional actors relate to one another? Following
Rhodes (1990, 1997) we can think of policy networks as systems of
exchange and dependence between institutions. To fulfill policy goals,
institutions depend on the resources of other organizations. In pursuing
these goals, institutions interact, exchange, and bargain. The stronger
these interorganizational resource dependencies, Rhodes argues, the
more integrated and cohesive a policy network is likely to be.

In continental Europe, corporatist policy communities featured
strong organizational interdependencies between institutional actors.
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A key resource in pension policymaking was (and continues to be)
credible pension knowledge (Reynaud 2000). Before the 1990s state
actors and pension bureaucracies (such as the pension carriers in
Austria and Germany or the state in France) operated and controlled
all sites that produced legitimate pension knowledge. Whether it
was pension expenditure statistics, demographic and financial pro-
jections, or forecasts about future developments in benefits and con-
tributions, the source of credible knowledge resided within corporatist
policy communities. In that way state bureaucracies could tie the
corporatist partners into the bargaining process: Impact on pension
policy required “credible pension data,” which was available from
a limited number of controlled sources (Nullmeier and Riib 1993;
Bozec and Mays 2001). In return, social partners provided political
cooperation and compliance. A legitimate claim to governance thus
strongly coincided with the control of superior access to pension
knowledge.

These interorganizational resource dependencies gave rise to tightly
organized, institutionally interdependent pension policy communities.
Frequent interaction among individual policy actors with shared epis-
temic commitments led to the emergence of a highly selective, ideologi-
cally coherent, and institutionally interdependent group of policymakers
(see also Nuilmeier and Riib 1993). By effectively insulating the issue
area from other policy spheres and from other policy actors, pension pol-
icy communities managed to control problem definition, agenda-setting,
and policy formulation.

Policy change occurred within narrowly delimited and carefully
defined boundaries, if it took place at all. The close correspondence
between pension provision and political decisionmaking implied that
each attempt to reform pension schemes also tested the political viabil-
ity of the corporatist bargaining system. So as not to upset the fragile bal-
ance of power between policy actors and to substantiate to external
contenders the claim to superior knowledge, policymaking in continen-
tal Europe included extensive consensus-seeking (Ney 2001; Bozec and
Mays 2001; Nullmeier and Riib 1993). One way of achieving consensus
was to control the emergence of conflict. By limiting the pension reform
agenda to relatively innocuous issues, pension policy communities cur-
tailed political conflict by either excluding or co-opting dissenting voices.
Policy communities defined pension problems so that the solutions fell
exclusively within the institutional logic of existing pension provision.
The policy community a priori defined pension issues as technical ones
amenable to managerial solutions. Typically, pension reforms in these
countries emerged from an intricate bargaining process aimed at achiev-
ing consensus across every conceivable political cleavage in the pension
policy community.®
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Policy Processes and Democratic Institutions. Unlike what public
choice models and concepts of blame avoidance would have us believe,
democratic institutions have played a marginal role in European
pension reform. In most European countries (with the exception of
Norway), pension policymaking was thoroughly depoliticized and
deparliamentarized, even during times of welfare state expansion.

In corporatist policy communities, such as the British pension policy
network, pension reforms emerged from a myriad of ad hoc committees
and commissions. These committees and commissions were set up by
corporatist policy actors and served three basic political purposes. First,
they allowed policy network participants to define the pension issue, set
pension reform agendas, and control participation. Second, this “ad hoc-
racy” provided venues for “partisan mutual adjustment” (Lindblom
1958) between corporatist policy actors. Third, and most important,
these policy venues created a policy space institutionally remote from
formal democratic institutions and public scrutiny.

On one hand, the sheer number of committees and commissions with
varying degrees of importance made for an opaque policy process.
Unless they were situated on the inside of the policy community, it was
difficult for policy actors to reconstruct the origin and evolution of a par-
ticular pension reform.!® On the other hand, because ad hoc committees
and commissions were not subject to the same rules of public disclosure
and access as were parliamentary committees, for example, corporatist
policy communities could keep the public at arm’s length. In countries
such as Austria, Germany, and the United Kingdom," there was more
than a little truth to the popular image of decisionmaking in smoke-
filled backrooms. Moreover, members of political parties within the cor-
poratist policy communities (usually depicted as “social policy experts”)
acted as ideological and organizational gatekeepers. Rather than carry-
ing new ideas into pension policy communities, these politicians often
were more effective in keeping new concepts and approaches out of pen-
sion policymaking (Nullmeier and Riib 1993).

By the time that a particular pension reform reached parliament,
there was little left for parliamentarians to decide. Corporatist partners
had closed the deals in the relatively safe confines of the ad hocracy
and senior politicians relied on party discipline to avoid any embar-
rassment in parliament. Rather than exerting political control, parlia-
ment merely rubber-stamped pension reforms drafted in corporatist
policy communities. For example, the passage of the German Pension
Reform (PRA) Act of 1992 shows how the policy community outma-
neuvered the Bundestag.> Not only did parliament have little time to
process the PRA 1992 bill;!? the ad hocracy continued to work on
details of pension reform after its passage (Pabst 1999). Similar pat-
terns emerged in the Austrian pension reform of 1985 when the social
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partnership decided upon the substantive content of the reform and
relegated parliamentary ratification to a mere formality (Linnerooth-
Bayer 2001).

Corporatist Policy Communities, Incremental Pension Reform,
and Democracy. A closer look at the subpolitics of pension reform in
Europe prior to the 1990s reveals that there may be a less robust
relationship than previously thought between democratic institutions
and incremental pension reform. Pension policy communities in
Europe, the locus of pension policy formulation, have been anything
but democratic. In continental European countries and to a lesser
extent in the United Kingdom, policy communities have been small,
selective, and highly cohesive policy networks based on specialized
expertise. These networks dominated pension policymaking until
(and in some case well into) the 1990s. By monopolizing credible
expertise and technical knowledge as well as excluding potential
contenders, these institutional networks effectively controlled policy
conflict. Moreover, these tightly integrated policy communities
insulated themselves from other policy networks, parliament, and
public scrutiny. Despite functioning blame-avoidance mechanisms,'*
however, European pension reforms before the mid-1990s consisted
of cautious and incremental retrenchments to existing pension
systems. On the whole, reforms prior to the 1990s were parametric
adjustments of existing institutional arrangements that did not
seriously challenge the underlying organizational structure of public
pension provision.

The reason why continental European polities in the past have
eschewed structural pension reforms is related not to the structure of
pluralist democracies but to the configuration of pension policy com-
munities. As we have seen, pension systems in corporatist polities imply
specific decisionmaking structures. These structures empower certain
social groups at the cost of other groups. In this sense pension systems
are more than a technical device for transferring income across genera-
tions. Rather, pension systems represent both a modus operandi and
specific distribution of political power within the pension policy net-
work. Any change to the pension system that moves outside the preva-
lent institutional logic of pension provision also challenges the
decisionmaking system and the distribution of power, which in turn
encodes a particular set of beliefs, enabling a fundamental policy con-
flict. The subpolitics of pension policymaking suggest, therefore, that
pre-1990 reform efforts aimed at securing existing pension systems and
their accompanying distribution of political power in the face of finan-
cial pressures. To defend pension systems, continental pension policy
communities simply recalibrated existing institutional mechanisms
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(consensus policymaking, monopoly of knowledge, expert-driven poli-
cymaking, and so forth) to suit more austere social policy goals. If we are
to believe the sociological systems theory that political power is the “cur-
rency” of political systems, then there is no rational basis for any politi-
cal organization to relinquish it.!> For this reason, it is in the most
fundamental interest of pension policy community participants to limit
pension reform to problems amenable to systemic palliatives. This main-
tains and reproduces the corporatist decisionmaking system in which all
participants have a stake. In sum, it is not democratic institutions but
rather the lack of democratic practices within pension policy communi-
ties that explains the absence of structural pension reforms in continen-
tal Europe prior to the 1990s.

Pension Policymaking in the 1990s:
Expanding the Scope of Political Conflict

By the end of the 1990s, the picture had changed completely. Not only
had the governments made decisive cuts to pension benefits, but nearly
all countries had sought solutions outside established PAYG, defined-
benefit pension systems.

The leaders of this process have been Poland, Italy, the United Kingdom,
and Norway.!® The Polish pension reform of 1997 effectively terminated
the Bismarckian-style pension system (Goéra 2001). Under the new sys-
tem, workers under the age of 40 will make contributions into both a
notional defined contribution public pillar and a fully funded pension
scheme (Perek-Bialas, Chlon-Dominczak, and Ruzik 2001). Similarly,
Italian policymakers have established fully funded pension schemes at
firm level (Cioccia 2001; Reynaud 2000). In the United Kingdom, the
cuts to the State Earnings-Related Pension Scheme (SERPS) in the mid-
1980s and the tax incentives for private pensions have led to a consid-
erable shift toward private pension provisions (Mayhew 2001). In
Norway, despite expansion of the universalist elements of the pension
system, there has been considerable growth in private pensions:
between 1982 and 1996 the proportion of old-age income from private
pensions increased from 16.4 percent to 21.6 percent (Ervik 2001).

Even in continental European countries, policymakers have imple-
mented alternatives to established social insurance systems. In Germany,
the most recent reforms have created a voluntary pension pillar based on
credit reserve (CR) funding and located in the private sector (Rehfeld
2001). Similarly, the Thomas Law of 1997 in France created the legal and
organizational framework for private sector pension provision. Only
Austrian policymakers have not moved outside the institutional logic of
the social insurance system (Linnerooth-Bayer 2001).
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What has triggered these reforms? If the form and practices of policy
communities constrained structural pension reform prior to the 1990s,
we should look for and expect to find changes at the level of European
pension policy communities. Indeed, throughout the 1990s European
pension policy communities became less cohesive and more diverse in
terms of membership, structure, and practices.

New Policy Actors and Old Interorganizational Ties. In the last
decade there has been an influx of new institutional actors into most
European pension policy communities. These new actors have challenged
dominant ways of thinking about pension reform, and the institutional
ties characteristic of European pension policy communities have begun
to loosen.

The most prominent new interest groups to enter the European pen-
sion policy communities have come from the banking and insurance
industries. This trend is most visible in the United Kingdom and in
Poland where pension reform created a formal space for increased
industry involvement in policymaking. To a lesser extent, the same is
also true in continental Europe. In France, Germany, and Italy, the pri-
vate financial sector has increased its attempts to influence pension
reform outcomes by adopting more proactive policy strategies and cir-
cumventing established corporatist channels of policy interaction (Ney
2001; Bozec and Mays 2001; Ervik 2001). Even in Austria, where corpo-
ratist interest mediation remains strong, the private sector is becoming
increasingly active in providing pension-related products (Linnerooth-
Bayer 2001).

Another significant addition to pension policy communities in many
European countries is the media. Throughout the last decade, all coun-
tries have revealed a change in both the frequency and content of articles
about pension reform issues. Media coverage tends to describe the issue
as an impending financial crisis: The emphasis is on the inequitable dis-
tribution of burdens across generations. Metaphors such as “the tidal
wave of old age” (Norway), the “struggle of the generations” (Germany),
and the “demographic time-bomb” (ubiquitous) underline the alleged
urgency of policy action. In general, the media are quick to criticize pol-
icymakers for inaction. In continental countries, the media equate para-
metric reforms with governmental weakness, agency capture, and
electoral cynicism: The failure to reform pension systems radically (such
as a shift to a fully funded financing mechanism) reflects the inability of
policymakers to rid themselves of old-fashioned corporatist dogmas,
and their unwillingness to jeopardize the grey vote” (Bozec and Mays
2001; Ney 2001)."” :

At the level of political elites, the 1990s have brought about a
reshuffling of political allegiances. Political parties no longer mirror
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corporatist cleavages. Rather, many major political parties in Europe
are split internally among competing approaches to pension reform.
Moreover, in continental European polities, supporters of conventional
social policymaking rapidly are disappearing from the political map. In
Germany the purge of old-style social policy experts from both major
parties (most important, from the German Social Democratic Party) has
been particularly noticeable. Similarly, an entire generation of politicians
in Italy was wiped out by the Mani Pulite inquiries. The same process has
occurred to a lesser degree in Austria and France. In those countries, tra-
ditional social democratic values weathered the ideological upheavals of
the 1990s far better than in Germany or the United Kingdom. The shift
of the union’s traditional allies toward the center of the political spec-
trum has meant that the unionized labor movement can no longer count
on uncompromising political support from socialist or social democratic
parties.

The new policy actors have come replete with innovative ideas and
approaches to pension policymaking. In many cases, new actors in the
policy communities have established competing sites of knowledge
production. For example, the significance of think-tanks increased
throughout the 1990s. The independence of think-tanks varies, but most
are close to a particular policy position or political party. For example,
Demos in the United Kingdom is (somewhat unfairly) said to be close to
“New Labor,” the Copernic Foundation in France leads the intellectual
charge on the neo-liberal “culture of Bercy,” and the ZeS in Germany is
close to a conventional German social policy approach. Other think-
tanks have more concrete institutional ties to policy actors: the Deutsches
Institut fiir Altersvorsorge is nominally independent but receives funding
from the Deutsche Bank Group, and Deutsche Bank Research is a depart-
ment of the banking corporation whose mission is to inform the Deutsche
Bank’s board of directors (Ney 2001).

How have these changes affected pension policy communities? The
diversification of participants has helped loosen formerly cohesive
interorganizational ties at two levels. First, the new entrants have chal-
lenged the cognitive monopoly of conventional pension knowledge. Not
only are they in a position to interpret pension data within the conven-
tional pension paradigms,’® but they have also brought novel approaches
to the pension issue. In many European countries, generational account-
ing and internal rate of return comparisons have questioned conven-
tional pension policy lore (Ervik 2001; Ney 2001; Bozec and Mays 2001).
There is no longer one dominant pension truth but several alternative
and competing ones. In a real sense, the transformation of pension policy
communities has created scientific uncertainty.!” More methodological
pluralism implies that policy actors will come to different conclusions
about the efficacy and effects of pension reform. Increasingly then what
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policy actors choose to believe depends on where they stand in the pen-
sion policy community. The growing plurality of ideas has (re)politi-
cized pension knowledge.

Second, both the additions to the pension policy community and the
changing socioeconomic conditions of the 1990s have fractured corpo-
ratist interaction. Increasing international competition and changing
forms of accumulation and employment have transformed the political
outlook of pension policy actors. In general, employers and employer
organizations have become decidedly indifferent toward national social
policymaking (Ney 2001). Tight labor markets, perceived global com-
petitive pressures, and access to global markets imply that employers
and enterprises no longer rely as strongly on cooperation and compli-
ance from other social partners, specifically unions. Consequently, pri-
vate sector policy actors throughout the 1990s have become increasingly
assertive in terms of their own perceived interests and increasingly
recalcitrant relative to union demands. This tendency is most marked in
Germany, and less so in France and Italy. In Austria, however, employ-
ers are still relatively cooperative but have become far more proactive
(Linnerooth-Bayer 2001).

Common Challenges, Conflicting Solutions: Advocacy Coalitions,
Policy Stories, and Agenda-Setting. The influx of new members
and ideas into European policy communities has widened the scope
of political conflict for pension policymaking. As a result, pension
policy debates have become more polarized and divisive. Formerly
cohesive pension policy communities have split into conflicting
“advocacy coalitions” (Sabatier and Jenkins-Smith 1993). These coal-
itions consist of institutional and individual policy actors who rally
around distinctive sets of beliefs about a particular issue area. In
general, at least three different sets of beliefs have guided European
policy actors in constructing conflicting “policy stories” about pension
reform.

Policy stories are rhetorical devices designed to convince, cajole, and
persuade opposing policy actors and provide a rhetorical rallying point
for allies (Stone 1988; Fischer and Forester 1993). This, however, does not
mean that policy stories are mere fiction or conjecture (as protagonists of
opposing policy stories will claim). Rather, policy stories allow policy
actors to be selectively objective: the stories provide a narrative, framed
by fundamental normative beliefs about social organization, that selec-
tively highlights certain aspects of a policy issue while de-emphasizing
other aspects (Douglas 1982; Thompson, Ellis, and Wildavsky 1990;
Rayner 1991; Thompson, Rayner, and Ney 1998). The aim of a policy
story is to construct a plausible, credible, and legitimate argument in
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favor of a particular course of action. Contending policy stories start
from differing initial assumptions, provide specific interpretations of
pension policy problems, and offer particular policy solutions. In this
way, policy actors arrive at very different solutions for common policy
problems.

Common Challenges. Despite ideational diversity within and across
national pension policy communities, policymakers in most European
countries perceive general policy challenges similarly.?’ First, policym
akers and experts in all countries understand demographic aging and the
unfavorable future development of dependency ratios to be the root
cause of the pension problem. Policymakers in all countries point out that
demographic imbalances will place considerable financial strain on
existing pension systems in the future. Second, policymakers in all
countries point to the social, economic, and political developments
commonly referred to as globalization. Increasingly, economic agents—
enterprises or individual workers—compete in global markets. For many
policymakers this implies that future societal wealth will depend on costs
and competitiveness. Moreover, European policymakers point to changes
in household structures and employment patterns. Increasingly, the male-
breadwinner model and lifelong employment are becoming the
exceptions rather than the rule. In the future, pension systems will have
to cope with such issues as discontinuous employment histories (whether
for spells of unemployment, training, or maternity /paternity leave).

Although there is rough agreement about general problems, the inter-
pretation of policy challenges has given rise to conflicting policy stories.
Differing constructions of the pension issue have divided national pen-
sion communities in similar ways.

The Crisis Story: Intergenerational Fairness and Efficiency. In
general, advocacy coalitions emphasizing intergenerational equity seek
to expand the scope of political conflict. The fundamental problem,
advocates argue, is that defined-benefit PAYG systems are in dire
financial straits.

The socioeconomic and demographic developments of the last 20
years have squeezed public PAYG pension systems in three ways. The
first financial pressure emerged from demographic aging. Increasing
longevity and falling fertility rates mean that the dependency ratio in
most European countries will increase sharply after about 2010 (OECD
1998). Proponents of the crisis story contend that this will lead invari-
ably to a steep and unsustainable increase in social security costs for
workers and firms. Globalization of goods and financial markets creates
a second squeeze on pension systems. In the future, global markets will
reward those economies with low production costs. However, current
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public PAYG systems, replete with generous pension benefits, are likely
to drive production costs to unsustainable levels. Crisis story propo-
nents maintain that this inevitably leads to unemployment, contribution
evasion by younger workers, and a loss of international competitive-
ness. In all cases, pension systems will lose revenue. The third squeeze
originates in the fundamental flaws of existing European public pen-
sion systems. Almost all European countries feature generous provi-
sions for early retirement. Falling labor market participation rates show
that European workers are eager to take advantage of early retirement
provisions (Gruber and Wise 1997). Given increasing longevity and
demographic aging, however, early retirement adds to the already
daunting financial burdens of public PAYG systems. Advocates emphati-
cally conclude that the crisis is upon us now and the need for decisive
policy action is acute.

What should policymakers do? Advocates of the crisis story favor pen-
sion reforms that reduce social insurance costs and urge policymakers to
look for alternatives to public PAYG systems. Policy actors have suggested
diverse ways for reducing the expenditure of public PAYG schemes,
including increasing the retirement age, abolishing early retirement,
reducing replacement rates, and cutting redistributive elements within
pension systems. It is significant that advocates of this policy story suggest
that pension provision be made more transparent by erecting institution-
ally distinct pension pillars that would fulfill different functions of old-age
protection (that is, poverty alleviation, long-term savings, and coinsur-
ance). In ideal circumstances, pension pillars should be located in institu-
tions best suited to fulfill assigned functions; redistribution would be a
public task whereas long-term savings would best be managed by the pri-
vate sector (World Bank 1994). Advocates of the crisis story maintain that
pension reform should aim to diversify old-age income provision.

The institutional location of this advocacy coalition differs among
European countries. The most obvious raconteurs of the crisis story are
“Washington consensus” economists, the banking and insurance
industries, and market-oriented politicians (such as Silvio Berlusconi
in ITtaly or Guido Westerwelle in Germany). Less obvious but far more
politically significant is the growing support for the crisis story in
social-democratic parties across Europe. Arguably, one of the defining
features of “New Labor” in Britain, France, and Germany is that left-
wing politicians are taking the crisis story seriously. Moreover,
throughout Europe the media have been particularly receptive to argu-
ments about intergenerational equity. This trend is probably most pro-
nounced in Germany and Italy where the media have more or less
subscribed to the crisis scenario (Cioccia 2001; Ney 2001). Yet, even in
Austria and France, the media have reported on the crisis story, albeit
somewhat more cautiously.
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The Social Stability Story: Social Peace and Intergenerational
Solidarity. Advocacy coalitions focusing on social stability generally
limit the pension issue to technical problems. Here the issue is how best
to adapt and fine-tune existing systems to meet demographic and
socioeconomic challenges. As the argument goes, demographic aging
and socioeconomic change require judicious and measured social
management by competent experts. Given the central role and proven
track record of existing pension systems in securing social stability and
intergenerational solidarity, the main challenge is to keep those institu-
tional mechanisms intact. Doing so, advocates argue, includes securing
the public’s trust in the pension system by providing stable and reasonable
replacement rates. Proponents of the stability story suggest that the real
problem is that particular policy actors systematically have undermined
trust in existing pension systems.

The advocacy coalitions arguing for social stability emphasize the
need for judiciously balanced fine-tuning and adaptation to secure the
long-term viability of existing pension systems. The catalog of proposed
reform measures is extensive and differs widely among and even within
countries at different points in time. The leitmotiv is to rely on the orga-
nizational resources of established PAYG systems without changing the
basic institutional identity of the pension system. In general, reform pro-
posals have suggested increases in contributions, retrenchment of bene-
fits, and reductions of redistributive elements in public PAYG pension
schemes. Unlike among advocates of the crisis story, the aim of reform
options here is to obviate the need for substantial private sector involve-
ment in pension provision. Private pension provision should be no more
than a supplement to public provisions.

In continental countries advocates for the stability story still represent
the pension policy establishment. Typically located in key positions
within the administrative structure of the PAYG pension system, propo-
nents of the rational management approach still command consider-
able influence over pension policy debates. But in several continental
European countries the cognitive and policymaking authority of the
pension “expertocracy” has become shaky. Particularly in Italy and, to a
lesser extent, in France and Germany more market-oriented discourses
have undermined the cognitive and policymaking status of the estab-
lished pension policy communities, which have not been able to avert
partial or total shifts toward private sector provision. In Austria, where
ideas of rational management still dominate pension reform debate, the
debate concerns the rational management of pension cuts rather than
pension system expansion.

The Social Justice and Equality Story. The advocacy coalition stressing
social justice and equality applies a holistic view to expand the pension
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issue beyond economic or technical considerations. In this arena pension
schemes are part of a socioeconomic system that, in general, is highly
inequitable. By relying on standard, male-dominated patterns of employ-
ment, existing public and emergent private sector pension schemes
penalize marginal and vulnerable social groups, including the working
poor, families, women, foreigners, people with special needs, and people
living alternative lifestyles. Demographic aging and globalization are
likely to exacerbate existing social problems of inequality. Pension reforms
need to be a part of a general societal reform agenda.

The policy options proposed by advocates of social justice and equal-
ity aim at leveling inherent social inequities. Pension reforms, they argue,
need to recalibrate old-age income provision to enable individuals to
fully determine their own destinies. This means that pension benefits
should free the aged from both patriarchal state intervention and the
vagaries of capital markets. To realize this degree of individual self-
determination, pension benefits should provide an adequate level of
old-age income to all citizens, regardless of labor market participation or
nationality. Advocates propose to increase redistribution among differ-
ent social groups: higher pensions need to fall so that lower pensions can
increase. Moreover, proponents of this policy story urge policymakers to
harmonize different pension systems (and thereby abolish occupational
privileges) and to increase coverage of the pension scheme to all citizens,
regardless of national or labor market status.

The social justice and equality policy story languishes at the margins
of most European pension policy debates. In continental countries, its
most vociferous proponents are the German and Austrian Green Par-
ties. Despite the German Green Party’s government participation, how-
ever, proponents of this discourse have had only a limited impact on
current German pension reform plans. In Austria the Greens are con-
signed to an opposition role at both governmental and policy commu-
nity level: their impact on pension reform has been negligible. In France,
Italy, and Poland policy arguments about social justice barely exist.?!

Policy Stories and Policy Conflict. The policy stories outlined
above provide principled narratives that help policy actors make sense
of the pension issue. By providing policy actors with cognitive and
normative maps, the conflicting policy stories define and delimit a
discursive sphere in which policy debate takes place. This space outlines
the borders of legitimate argument in the policy community: policy
stories determine what counts as a fact and what types of arguments are
out of bounds. We can visualize this in terms of a triangular policy space
(see figure 3.1).

The relationship between contending advocacy coalitions is one
of inherent conflict (Sabatier and Jenkins-Smith 1993; Rayner 1991).
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Figure 3.1 The Triangular Policy Space
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Within this discursive policy space, advocacy coalitions will clash over
correct definitions of the pension issue, appropriate policy responses, and
suitable policy instruments. Their members will beseech other policy
actors and the public. Agenda-setting then becomes an argumentative
process refracted through such institutional factors as the distribution of
power and resources in policy communities.

How has policy conflict developed in continental European pension
debates? The main fault line in most systems runs between the propo-
nents of the crisis and the social stability stories. Policymakers and
experts in these countries stylize the conflict as a struggle of economic
policy against social policy; a clash among CR, defined contribution
and PAYG, and defined benefits; and a battle between the ideals of lib-
eral markets and rational social management. In continental Europe
dominant policy actors have either co-opted the social justice policy
story (as in Austria and Germany) or have stonewalled it completely
(France and Italy).

Moreover, the degree and level of conflict between the warring fac-
tions on the continent differ from country to country. In France and
Germany, the level of conflict is extremely high because the pension
reform debate has become a proxy for more fundamental governance
issues. In Sabatier and Jenkins-Smith’s (1993) words, the clash between
advocacy coalitions concerns “deep core” and “policy core” beliefs—that
is, the fundamental structures of social insurance pension schemes and
the corporatist decisionmaking system. With decision stakes so high, the
current debate in these countries has deteriorated into a “dialogue of the
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deaf” (Sabatier and Jenkins-Smith 1993) or an “intractable policy contro-
versy” (Rein and Schon 1994). Pension knowledge has become a rhetor-
ical resource. Policy actors nolonger can solve disagreements by recourse
to facts because the facts have become an integral part of an advocacy
coalition’s rhetorical strategy. This is the “repoliticization” of pension
knowledge. What seemed to be an objective fact a decade ago now
reveals a fundamental political bias. Indeed, the form of political inter-
action has become less than genteel because policy debates are charac-
terized by mutual recriminations and accusations. Each side accuses the
other of irresponsibility and dubious ulterior motives. On one side, pol-
icy actors claim that unions and governments merely want to save their
own political necks by burdening young workers (see Ney 2001; Cioccia
2001; Bozec and Mays 2001; Linnerooth-Bayer 2001). On the other side,
contending policymakers conjure up images of destitute pensioners and
class warfare for the sake of short-term profits that line fat-cat employers’
pockets. In short, agreement—let alone consensus—is unlikely.

In Italy and Austria, in turn, political conflict over pensions is at a
more moderate level. In Italy financial crisis helped policymakers con-
vey the necessity and urgency of reforms (Cioccia 2001; Ebbinghaus and
Hassel 2000). In Austria pension policy debates do not yet concern fun-
damental issues of old-age income provision (Linnerooth-Bayer 2001).

Policy Processes and Policy Outputs: Garbage Cans and Structural
Reforms. The 1990s have witnessed the partial break-up of corporatist
pension policy communities. Shifts at political ievels and more general
socioeconomic changes have made pension policy communities more
diverse both in membership and ideas. As a result, pension policymaking
in Europe has become a more contentious, conflictual, and pluralist
activity. Although pension reform is a national legislative issue and policy
communities have become more open, parliaments still play a relatively
minor role in decisionmaking. Pension policymaking, now as in the 1980s,
takes place in a gray and informal area located in the anteroom, or front
yard of the formal parliamentary process. This gray area consists of a
multitude of informal, ad hoc commissions, committees, hearings, policy
advisory groups, and expert round tables whose membership and policy
relevance reflect the political power constellations within the pension
policy community.

Given the informal and ad hoc nature of the pension policy process,
recent changes have introduced political uncertainty into pension policy-
making. Conflict in pension policy communities not used to political con-
frontation has made reform a precarious affair. Whereas the corporatist
system of interest mediation carefully regulated who interacted with
whom, where, when, and—most important—about what, policy interac-
tion in the last decade has occurred in increasingly unpredictable ways.
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Pension policy communities, particularly in continental European
polities, have not kept pace with the shifting and uncertain alliances at
the policy elite level. In Austria and Germany present government coali-
tions (conservatives and ultra-rightists in Austria, Social Democrats and
Greens in Germany) would have been unthinkable only a few years ago.
In both polities governments have circumvented corporatist decision-
making structures. In Germany the present government has kept the tra-
ditional pension policy establishment at arm’s length (Ney 2001). In
Austria policymakers simply invented new policy venues to keep pen-
sion reform from the sway of the powerful Austrian social partnership
(Linnerooth-Bayer 2001). In Italy the replacement of the entire post-war
party system has given rise to vulnerable and volatile new political
alliances on both the right and left of the political spectrum (Cioccia
2001; Antichi and Pizzuti 2000). The result of these developments has
been the emergence of a structural disparity between political elites and
the pension policy community: in the former we find a more fluid con-
figuration that rapidly adjusts to changes, whereas the latter features rel-
atively inflexible structures geared toward securing continuity.

The expanding scope of political and ideational conflict has suspended
the implicit rules of policy engagement in pension policy communities.
Policy conflict and competition on “knowledge markets” successively
have eroded those policy norms that secured consensual decisionmaking
in policy communities, and policy actors in continental European coun-
tries have not agreed on a new set of rules that could regulate the more
conflictual policy sphere. Indeed, in countries such as Austria, France,
and Germany these rules are an integral part of heated policy conflict.

Rather than conforming to rational models of policymaking, pension
policy processes are becoming more similar to “garbage cans” (Cohen,
March, and Olsen 1972; Kingdon 1984).22 Whereas corporatist policy com-
munities tightly regulated policy streams, the influx of new members and
new ideas allowed the streams to drift. As a result European pension pol-
icymaking has become far more vulnerable to forces beyond the imme-
diate control of policy communities. For example, although overall
pension reforms in the 1990s generally have moved systems away from
unitary provision and toward diversity, during the decade there were
spectacular failures. In Austria the failure of the 1995 pension reform led
to the collapse of the coalition government. The German Pension Reform
Act of 1999 (Rentenreformgesetz 1999) arguably hastened the demise of the
Kohl era and then was overturned by the incoming coalition government
between the German Social Democrats, the SPD, and the German Green
party only a year after it was adopted. In Italy the Berlusconi government
failed to implement planned reforms because of the defection of the ultra-
right-wing coalition partner, the Lega Nord. The pension policy process in
Europe, it would seem, has become more volatile.
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In continental European countries the development toward a more
unpredictable policy process has culminated in a spate of reforms that
have moved beyond the institutional logic of social insurance pension
provision. In all social insurance countries except Austria, reforms have
created the legal and organizational basis for fully funded private sector
old-age income provision. Although these fully funded pillars are rela-
tively modest compared with private provision in, say, Norway, Poland,
or the United Kingdom, they nonetheless mark a departure from estab-
lished pension reform policy patterns.

Arguably, the widening of pension policy communities and the
expansion of the scope of political conflict have provided the discursive
and institutional space for placing structural reform proposals on Euro-
pean policy agendas. Moreover, these types of changes, which Pierson
(1994, 1996) calls “systemic retrenchments,” are likely to have a signifi-
cant effect on future pension reforms. If institutional path dependency
structures pension reform options, then the changes to policy networks
and policy communities in the 1990s are likely to influence pension pol-
icymaking in the future. Pluralization of pension policy communities
has created a new type of playing field for European social policymaking.
It is significant that structural pension reform is an integral part of this
new field.

Conclusion: Democracy and Structural Pension Reform

Pension reform in the last decade and a half has introduced diversity to
both pension systems and policymaking. In terms of reforming actual
pension systems, differing initial conditions and institutional path
dependency have led to a host of different pension reform measures
across Europe. However, two general reform trends emerge in almost all
European countries:

* reform has streamlined public pension systems by tying benefits
closer to contributions

¢ reform has provided space for the development of private sector
forms of old-age income provision.

These trends imply a shift in responsibility for old-age security.
Increasingly, European states are divesting themselves of pension provi-
sion obligations. Private sector providers enthusiastically have agreed to
help with the responsibility for old-age income. In a very real sense, pen-
sion reforms are creating a viable role for private sector pension provi-
sions by lowering expectations about the level of future public pension
benefits.
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These developments should come as a bit of a surprise. Analyses of
pension reform politics generally point out that structural and radical
pension reforms in mature democracies are improbable to impossible.
The structures and practices of democratic institutions inherently mili-
tate against departures from the status quo. Because the electorate fears
losses (the negativity bias) and politicians seek reelection (the vote
motive), any form of welfare state retrenchment, let alone structural pen-
sion reform, is an unattractive political proposition. To cut welfare state
benefits, democratic structures and practices (that is, majority voting)
force policymakers to avoid political responsibility by diffusing blame.
Whether through obfuscation, compensation, or concertation, pension
reforms imply suspending democratic practices in one way or another.
The best would-be reformers can hope for are incremental, piecemeal,
and iterative reforms of the pension misery-go-round. As Katharina
Miiller (1999) points out, analysts who

“...do focus on the political viability of cutbacks, consider only cautious
retrenchment: when Pierson and Weaver (1993) explore how moderate
cutbacks of public pension schemes can be made politically feasible...a
radical reform of old-age security is ruled out” (p. 44, original emphasis).

A closer look at the subpolitics of functional pension policy domains,
however, tells a somewhat different story. Particularly in continental
European countries, social insurance~type pension systems gave rise to
ideologically coherent, tightly integrated, and highly cohesive corpo-
ratist policy networks. Based on claims to superior expert knowledge,
these policy communities successfully insulated themselves from
democratic institutions such as parliaments and from public scrutiny.
Within the model of corporatist intermediation, the social insurance
institutions implied specific governance structures, created policymak-
ing capabilities, and distributed political power among policy actors.
As a result, pension systems became synonymous with a specific mode
of decisionmaking: Any reform of pension systems also implied a poten-
tial redistribution of power and policymaking capabilities. For this rea-
son reform efforts necessarily remained well within the social insurance
paradigm.

Throughout the 1990s corporatist models of interest intermediation
were replaced by a more complex and more conflictual policy process.
In Europe, pension policy communities have become less integrated and
more populous. New policy actors, such as those from the banking and
insurance sectors, as well as personnel changes at the level of political
elites have introduced new ideas and concepts. Increasing ideational
diversity, however, has been synonymous with greater scientific uncer-
tainty and policy conflict. Whereas pension policymaking before the
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1990s was based on consensus across corporatist and political cleavages,
pension reform in the 1990s was characterized by increasingly hostile
political conflict. In many countries, pension reform debates have
become intractable policy controversies in which knowledge and credi-
ble pension data are merely rhetorical resources.

Significantly, however, the breakdown of corporatist decisionmaking
structures has created space for alternative pension reform ideas. By the
end of the 1990s, almost every continental European country had taken
its first steps along the road to fully funded private sector pension pro-
vision. The pluralization of political contestation, the expansion of the
scope of political conflict, and widening policy participation have
enabled, not constrained, structural pension reforms.

It would seem, therefore, that the general argument that democracies
tend to rule out structural pension reforms requires some qualification.
Although it is undoubtedly true that welfare state retrenchment is
unpopular with some policy actors and that democratic polities provide
ample opportunity to contest unpopular policy, it would be rash to con-
clude that democratic institutions and practices per se impede pen-
sion reform. And although thinkers like Paul Pierson (1994, 1996) and
Giuliano Bonoli (2000) provide us with compelling accounts of how
democratic institutions shape policy outcomes, the politics of welfare
state retrenchment are decided not only in the very public arenas of par-
liaments and elections. Rather, because advanced democratic polities are
what Rod Rhodes (1997) calls “differentiated polities,” policy processes
and policy debates in functional policy domains are crucial for any pen-
sion reform. In the past in continental Europe these policy subsystems
have been neither particularly pluralistic nor democratic: as we have
seen, relatively small networks of experts successfully dominated
agenda-setting by excluding rival pension reform proposals. Only when
the grip of these networks over pension policymaking loosened in the
1990s did structural pension reform enter the policy debate in many
European countries.

This does not mean that imposing welfare state retrenchments has
become easier for European policymakers. In fact, proposals for struc-
tural reforms of European pension systems continue to cause quite vocif-
erous and acrimonious policy conflict as well as the mobilization of
political opposition. The only difference now is that structural reform
proposals are receiving more serious attention from policymakers than
such proposals did even a decade ago. What this does mean, however, is
that the macrolevel characteristics of democratic polities, such as the
cognitive biases of European electorates, majority voting, or the struc-
tures of formal political institutions, may be less important in deter-
mining policy outputs than theorists like Pierson or Bonoli wish to
believe. The institutional and cognitive resources for defining and framing
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pension issues within pension policy communities may enable policy
actors to exert an unduly restrictive influence over the policy process as
a whole.

Does this mean that European pension policymaking is now happily
democratic? Not necessarily. At present, European pension policy com-
munities and processes are in flux. It is unclear what the new equilib-
rium will look like or, indeed, whether there will be a new equilibrium.
Although European pension policy communities have moved toward
polyarchy in terms of political contestation and inclusion (Dahl 1971),
there is still a considerable democratic deficit.

First, the beneficiaries of changes in policymaking structures and
styles have been governments and state bureaucracies. In a very real
sense, increasing the diversity of actors and ideas has increased the
strategic options open to governments. The breakdown of corporate-
style consensual policymaking has emancipated governments from the
strictures of epistemically uniform pension policy experts. Rather than
one pension truth, policymakers now have the choice of several plausi-
ble policy stories. Because credible pension knowledge no longer resides
solely within the corporatist pension policy community, there are far
more scientifically sound pension policy options among which to choose.
For governments with vague and broad ideological commitments (such
as those of most major European parties), more ideational and institu-
tional diversity means an increase in potential strategic alliances. This,
in turn, means more governmental leverage on potential partners
because governments are less constrained (ideologicaily and in terms of
credible pension knowledge) by policy actors’ demands. Increasing
governmental autonomy in agenda-setting and policy formulation is
not necessarily the same thing as increasing popular control over pen-
sion policymaking.

Second, pension experts (who now tend to disagree more than they
agree) still execute pension policymaking predominantly in the front
yard of the parliamentary process by pension experts. Although an
increase in diversity and conflict is desirable from a democratic perspec-
tive, democracy also implies the existence of institutional mechanisms
for peacefully resolving policy conflict. As evidence shows, the parlia-
mentary front yard is far more suitable to corporatist consensus-seeking
than to the resolution of intense and fundamental policy conflicts. If the
pension policy process in Europe is to be democratically accountable,
policymakers will have to design suitable political venues equipped
with the institutional means for resolving fundamental policy conflict.

Third, the high level of divisive policy conflict now evident in many
continental European countries is probably not conducive to pension
policymaking. The risk is creating policy deadlock (wherein policy con-
flict gets in the way of necessary reform) or vicious policy cycles (in
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which successive new governments overturn the pension reforms of
their predecessors). Moreover, deadlock at the level of the policy com-
munity empowers state bureaucracies and central government by sus-
pending the regulatory function of policy communities.

In essence, policymakers face two general options:

* They can remouve the pension issue from the public sphere. Policymakers
can institutionally insulate the pension issue from policy conflict and
thus create an independent pension institution that stands above the
political fray (for example, the Polish Office of the Plenipotentiary).
This strategy is problematic, however, for several reasons. First, the
credibility of the institution will depend on finding a common prob-
lem definition on which all actors can agree. The 1990s, however, have
seen a dismantling of common and consensual definitions of the pen-
sion issue. Second, this strategy implies a return to exclusionary and
democratically unaccountable pension policymaking. Apart from
being undesirable from a democratic point of view, the strategy
assumes that actors can agree on whom to exclude from policymak-
ing. Again, recent developments provide no indication that such a
consensus is emerging. Another way to remove pension reform from
political conflict is to privatize the issue. By shifting the management
of pensions into the private sector, commercial secrecy would replace
public accountability. This strategy is likely to prove difficult because
the transition is likely to be the subject of heated political conflict
causing policy deadlock. In short, policymakers may never reach their
goal. And given that private sector pension providers are not inter-
ested in providing redistributive benefits, even the most sweeping
privatization (see, for example, proposals by the U.S.-based Cato
Institute) would leave a residual element in the public sphere.

* They can further expand the scope of conflict. An alternative strategy for
policymakers is to shift the pension issue from the informal expert-
dominated gray area it now inhabits into the full glare of public
scrutiny. This would imply expanding access to pension policymak-
ing and pension policy deliberation to an increasing number of
sociopolitical influences. Although this would enhance democratic
decisionmaking, inevitably it would decelerate the pension policy
process. Moreover, creating a more open and therefore more conflic-
tual policy sphere requires an institutional framework that construc-
tively channels ideological policy conflict. Parliaments traditionally
have provided the institutional framework for peacefully resolving
policy conflicts in democracies, but given the current suspicion many
citizens in Europe harbor toward the parliamentary process, this strat-
egy may need to include citizens directly in the pension reform policy
process.
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Whatever policymakers choose to do, pension reform in continental
countries is unlikely to fade from the agenda in the near or even medium
future. Neither, I suspect, is policy conflict likely to disappear. Policy-
makers’ current methods of reform are likely to alienate citizens from
pension policymaking and, by extension, from politics in general. Avoid-
ing the breakdown of trust in policymaking will mean thinking about
reforms to the pension policy process as much as to the actual reform. In
short, policymakers need to look for ways to further democratize pen-
sion reform.

Notes

1. The empirical evidence was collected during the first phase of the PEN-REF project.
The project actually analyzed pension reform processes in seven European countries
(Austria, France, Germany, Italy, Norway, Poland, and the United Kingdom). Although the
main emphasis here will be on the four continental European social insurance systems, the
analysis will point out interesting differences to the other countries.

2. Williamson and Pampel (1993) identify five different approaches to explaining welfare
state expansion. These include the industrialism perspective, the social democratic per-
spective, the neo-Marxist perspective, and the state-centered explanations (for a brief
overview, see also Miiller 1999).

3. Voters may “suffer” from Prospect Theory’s negativity bias, which makes them fear
losses more than they value gains (Pierson 1994, 1996; see also Kahnemann and Tversky
1981) or, as Hinrichs (2001) points out, the electorate may more readily empathize with
pensioners than with the unemployed or the disabled. Moreover, in many countries of con-
tinental Europe workers perceive accrued pension claims as earned rights (Hinrichs 2000);
in many cases, pension claims have the legal status of quasi-property.

4. Germany, Sweden, the United Kingdom, and the United States (Pierson 1996).

5. This, Bonoli argues, is indeed how the Thatcher government introduced the 1986 Social
Security Act, although Paul Pierson (1994) would probably take issue with this finding.
The Thatcher government, he argues, was not nearly as successful in “rolling back the
boundaries of the state” as it had claimed to be. Pierson recounts several instances in which
the conservative government shied away from incisive welfare state cuts for fear of the
electoral backlash. Part of the success of British pension reform in the 1980s, both Bonoli
and Pierson agree, occurred because the decision to introduce private pensions went with
the grain of the overall structure of British old-age pension provision.

6. Thisis both empirical evidence to which the different theorists refer (Pierson 1994, 1996;
Bonoli 2000; Bonoli and Palier 2001; Hinrichs 2000) and evidence from the PEN-REF pro-
ject (hitp:/ /www. icer-international.org/ penref).

7. Pierson (1994) himself hints at these less tangible but nonetheless important aspects of
pension reform: “Far more than in an era of welfare state expansion, struggles over social
policy become struggles over information about causes and consequences of policy
change” (p. 8).

8. The more universalist systems in Norway and the United Kingdom, in turn, produced dif-
ferent kinds of policy communities. In these two countries central government administers
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pension provision. Unlike in social insurance countries, unions and employers’ represen-
tatives do not have a favored status in policymaking: in effect, they are ordinary interest
groups. Although the (atypically) strong role of the Norwegian parliament in pension pol-
icymaking provides an access point for unions in Norway, British unions have had little
influence on pension reform (Ervik 2001; Mayhew 2001). Furthermore, given sizeable pri-
vate sector pension provision in the United Kingdom, the pension industry was also an
important policy actor. Consequently, universalist systems have given rise to less rigid
decisionmaking structures.

9. In fairness, this tendency was less pronounced in different continental European coun-
tries. Whereas consensus politics featured most strongly in German-speaking countries,
pension policymaking in France and Italy was more divisive and aggressive.

10. Which, of course, diffuses and avoids blame.
11. Albeit for different reasons. British bureaucracy is notoriously secretive (Rhodes 1997).
12. Por a more detailed account, see Nullmeier and Riib (1993) or Pabst (1999).

13. The bill was introduced to the Bundestag in October 1989 with a view to passing the
bill well before Christmas. Incidentaily, the Bundestag passed the bill on the ninth of
November, about an hour before the German Democratic Republic authorities announced
the opening of the inner-German border.

14. Functioning with differing degrees of efficiency in different continental European
countries. If pressed, one could rank continental European countries from most efficient to
least as follows: Austria, Germany, Italy, France.

15. Moreover, contrary to what public choice theories assume, there is also no reason to
assume that organizations and individual policy actors seek political power for sinister
reasons. Power is a means of getting things done in politics as money is a means of getting
things done in the market. It is a systematic prerequisite for meaningful action.

16. Roughly in that order.

17. In Austria media attention has been less sustained and has concentrated more on par-
ticular reform issues.

18. A simple explanation here may be the increased accessibility of computing power.
Nullmeier and Riib (1993) point out that in the 1980s, the Federal Republic of Germany’s
labor ministry was the only location with sufficient computing power to crunch credible
numbers. In the 1980s, the ministry performed all calculations of alternative pension
reform plans. Although this nominally remains the case (see Ney 2001), credible if not nec-
essarily legitimate projections now emerge from a number of different sources.

19. In a social constructivist rather than engineering sense.

20. One explanation may be that the definitions of current pension problems emerged
from cohesive policy communities in the past. This also would dispel the idea that current
reforms are problem-driven in any way. The problems for which recent reforms are sup-
posedly the solution have been known in pensjon policy communities for a long time (see
Nullmeier and Riib 1993).

21. The Norwegian and British pension systems, however, institutionalize egalitarian prin-
ciples, albeit to considerably different degrees. In Great Britain the basic state pension pro-
vides equal benefits to all contributors at comparatively low rates of wage replacement. In
Norway the basic universal pension benefits are more generous and eligibility is indepen-
dent of labor market participation. Consequently, policy arguments in the social justice and
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equality vein have more of an impact on policy debates than in continental countries.
Whereas, however, the British debate is about ameliorating old age poverty in an essentially
market-oriented context, the Norwegian debate is about granting fundamental social rights.

22. Briefly, the “garbage can” or “multiple streams” approach claims that policymaking
emerges from a highly complex and chaotic process. At any one time, so the argument
goes, three independent streams run through the political system. The first stream contains
all of the potential policy problems that rattle around in a polity. The second stream con-
sists of policy solutions to a host of existing and putative policy problems. The last stream,
the political stream, determines the status of a policy issue. Its components are the national
mood, the constellation of organized political forces, the composition of government, and
the drive for consensus-building (bandwagoning, bargaining, and so forth). The upshot of
the argument is that an issue can only reach the policy agenda when all three streams meet.
That depends not only on the activity of policy entrepreneurs who try to link solutions to
problems (or vice versa) but also on a host of unpredictable factors (such as catastrophes,
crises, swings in public opinion, and so forth). When the streams meet, a policy window
opens for a limited amount of time through which policy actors can launch a particular
policy (see Kingdon 1984).
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4
Population Aging, Electoral Behavior,
and Early Retirement

Florence Legros

In many countries, rising pension spending has become a major feature
of contemporary public finance. This has led to tax increases that much
of the public believes to be too large. Although pension systems were bal-
anced for a long time, demographic and economic trends lately have
reduced tax bases while the number of beneficiaries has increased. This
situation cannot be sustained. The schemes’ deficits are now obvious; fur-
thermore, the development of intergenerational accounting has shown
that the tax burden will be heavy on future generations. The solidarity
principle that undergirded the schemes is no longer respected and benefi-
ciaries often appear to be better off than those who pay.

As shown by Casamatta, Cremer, and Pestieau (2000) and Cremer and
Pestieau (2000), pension schemes, particularly in Western Europe, have
shifted from meeting justifiable claims to supporting entrenched interests.

Many modifications have yet to be implemented, of course—most of
them minor parametric reforms with the explicit or implicit aim of
retrenching the generosity of the schemes. But because of the projected
doubling of dependency ratios in most countries, long-term coherent
solutions have to be applied to ensure a socially balanced distribution of
burdens.

One of these solutions—one that seems most adequate to strengthen
the pay-as-you-go (PAYG) pension schemes—is to raise the rights vest-
ing period to keep the pensions-to-wages ratio constant and to limit the
contribution rate increase. Raising the retirement age appears to be the
best way to balance pension schemes so as to share the burden across
generations. The huge deterioration of the PAYG returns, as the contri-
bution period increases, is then balanced by better returns for future gen-
erations who have to support lower contribution rates (Hamayon,
Legros, and Sylvain 2000 for the French case).

This policy raises some issues that could explain the strong opposi-
tion of the public to such reform:

111
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o An increase in the retirement age may appear to be unrealistic in a
period of high unemployment, especially for older workers.

o For that reason, this solution generally is associated with a decline of
expected replacement rates.

The predicted labor force decline in most Organisation for Economic
Co-operation and Development (OECD) countries is expected to induce
a return to low unemployment, which would invalidate such criticisms.
Dissent in this case does not concern the feasibility of the policy, but the
policy itself. This is why a reactivation of immigration, for instance,
appears to be a successful plan, although it is known that this option is
neither efficient nor realistic.

Why then does the pension age remain so low? One of the reasons
may be that pension reforms find their justification in the very long run,
far beyond the horizon of the next elections and too far in the future for
a government to realize their benefits (Hinrichs 2000). Another explana-
tion is provided by Casamatta, Cremer, and Pestieau (2000) and Cremer
and Pestieau (2000). They argue that majority voting may favor the
entrenched interests of the elderly. They show that if the authorities can
implement two types of reforms (an economic one, such as pension
reform, and a noneconomic one, such as the passage of a civil rights law)
implicit coalitions between the elderly (pension reform opponents) and
part of the younger generation (favorable to the noneconomic reform)
can lead to an excessive PAYG contribution rate. Assimilating pension
reform opponents into the oldest part of the population is an interesting
idea because it is obvious that retired people have a direct and short-
term interest in generous pension schemes and, by implication, in high
contribution rates.

The pension reform debate reveals that retiree lobbies have displayed
strong opposition to reforms aimed at retrenching PAYG pensions. For
instance, the American Association of Retired Persons (AARP), a power-
ful lobby with 35 million members, defends American seniors’ interests.
In the Netherlands, the General Alliance of Aging Persons (AOV) and
Union 55+ surprisingly won seven seats in parliament in 1994. Similarly,
the French Retirees Confederation displays strong opposition to any
reform aimed at diminishing PAYG generosity.

In some countries, such as Germany, it has been argued that the fact
that one-third of the current population is over 55 years old has not been
an obstacle to change. Simulations show that these retirees will not suf-
fer from pension reform, which will affect only future generations. That
may explain why retiree lobbies in Germany did not react too strongly
to reform and why trade unions did.

Active retiree lobbies, however, will be stronger in the future. The
number of people aged 60 or older will double between now and 2040 in
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most OECD countries. In addition, the electoral activity of the elderly is
generally more dynamic than that of the young. In France, 95 percent of
retirees are registered to vote (compared with 86 percent for the young
generation), and among registered voters, 85 percent of the elderly do
vote (compared with 78 percent for the whole population). Furthermore,
retirees—and especially the youngest among them—are well represented
within the trade unions, as is the case in southern European countries.

In this chapter, retirees (or near-retirees, as in Browning [1975] where
the key generation is the older working generation whose members
have an incentive to favor high tax rates to obtain a generous pension)
are assumed to have the political weight now and in the future to alter
governments’ political choices, as discussed in Casamatta, Cremer, and
Pestieau and Cremer and Pestieau. The main differences between our
model and theirs is that we study

* theimpact of such choices on the design of pension schemes and espe-
cially how these schemes will differ from the optimal scheme (in their
mix between PAYG and funded schemes on the one hand and pen-
sionable age on the other)

¢ the design of the pension scheme when the older generation is the
electoral majority and when it is not altruistic.

The aim of this chapter is not to measure the distributive impact of
one scheme compared with another; we already know that these mea-
sures often rely on specific assumptions. Instead, this discussion tries to
marry the usual literature about the desirability of various pension
schemes and different problems of macroeconomic linkage (effect on
wages, interest rates, and so forth) with the literature on political econ-
omy that explains how economic policy choices are made and how
macroeconomic efficiency is affected by those choices. For instance,
Hanson and Stuart (1989) show how the younger generation may choose
to save less in order to force the older generation to transfer more. This
logic is quite similar to that in Alesina and Tabellini (1990), who study
how future generations’ welfare can be altered by some economic policy
choices, considering that there are important links among these choices,
income distribution, and future economic growth. For example, one can
show that if the majority (the median voter of a specific election) has a
low wage, it will prefer an income redistribution policy that relies on
strong capital taxation, which will offset economic growth (Alesina and
Rodrik 1991; Bertola 1991; Person and Tabellini 1992), or a taxation of
highest incomes, which will discourage labor supply (Krugman 1993).

In this chapter we will study these conflicts between retired (and
nearly retired) people and workers in a general equilibrium model with
overlapping generations in which the variable to be chosen by the
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authorities is the contribution rate and the variable to be chosen by
households in response is the retirement age.

The chapter is organized as follows: The first section presents the
model. The second section presents the different voting configurations
according to the majority. That section focuses on the following three
cases:

o When the social planner maximizes the whole population’s welfare;
in this case, it is meaningful to distinguish whether the government
overemphasizes the older generation

o When the younger generation has the electoral majority (there is a
demographic increase)

o When the older generation has the electoral majority. This can result
from a coalition of current and soon-to-be retirees; depending on the
profile of the age pyramid, this coalition has important weight.

The third section presents two extensions: first, the effect of a demo-
graphic shift—a situation occurring when a self-interested older gener-
ation has the electoral majority—and, second, the specific impact of
increasing life expectancy compared with the usual simple case of nega-
tive population growth.

An Overﬂanin Generation Model
with a Flexible Retirement Age

The model developed here is a simple overlapping generations model.
As usual, it considers two generations—the young (the y index) and the
elderly (the 0 index)—and two periods. These periods are long enough
to represent the whole life cycle (except childhood) when both the peri-
ods are considered.

The active population is M,. It is the sum of the youngest part of the
working population N, (the size of the generation born in t) plus part h
of the older generation. As the life cycle is divided into two periods, k is
the working part of the older generation and the share of time during
which the older generation works. The elderly receive a retirement pen-
sion during a part (1 - h) of their old age when they do not work, & being
the retirement age chosen by consumers. Workers receive a real wage, w.

The mandatory pension scheme is a PAYG scheme. Its equilibrium
can be written as follows: Tw,M, = Aw,(1- )N, , with M, =N, + kN,
and N, = (1+n)N,_ where nis the population growth rate A is the replace-
ment rate of the pension scheme, and 7 is the contribution rate. In each
period ¢, the total amount of contributions balances the total amount of
benefits.
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The PAYG pension scheme equilibrium can be rewritten in the fol-
lowing way to account for the previous relationships:

A =gitnth
1-h,

Consumers’ Behavior and Their Retirement Age Choice

The budgetary constraints of consumers can be written as follows (with
the first equation referring to the first period when people are young,
working, consuming, and saving; the second equation referring to the
second period, f + 1, during which the older generation lives with a
retirement pension, the savings accumulated previously, and a wage
received during the working part of the period):

{C,y+s, =w,(l1-17) )

CD

t1 =5 (1+n)+w

il (1-1)+w,,t(1+n+h, ;)
where C, is the consumption of the period ¢, s is savings, w is the real
wage, and r is the real interest rate. As mentioned, the y index indicates
the young and the o index indicates the elderly.

The utility function is assumed to have the following form:

1 a
InC), +——In(1-h
+p t+1 + 1+p ( .‘+1) (2)

LI=1nCty+1

where p is the time preference and a measures the degree of preference
for leisure.

Maximizing the utility function as shown in (2) with respect to the
intertemporal constraint drawn from (1) provides consumption and
labor supply behavior:

o _ 141
t+1 1+ p
Yy & _ 0

Cﬂ

t+1

4
®)

A brief conclusion can be drawn from (3). An increase of / (if con-
sumers postpone their retirement) will increase the marginal utility of
the consumption. There will be a negative relationship between the
retirement age and the real wage.

Saving behavior can be written as

s - w,(1-7) 1+p w, (b, +7+TN)
= -

2+p 2+p 1+7, @
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As usual, savings increase when current income increases and decrease
with future income—to a greater extent if the PAYG pension is generous
(7 is large) or if the retirement age is high. (Pestieau and Michel [2000]
argue that in some cases a government that wants to increase the macro-
economic savings rate has to maintain a flexible retirement age and a low
replacement rate.) We have to note that in that family of models, there is
an underlying hypothesis of perfect information. People are able to link
the contribution rate to the generosity of the scheme (that is, the replace-
ment rate) and to know the exact mechanisms that lead to a given pension
level.

In the long run, as w, = w,_; = w,

_w(l-7) 1+p wh+1 +1N)
2+p 2+p 1+r

5

®

_1+r

<CD—

w(l-1)+ ! wh+t+71TN)
2+p

~h(a+2+p)=2+p—a[l+r—‘r(r—n)]

The relationship depicted in (5) is rather usual. The last equation
shows that the retirement age is increasing with tif r > n (that is, if there
is a lack of capital in the economy) and is diminished by the preference
for leisure a.

If r > n, the PAYG pension scheme is inefficient—that is, savings are
more attractive than the PAYG system—and an increase in tlowers the
discounted income over the life cycle and, incidentally, lowers the con-
sumption. The marginal utility of consumption increases, and that raises
the retirement age.

In addition, an increase of a (that induces a decrease of h) leads to
a higher savings (s) and lower aggregate consumption.

In most of the following developments, we will study the situation in
which r > n, which is the usual depicted case (higher yields of savings
compared with those provided by the PAYG scheme). We will not
address the case of a transition toward a fully funded scheme.

The Firms

In order to have a complete frame for the economy, we now have to look
at the firms’ behavior via their production function. The production
function adopted here has constant returns on capital and labor:

Y, - MK

where Y is output, K is capital, and M is the active population.
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The per capita aggregates of a young, active agent can be expressed as
y=Y/N and k = K/N. The production per capita is given by

_ h ’ 1-a
yt_[(1+tn)+1] kt (6)

If the retirement age (k) increases, the quantity of work is higher and
the production will be increased as well. The real equilibrium wage and
interest rate are given by

h a-1

w, =a[l+—'—] k™
l+n

b @)

7, = [1+a’—n] (1-a)k”

which says that if  increases, the total active population increases with
respect to the size of a generation and the marginal productivity of work
because the real wage is lower. On the other hand, the marginal produc-
tivity of capital is higher, so r is higher.

Equilibrium
The amount of savings in ¢, of the young generation, finances the capital
availablein t + 1:
Ntsl = Nmkm ®

The long-run savings equilibrium can be written (from [8], [5} and [7])
as

a-1
Al h 1 1_1(1_1+p(1+n))_1+p2+p—a(1+r)
1+n 2+p 1+7r l+r 2+p+a
Jlrparlr=m) gL e ©)
1+r2+p+a

If the agents postpone their retirement (if / increases), per capita
capital will be diminished through two channels:

1. The real wage will decrease and so will consumers’ ability to save.
2. The retirement pensions level will increase and contributions will be
paid over a longer period.
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Voting Configurations

Here we consider the following three situations corresponding to differ-
ent policy options.

1. The authorities maximize social welfare (U) with results from the
weighted sum of each category utility. Each category, for young and
older agents, is weighted by its share in the whole population. If the
size of the young population is considered equal to 1, then collective
welfare is given by the following formula:

1

UC =InCf + ——1n(C7)+ 7

a

In(1-h,).
Pl CllY (10)
2. The young agents represent the majority of the voters (they are more
numerous than the old voters in a situation of demographic growth—
that is, n > 0). The vote leads the authorities to maximize the intertem-
poral utility of the young agents:
1 a
Y
u =1nc,y+m1n(c;’n)+l+p1n(1-hm) )

The impact of a variation of T on the young generation’s welfare is
obtained by a simple transformation of (10) in (11): the weight (1 + )
is changed into (1 + p) to account for the present value of the forth-
coming retirees’ future income (that is, the income of those who are
young now).

3. The old agents are more numerous than the younger ones (n <0) in a
situation of demographic decrease. The old agents’ welfare is maxi-
mized by U° =InC/ +aln(1-h,), where the weight of the young
generation becomes 0.

The Effect of a Contribution Rate Variation

The main problem here is that the authorities will choose T accounting
for the indirect effect on h (chosen by the consumers) that results from
the variations of 7 (chosen by the authorities according to the majority
they want to satisfy). As shown by the expressions of the three types of
welfare (see the appendix), the relationship between the variables is not
obvious because different channels are working in different directions.
The following effects are certain:

o dw/dt<0: when the contribution rate increases, the equilibrium wage
decreases mainly because savings—and per capita capital—decrease,
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as does the economic growth rate. This effect is intensified if r > #; in
this case, the PAYG is inefficient with regard to savings and an increase
in tincreases h (dh/dt < 0): agents work longer to boost their present
income and such an increase in the retirement age diminishes the
equilibrium wage.

* 0r/d7 > 0: for the opposite reason, particularly because the increase in
T slows the capital accumulation and the interest rate is increased. If
there is a lack of capital, r > n, the effects are stronger; in this case, the
increase in the interest rate is more important.

Unfortunately, the global effects are more problematic. On the one
hand, if r > n (if the economy suffers from a lack of capital) and if the
PAYG pension scheme becomes more generous (if t increases), the retire-
ment age increases (h) because an increase in t reduces the current
income. The agents will choose a high retirement age. So there is a posi-
tive relationship between tand h.

On the other hand, if 7 increases, the per capita stock of capital falls
(because savings are reduced), the real wages fall (because of the increase
in k), and the interest rate increases (because of the additional lack of per
capita capital).

In addition, based on (5): 8h/dr = (~a + ta)/(a + 2 + p) < 0, which
means that a rising interest rate (r) will diminish / (the retirement age)
because it reduces the present value of additional, intertemporal poten-
tial income that would be due to a higher s. The optimal value of & is
then diminished.

To summarize, it is very difficult to draw a clear conclusion unless we
compare the three policies focusing on two particular cases.

A Comparison of the Three Policies

To compare the effects on the retirement age of an increased contribution
rate—fixed by the authorities to satisfy either the whole community, the
youngest, or the oldest—we have to compare aUS/at, aUY /T, dU°/ a7,
focusing on the terms in 1/(2 + p + ) that represent the response of the
retirement age in front of a variation in 7. Two cases can be discussed.

First, it is assumed that r = n, which indicates a nearly optimal capi-
talization of the economy. This implies that

aah

* ——=0(anincreasein v does not change the present income value)
* ¥ .0and % <0(from[5))

ot or
« ™9

it

¢ %— and ‘;—’: are not linked with k (from {11]).
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On the other hand, it was shown in (3) that

w o .
bl = or, in the long run,
C 1-h,,

t+1

e
1-h

w
c
The effect of the retirement age on the different expressions of the wel-

fare, when 0k/dt = 0 and when dw/dt = 0 and dr/dt = 0, are not linked
with & (this is the case when 9k /dt = 0) has the sign of

C
° ;::’)% - 5= for a—;";— , the impact of a variation of the contribution

rate on social welfare

Y
o B __Z% for % ; note that this is equal to 0 and denotes the optimal
T

c°  1-h
consumption behavior
o
1w a au
o —_— _—
2+pC" 1-h for 3t

The signs of allY/9t and aU%/at, the effect of the contribution rate on
the young and older generations’ welfare, are no longer linked with the
relative values of n and p, but if p > n (a situation that will be discussed
later), then the three policies can be classified as follows:

aU° aUC aU”
< < =0
aT ot aT

If the government overemphasizes the interest of today’s older gen-
eration, the retirement age will be lower than the age toward which con-
sumers’ choice would have led. If the elderly have an electoral majority,
the retirement age will be lower than the one toward which social wel-
fare maximization would have led.

If p > n, which is the case if the authorities overweight the older gen-
eration relative to the weight the young generation gives itself once it
has aged, dU/oh <0, that is, the authorities want a lower retirement age
than the consumers would want. This is because they overweight the
loss of leisure that the elderly would suffer if they were to postpone their
retirement.

Because in this model the retirement age is a response to the contri-
bution rate, and because dr/dt > 0 and 0h/dt < 0, the authorities will
increase the contribution rate until the retirement age is at the level
desired by the majority (whether the whole population or the elderly).
This contribution rate will be higher than the one desired by consumers
and the younger generation. In this configuration, the dominant effect is
the effect of r, the interest rate. An increase in k will diminish w and
increase r; this will decrease the present value of the additional income
due to an increase in h, and h will decrease.
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In this configuration, the majority, if it is held by the elderly, will
induce the authorities to increase the contribution rate, t, and this will
decrease the retirement age, h. The main result will be a higher equilib-
rium wage that will induce increased pensions. Of course, if the social
planner underweights the older generation, the results have to be
changed: the retirement age is then higher than expected by individuals
and much higher than expected by the older generation.

Next to be considered is r > n. In such a case, another channel is at
work. There is a direct impact of T on k. If Tincreases and if the PAYG pen-
sion scheme is not efficient (r > 1), an increase in Twill “impoverish” the
consumers (diminish their discounted income), which will increase h.
People will have to work more if they want to take advantage of the high
rate of return on the higher savings accumulated during a longer career.

It is easy to see that oU/dt will take the sign of

% with QE>O ifr>n
Jt aT

2+n w a
2+pC° 1-h

If p > n {for the reasons discussed above), 3LIS/dt < 0. An increase in ©
reduces the welfare because it increases h and
au® Ut ouv

< < =()

ot T aT

The authorities are led to diminish = below the individuals’ choice and
this will decrease k (and avoid a decrease in w). If the elderly have the
electoral majority, the decreases of Tand of h will be stronger. To provide
a higher pension level, the authorities who design the pension scheme to
satisfy the old generation prefer a low retirement age (which maintains
high wages). If they were designing the pension scheme to satisfy the
young generation, they would prefer a high retirement age to allow the
young generation to profit from the high interest rate. Because of the pos-
itive correlation between t and & in this case, the contribution chosen is
lower if authorities want to satisfy the elderly.

On the other hand, if p < n (if there is a demographic increase and a
large lack of capital accumulation) the results are different: the elderly
want a higher contribution rate 7 than the rate to which the individual
choices would have led.

Note that when r > n > p, p is weak and this reflects the fact that the
young generation has a weak weight in the collective utility. In this case,
the increase of h induces a rather small decrease of w (large demographic
growth allows for an increase in the retirement age). In this case, the
impact of i on the wage and further on the pension level is what is impor-
tant. This leads to a situation in which an increase in & causes the response
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of 7 to be linked with wages. Note that when r > n (there is not such a
great difference between the PAYG rate of return and the savings rate of
return), the increasing effect on & of a higher 7 depends on the relative
weight of the income effect and substitution effect. Blake (2001) suggests
a superiority of the substitution effect in the British case.

Two Extensions
Demographic Shift and an Egoistic Older Generation

In the above discussion, growth is regular whether the young or the old
generation held an electoral majority. We now turn to a dramatically dif-
ferent case: the old generation has the electoral majority but does not
take into account what happens to subsequent generations. The problem
becomes a question of maximizing the older generation’s own welfare.
The older generation maximizes only its welfare (at time t): it chooses a
contribution rate t that will be applied to subsequent generations (the
younger generation’s vote does not account for this choice because of a
demographic shift). This behavior is termed here “egoism.”

It is assumed that the interest rate is exogenous (as in a small, open
economy; this simplifies the reasoning but does not change the results);
itis represented as 7. The older generation’s income (and consumption)
is C} =s,_,(1+7)+w,(h, +t(1+n)).Ass, was determined earlier, it is con-
sidered exogenous.

The older egoistic generation must find an optimal pair (7, h,) to max-
imize its welfare. It seems clear that this optimum will rely on a high con-
tribution rate and a low level of h (which implies high wages and
therefore high PAYG pensions).

The old generation maximizes its pension in this way: Max: ={(1 + k) +
h,Jw,. This implies that Max: th,w,. The main problem is that we have to
account for the indirect effects on h and w.

Accounting for (7), the firms’ profit maximization condition, this leads
to Max : th/ and oh /9t = -h,/ta <0, and when 7 increases oh/dr decreases.
This leads us to consider that an optimal value of 7 can be found.

Which are the decisive variables? Accounting for (3), the labor supply
condition, we have to consider that

oh,

—t —a[ah’ +(1+ n)] -as(1+ ?)l(l - u){l +
aT d a

T

h_ _ag;i___l k-t
1+n at 1+n

where all of the predetermined variables x are denoted x. Note that the
equilibrium condition (savings = capital) disappears (we are in an open
economy and the difference is equal to the current account balance) and
by implication capital is predetermined.
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The optimal value of 7 is high if

* the preexisting capital level ( k) is high because in this case the wages
are increased

¢ the exogenous interest rate 7 is low (and n is negative because of the
demographic shift), and 5 is low so that the older generation is less
sensitive to the interest rate level and will continue to choose a gener-
ous PAYG pension scheme.

If the older generation takes only its own interests into account, it can
choose a high contribution rate compatible with a low retirement age.
This is because it is possible to find the point where the elasticity of the
oldest workers’ labor supply to the contribution rate is very weak.

Specific Effects of Increasing Life Expectancy

Usually, when the life expectancy increases between two generations,
even with constant fertility rates, each age cohort is more numerous than
the previous one because life expectancy improvement comes from
lower death probabilities at each age, (figure 4.1). But in the recent past,

Figure 4.1 Probabilities According to Life Expectancies
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longer life expectancies have been attributed mainly to a large decrease
in death probabilities among older people.

A simple way to represent such an increase in life expectancy is to
consider that it mainly concerns the older generation. Notwithstand-
ing the simplicity of such an hypothesis, a constant increase in the
size of the population at all ages can be summarized by #, the natural
population growth rate, while a varying increase in the size of the
population according to age would require a more complicated
model.

If we consider that a rise in life expectancies can be summarized by the
death rate, g, which affects individuals only when they are old, some of
the previous equations must be changed. The PAYG pension scheme
equilibrium becomes 7w, [N, + h,(1-g)N,_ ;1= Aw,(1- h,)(1- g)N,_, while
N, =(1+n)N,_; remains identical. The PAYG pension scheme equilib-
rium can be rewritten this way:

2, =_L_[1+n+ht(1—q)]
(1-h)(1~9)

The budgetary constraint of the older consumers will be changed
according to this marginal modification:

0 l+n
Cla=50+n)+w b (1-7)+ whlr('i—_—; + hm)

The PAYG yield is now (1 + n)/(1 — q) instead of 1 + n. This means
that when life expectancy increases by way of a lower mortality rate
(7 decreases), the PAYG vyield is decreased if any other parameter
changes. That is because the same number of contributors have to pay
pensions for a greater number of retired people.

In our model, these lower yields will induce a stronger substitution
effect. Because the PAYG yield is diminished, the PAYG scheme will be
less efficient (it becomes easier to have r > 1) and the substitution effect
will be more obvious, lowering both the retirement age (increasing the
equilibrium wage) and the contribution rate to give a more important
role to savings.

If the increase in life expectancy relies on a longer retirement period
as well, the yields change. To simplify the problem and avoid a complete
rewriting of the model with a new “very old” generation, only the PAYG
rate of return is amended.

It is now assumed that P cohorts of retirees are alive (a cohort is the set
of individuals born during the same year); their size N remains constant.
If T is the contributing period length (that is, T cohorts are contributing)
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and P is the pensionable period length (P cohorts of retirees are living),
the contributions = pensions balance can be written as T,z Nw, = BANw,,
while Tand A are still the contribution and the replacement rates, respec-
tively. The replacement rate can be expressed as A = 7(T,/P,) and decreases
if the retirement period P increases.

Let us now compute the PAYG yield for individuals, o. It is given by
equating the present value of contribution flows sum with the present
value (discounted by the PAYG rate of return) of pension flows sum; in
the long run:

T-1

P
2rw(1+r)i = 2 (121;)),. .

After calculation, simplification, differentiation, and approximation,

dP
P+1

do=-0o

This shows that do is small. The reason is that the increase in life
expectancy raises the PAYG yield because people will receive their
pensions for a longer period while the replacement rate decreases with
a constant contribution rate. As a result of these two opposite effects,
and if the increase in life expectancy results both from smaller mortal-
ity rates and longer retirement periods, then the PAYG yield will not be
changed. In that case, the first conclusions presented here will not be
altered.

Concluding Remarks

When the PAYG pension scheme is not perceived as inefficient (that is, it
provides the same yields as savings), the major channel by which the
contribution rate has an impact on welfare is the interest rate. In this con-
figuration, there are two types of reasons why the retirement age is lower
than it would be if the individual were perfectly free to choose:

1. The authorities underweight the younger generation; the older gen-
eration is powerful and demands a low retirement age, which is
obtained with a high contribution rate.

2. Retired people have an electoral majority.

On the other hand, if the economy suffers from a significant lack of
capital accumulation, if the interest rate is much higher that the PAYG
pension scheme rate of return, and if people perceive that the PAYG
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scheme is not efficient, then the younger generation of wage earners will
choose a higher retirement age than the authorities would choose. This
results from their ignoring the impact of such an increase on the real
wage. The authorities are led to diminish the contribution rate to create
incentives for people to save more and retire earlier (the discounted
income is not reduced any more if the PAYG represents a smaller share
of this income). The older generation wants to diminish the contribution
rate and the retirement age at the same time—in this case, a conclusion
that is not really consistent with observation.

Whether old people do or do not retire sooner because they perceive
no difference between the interest rate and the PAYG rate of return, it
should be concluded that the egoistic case is relevant. In an extreme con-
figuration of this case, if a demographic shift gives the electoral majority
to the elderly and if the older generation does not care about the other
generations (including the forthcoming older generations), the older
generation can select a high contribution rate linked with a low retire-
ment age. The intermediate configuration, in which the elderly only take
care of old generations (including subsequent ones), can be interpreted
as myopic: the old generation does not want any rolling back of the wel-
fare state, despite the unknown effects on younger generations (as sug-
gested by Pestieau 2001).
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Appendix
Maximization of the Social Welfare (Collective Utility)

The authorities maximize the social welfare in the long run by the fol-
lowing formula:

1 a
U¢ =InCY +——1In(C/ |+ —In(1- k). 1
N (t) l+n ( 2 (10)

Consumers have chosen h and

N h_2+p—a(1+r-1:(r—n))

- 2+pt+a
w(l + p) l+n 1 2+p-a(l+r) 1 r-n
« V= 2+p [l_r(l_]+r)+1+r( 2+p+a )+1+ra12+p+a}

The authorities choose T, taking into account the indirect effect on &
that results from an increase in T (whose interpretation is not obvious):
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It is specified that attention first has to be paid to the terms that link
the retirement age and the contribution rate; take into account the expres-
sions of w and r given by the firms’ equilibrium conditions (7), it comes
out that

a-2 a-1
ow ——a(l—a)(1+—h-) 1 %+a(l+L) (1—a)k““ﬁli<0
1+n oT

Y 1+n) 1+ndrt
or n Y1 om ( h )“__1ak
L oa(1-a)|1 al-a)|1+— | kT =50
ot a( a)( +1+n) 1+n ot a(1-a) +1+n ar>
(12)
and

oh _ —a(l-t(r-n)
3t a+2+p
{(and is positive as soon as * > 1).
ow

o =
ar<0

° < 0 or > 0 according to the relative values of r and n

Based on that equation set we know that on one hand, if r > n (if the
economy suffers from a lack of capital) and if the PAYG pension scheme
becomes more generous (if 7 increases), the retirement age (k) increases
because an increase in 7 reduces the actual income. So, there is a positive
relationship between 7 and k. On the other hand, if 7 increases, the per
capita stock of capital drops (because the saving is reduced), the real
wages drop (because of the increase in k), and the interest rate increases
(because of the additional lack of k).

In addition, from (5):

oh  —-a+1ta

—= <0
o a+2+p

Furthermore, a rising interest rate (r) will lower h because it reduces
the present value of the additional, intertemporal income due to a higher
h; the optimal value of & is then diminished.

In addition, if 7 > n, the effects of 7 on w and r are strengthened:

° g—i >0,thatis, 7T, h T, wl intensifies % <0.

o % >0, thatis, T, k L, T intensifies aa_; > Q.

This implies that, in (10’), when 7 raises h increases (and the leisure
utility is reduced); dw/d7 becomes more negative and w decreases, while
dr/d7 becomes more positive and r increases. This last point lowers h
(and the leisure utility is increased). The global effect of an increase in 7
is ambiguous.
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Maximization of the Younger Generation’s Welfare

The authorities have to maximize

1 . a
U’ =InC} + T m(ct+1)+mln(l—hm) (11)

or
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With regular economic growth, in the long run
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The impact of a variation of 7 on the young generation’s welfare is
obtained by a simple transformation of (10’) in (11): the weight (1 + n)
is changed into (1 + p) to account for the present value of the forth-
coming retirees’ future income. The expression to be analyzed is quite
similar to (10°):
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Maximization of the Older Generation’s Welfare
The authorities now have to maximize
(o} 0

which implies (13")
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In these equations the weight of the young generation, which was 1
in the previous expressions, is 0.



5
Commitment and Consensus
in Pension Reform

Agnieszka Chlon-Dominczak and Marek Mora

At the end of the 20th century and at the beginning of the 21st century,
most European countries have placed pension reform high on their
agendas. In the European Union (EU), the majority of countries undertook
some parametric changes in their pay-as-you-go (PAYG) public pension
schemes, aiming to reduce the level of implicit pension debt. Radical
reforms, focusing on the introduction of a mandatory, capital-funded pil-
lar of support, were introduced only in the Netherlands and in the United
Kingdom in the 1980s. In the 1990s Italy and Sweden reshaped their PAYG
pillar with a notional defined contribution (NDC) system. Sweden also
introduced a funded second pillar and began to shift its third pillar, quasi-
mandatory occupational schemes, in the direction of advanced funding.

Also in the 1990s Hungary, Latvia, and Poland introduced pension
reforms based on the multipillar principle, with a mandatory funded ele-
ment.! Other countries are considering this option, including Bulgaria,
Croatia, Estonia, Lithuania, the former Yugoslav Republic of Macedonia,
and Romania. Poland and Latvia significantly reshaped their PAYG sys-
tems following the NDC concept. After initial discussion, several coun-
tries, such as the Czech Republic and Slovenia decided not to follow the
multipillar path, but rather to rationalize their PAYG systems to stabilize
the long-run financial balance.

Pension reform is an ongoing process that has several phases. Oren-
stein (2000) divides the process into three steps: commitment building,
coalition building, and implementation. Commitment building begins
when a government takes official action toward developing a reform pro-
posal. This stage can be characterized by extensive bargaining, debate,

" We are grateful to Robert Holzmann and Michal Rutkowski for their support and help,
and to Edward Palmer and other participants in the International Institute for Applied
System Analysis/World Bank conference, “Learning from the Partners” (Part I, “Political
Economy of Pension Reform”) for their comments on the earlier draft of this chapter.
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and negotiations. The commitment of politicians and agreement among
experts are crucial for this process to succeed. At the coalition building
stage, the reform concept is presented to a wide spectrum of leading play-
ers, including political parties, trade unions, and the public, to gain their
acceptance. Key steps are concept presentation; its dissemination, feed-
back and consensus building; work on new legislation; and, finally,
enactment of laws. At the implementation stage, new institutions are
built and existing ones are reformed. Most important, social security
institutions have to adapt to the new environment. This is a stage at which
new players appear and take part in the discussion. Amendments and
changes to the initial proposal often are made. Implementation is also
usually the longest-lasting stage of the reform, taking at least a few years.
Despite the fact that radical pension reforms have been discussed in
almost every country, they have been implemented in only a few. The
following questions arise: What is necessary for a reform proposal to be
officially presented by the government, and what factors are necessary
for successful implementation? In this chapter we attempt to analyze
issues related to the first two stages of the reform process. We ask

1. What factors have an impact on pension reform commitment, that is,
what triggers pension reform and what are the motives behind it?

2. What is necessary for pension reform preparation to be successfully
finalized and the coalition building stage completed?

So far the most commonly used method to study political economy
questions has been qualitative country-by-country or comparative analy-
sis. Most of the studies have focused on Latin American and Central and
Eastern European (CEE) countries.? Another more quantitative econo-
metric approach was used by James and Brooks (1999), who tried to
answer the question of how political economy influenced the probability
of achieving pension reform and its nature. The methodology used in our
study is based on a survey of experts and decisionmakers involved in the
pension reform process in several countries. We constructed a question-
naire including both qualitative and quantitative questions that enable us
to investigate the factors that influence reform actions from the perspec-
tive of the pension system and institutions involved in the reform process.

We used two surveys: the first for countries with pension reform, the
second for countries without pension reform. We defined a reform country
as one that adopted or implemented a law introducing a mandatory capital-
funded pillar or an NDC system (so-called systemic pension reform). A
nonreform country is one that did not attempt to change its pension system
at all or that introduced only parametric changes. The first survey con-
tained 20 questions and was addressed to both policymakers and pension
experts.? The second contained 14 questions and was addressed only to
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pension experts.? The main motivation for using the survey of decision-
makers and experts was to get a larger set of data on the decisionmaking
process than that available from studies of particular countries.

The survey was disseminated in two rounds. In the first round, we
used World Bank channels; in the second round we approached the par-
ticipants of the “Learning from the Partners” conference who did not
reply in the first round.” The main focus of the survey was on Central
and Eastern European countries with some examples from EU countries
and Latin America. We received 34 answers from 25 countries (table 5.1).
Of the countries responding, 13 countries reformed their pension sys-
tems and 12 did not. Most of the answers were received from countries

Table 5.1 Respondents to the Questionnaire

Country Number of answers Experts Decisionmakers Both

Reformer

Argentina

Bulgaria

Croatia

Hungary

Latvia

Macedonia, FYR

Mexico

Moldova

Poland

Romania

Switzerland

United Kingdom

Uruguay

Reforming country
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in CEE and in the Commonwealth of Independent States (CIS) (14); 7
came from countries in Western Europe and 4 from Latin America. The
majority of answers came from experts (23), 5 were received from deci-
sionmakers, and 5 were filled out by experts who were also decision-
makers in the process. The sample of countries that responded to the
questionnaire does not include all the countries to which the question-
naire was sent.

This chapter is structured in the following way: The second section
includes an analysis of the commitment building stage, a short review of
the political economy literature, and a set of hypotheses concerning the
environment necessary for successful pension reform. In the third sec-
tion we focus on the process of coalition building and we analyze the
role of social partners, society, and public relations in the reform process.
The final portion provides a conclusion.

The Commitment Stage
Discussion of the Literature

The traditional political economy analysis of policy reform asserts a clear
normative economic motivation for reforms. It explains how the opposi-
tion of various private interest groups is overcome and what institutional
settings help policy reforms take place. The crucial assumption of this
analysis is that there is a broad consensus that pension reform improves
economic efficiency—similar to other policy reforms at the end of the
1980s and in the 1990s, such as trade liberalization and privatization.

As for the role of private interest groups, political economy of pension
policy has been investigated mainly along two lines of distributional
conflict: young versus old, and rich versus poor (or a combination of
those factors). The age-oriented theory suggests that age distribution is
a crucial determinant in voting for a public unfunded pension system
(Browning 1975). This type of system will expand as the population ages
because older workers face only a relatively short contribution period
but nonetheless participate in the full benefit period. In those models
aging leads to a further worsening of the financial position of pension
schemes (Marquardt and Peters 1997).

These theoretical conclusions, however, contrast with actual reform
experience. First, the probability of radical pension reform taking place
seems to be independent of the age structure of the population because
population aging varies substantially among countries that have imple-
mented pension reform. For instance, Mexico is a very “young” country,
whereas Switzerland is a relatively “old” country. Second, population
aging generally is accepted as an important reason for pension reform.
Thus, this theory does not explain why there is a turning point in pension
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reform, nor the extent of reform (parametric or systemic) or its timing.
Similarly, theories focusing on the analysis of interest groups according
to the second taxonomy (rich versus poor) can explain the rise of
unfunded pension systems but not the switch toward capital funding
(Tabellini 1991).

As for the impact of institutional arrangements, the authoritarian
regime often has been emphasized when explaining the first case of pen-
sion system privatization in Chile. It is obvious, however, that the
Chilean case cannot be generalized. First, other Latin American coun-
tries that were culturally similar to Chile had similar problems in their
pension schemes and displayed many shortcomings in their democratic
systems. Many of those countries have not implemented pension
reforms. Second, systemic pension reform was implemented in many
countries with extensive democratic traditions (Italy, Sweden, Switzerland,
and the United Kingdom). The most recent systemic pension reforms
have been implemented in transition countries in CEE with already
well-established democratic institutions. This means that a low level of
democracy is neither a necessary nor a sufficient condition for pension
reform.

Another way to study the role of institutions might be to examine
whether there is any relationship between systemic pension reforms and
the country’s constitutional system, as suggested in some public choice
models of pensions. We can observe that reforming countries have dif-
ferent constitutional systems. Switzerland has a direct democracy; most
Latin American countries have a majority presidential system; the
United Kingdom is a parliamentary democracy with a majority system;
and most of the other countries have a parliamentary democracy based
on a proportional system (including CEE countries). Thus, voting sys-
tems do not seem to determine the chances for pension reform either.

The least investigated political factor behind pension reform has been
ideology. The main reason for this is that despite its importance, it is dif-
ficult to identify the driving forces behind changes in ideology over
time. There is, however, a general consensus that there was an ideologi-
cal turnaround in the 1980s toward neoliberalism, which had an effect
on the change in economic thinking (the retrenchment of the state) and
the discussion of pension reform approaches. Augusztinovics (1999)
claims that although systemic pension reform was originally not a sub-
ject of the so-called Washington consensus, it has become de facto a part
of the widely accepted neoliberal reform package.

It is well documented that ideology influenced pension reforms in
Latin America. Pierson (1994) claims that the United Kingdom’s pension
reform in 1986 also was ideologically driven. Although neoliberal ideol-
ogy affected other reform processes in the former socialist countries, it
seems to have had a limited impact on pension reform. None of the
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“Thatcherites” in CEE (for example, Balcerowicz in Poland and Klaus in
the Czech Republic) adopted systemic pension reform. By contrast, non-
conservative governments, which often opposed neoliberal ideology,
adopted reform in many cases. Another limitation of neoliberal ideology
as an explanation for pension reform lies in the fact that the idea of the
mandatory fully funded system is still contentious among neoliberal
economists (Friedman 1999). Neoliberal ideology, therefore, can only
explain why pension systems were adjusted—the reason was to prevent
the buildup of a huge implicit debt—and why there should be more
reliance on private saving.

The empirical literature on policy reform indicates that a crucial fac-
tor affecting reform commitment is leadership. Political economy
approaches that draw on the private interests theory anticipate reform
leadership only when it clearly can be linked to political self-interest.
The empirical record of many policy changes put in place in the 1980s
and 1990s contrasts with this logic (Williamson 1994). The case of pen-
sion reform is similar. It was often accomplished by influential tech-
nocrats and by politicians endowed with political power who had
strong reform visions and were ready to carry out their ideas against
interest group pressure (for instance, Marchenko in Kazakhstan, Bokros
in Hungary, and Baczkowski in Poland). Despite its importance, lead-
ership remains underemphasized in the theoretical literature and it
often is treated as an idiosyncratic phenomenon.

In the light of this knowledge, our focus was first to investigate how
strong the consensus is on radical pension reform. If there is no strong
reform consensus, economists can hardly expect to be taken seriously by
policymakers.® Second, we investigated what political factors—mainly
institutional arrangements—can be significant for radical pension reform
to occur and what is perceived as the genuine trigger for radical pension
reform.

The Survey Results

The Pension Reform Consensus. In the case of pension policy, most
economists support reforming old-fashioned pension schemes—mainly
to strengthen the link between pension contributions and pension
benefits (parametric reforms) and to support voluntary saving (the third
pillar). Many countries have already implemented these steps, yet there
is ongoing disagreement among economists about how much of the
PAYG pillar should be replaced by mandatory capital funding. This
dispute includes such issues as the extent of economic distortions
(savings, labor market, capital market), insurance properties, and the
optimal PAYG-fully funded (FF) mix.”
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Our survey results show that mainly economic (or “technical”) issues
are considered relevant to pension reform. The question of whether pen-
sion reform is only a political problem was answered negatively by the
prevailing majority of respondents (31 of 34, or 91 percent). We further
investigated the degree of expert involvement in the discussion of pen-
sion reform. We asked respondents from nonreform countries if they
agreed that experts’ advice is used in the preparation of pension reform.
Only 1 respondent (of 16) answered negatively. Similarly, we asked the
respondents from reform countries to assess the extent to which experts
were involved in preparing pension reform (using a scale of 0-5 with 0
being not at all and 5 being significantly). The average figure for the
reform countries was 4.2. Thus, in both groups of countries pension
experts have had an impact on policy discussion. This means that the
introduction of radical pension reform cannot be explained by the igno-
rance of pension experts in nonreform countries, nor can it be explained
by involvement by experts in countries that have enacted reform. Rather,
an important explanatory factor behind the different reform results
might be a lack of agreement among pension policy experts.

We asked if there was a consensus among experts on pension reform.
The answer was ambiguous: 19 of 34 respondents answered negatively.
To learn the substance of the pension reform controversy, we asked our
respondents to identify the objectives of pension reform. We specified
five reform objectives and asked them to rank each on a scale from
1 (highest priority) to 3 (lowest priority). The average values for each
objective are summarized in figure 5.1. Thirty respondents answered
that the most important goal of pension reform should be financial

Figure 5.1 What Should Be the Main Goal of Pension Reform?
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sustainability of the pension scheme. Two other reform objectives with
the highest priority were improved poverty alleviation and improved
protection of workers against decreases in income. Development of
financial markets and economic growth were lower priorities and often
were treated as external to the main reform objectives.

We also asked the respondents to give their definition of pension
reform. We assumed that each respondent defines pension reform as an
optimal mix of pension policy instruments intended to reach the goals of
the reform. We gave them four options:

Introduction of a mandatory and at least partially fully funded pillar
Introduction of a NDC system

Parametric reform within the PAYG system

Any other option specified by the respondent.?

LN

As indicated in figure 5.2, respondents’ opinions about what consti-
tutes pension reform differed. For 8 respondents pension reform meant
only the introduction of the pillar that was at least partially fully funded;
for 6 of them it meant only parametric change of the PAYG system; and
for 1 respondent it meant the introduction of an NDC scheme. Eleven
respondents answered that pension reform is a combination of the intro-
duction of a fully funded pillar and either parametric reform or intro-
duction of NDC. For 3 respondents, both parametric reform and the shift
to NDC signify reform.

We also asked those respondents who answered that there was no con-
sensus among experts on pension reform to specify the reasons for that
disagreement. To our surprise, the main source of experts’ disagreement

Figure 5.2 What Is Your Definition of Pension Reform?
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Figure 5.3 Reasons Why Experts Disagree about Pension Reform
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Note: Twelve countries reported expert agreement; 19 reported disagreement.

on reform policy is not considered to be differences in pure policy val-
ues (as one could expect) but differences in judgments about positive
economics (2 answers) and positive economics cum policy values
(11 answers). Among those who think that there is no expert consensus
on pension reform, 7 respondents stated that only policy-value differ-
ences are important for the disagreement and 11 said that both policy val-
ues and positive economics played a role (figure 5.3). This would imply
that both positive and normative (ideological) factors are behind experts’
diverging opinions on the optimal pension reform.

When considering expert consensus, another important issue in the
theoretical literature on pension reform is the question of whether rad-
ical reform involving a switch to capital funding is a zero-sum game or
Pareto-improving. We asked, “Do you think that pension reform means
a large intergenerational redistribution?” Ten respondents answered
negatively and 17 answered positively, which indicates that there is no
unanimous opinion on this point either, and that the majority of our
respondents are not convinced that the claimed efficiency gains can
compensate for the double burden of the PAYG-FF shift.?

What can be concluded from these results? Given the relatively high
consensus about the objectives of pension reform (financial stability as
the highest priority and a relatively low ranking of “pure” economic
objectives like economic growth and development of financial mar-
kets), disagreement on how to reach those objectives is fairly striking.
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Consensus among experts regarding systemic pension reform involving
the introduction of a mandatory funded pillar (as proposed by the World
Bank) is still missing. Thus, political opposition to pension reform might
result not only from the defense of egoistic particular interests (as stud-
ied in traditional political economy models) but also from scepticism
concerning its economic advantages.

The Role of Political Factors. Institutional economics has recognized
that many policy outcomes depend on the identity of the agenda-setter.
The results of our survey show that the leading institutions within both
reforming and nonreforming governments were the ministries of labor
(or analogous entities). Hungary was the only country in which the
reform process was dominated by the ministry of finance. In some
countries, pension reform was a responsibility shared among several
governunent agencies (Argentina, the Russian Federation, and Mexico)
(table 5.2).

Table 5.2 Institutional Agenda-Setters

Leading institution Reform countries Nonreform countries

Ministry of labor and social Moldova, Romania, Slovenia, Slovakia, Greece, Spain,
affairs (or analogous Argentina, FYR Macedonia, Czech Republic,
entity) United Kingdom, Germany, Ukraine,

Switzerland Brazil

Ministry of finance Hungary

Ministry of labor and social Mexico Azerbaijan
affairs, ministry of finance,

and social security agency
(or analogous entity)
simultaneously

Ministry of labor and social Latvia
affairs and ministry of
finance simultaneously

Special arrangement Poland (office of plenipoten-

tiary for pension reform)
Croatia (office of plenipoten-

tiary for pension reform)
Uruguay (special commission)
Bulgaria (working group)

Other Russia (ministry of labor
and social affairs and
pension fund), Finland
(labor market organiza-
tions), Ireland (ministry
of labor and social affairs
and social security

agency)
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The lead institution, however, cannot explain variations in reform out-
comes from country to country. The only significant institutional differ-
ence between reformers and nonreformers was the existence of a special
body dealing with pension reform in reform countries (Bulgaria, Croatia,
Poland, and Uruguay), but those institutions were established only after
a basic consensus for reforming the pension system was achieved.

The external institutional framework may have had a special role in
the commitment building process. Orenstein (2000) discusses the role of
international institutions as providers of “politically relevant policy inno-
vations.” Our survey asked about the specific role of such institutions in
the reform process. The results show the involvement of international
institutions in seventeen countries. According to the answers, the World
Bank played the dominant role (active in 16 cases). Other active interna-
tional agencies included the U.S. Agency for International Development
(Bulgaria, Hungary, FYR Macedonia, Russia, and Ukraine) and local
development banks (the Inter-American Development Bank in Mexico
and the European Bank for Reconstruction and Development in Russia).
The International Labour Organisation participated in reform processes
in Bulgaria, the Czech Republic, Latvia, and Romania. There is, however,
no systemic difference in reform outcomes that could be explained by the
involvement of international financial institutions.

Some economists, political scientists, and politicians claim that pen-
sion reform is a direct result of conditions imposed by international
financial institutions, particularly the World Bank. According to our sur-
vey, domestic experts dominated the reform process in 13 countries, and
foreign experts took the lead in 6 countries (Azerbaijan, Latvia, FYR
Macedonia, Moldova, Poland, and Romania). In Ukraine, domestic and
foreign experts were equally important. Foreign expertise seemed to be
more important in countries that reformed their pension schemes. With
the exception of Argentina, the countries in which foreign experts made
a strong impact were CEE reformers (Croatia, Hungary, Latvia, FYR
Macedonia, Moldova, Poland, and Romania).

Despite that influence, international institutions and their experts
cannot start the pension reform process alone against the will of domes-
tic forces. This can be observed in respondents’ rankings of the impact of
different institutions in the reform process. As noted earlier, the institu-
tion with the highest average ranking was the ministry of labor (or an
analogous entity). This ranking reflects the ministry’s position as the
main agenda-setter or coordinator of the reform process. The institution
with the second highest ranking was the ministry of finance, and then,
ranked almost equally, international institutions and domestic experts.
Relatively speaking, financial markets had the weakest role. These find-
ings are summarized in figure 5.4.

An interesting by-product of our study is the difference observed in
the relative impact of institutions in three regions: CEE, EU (including
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Figure 54 Importance of Selected Institutions to the Reform
Process
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Switzerland), and Latin America. The ministries of labor and finance
played a more important role in the reform process in the EU and CEE
countries than in Latin America. International institutions played the
most important role in CEE countries (even larger than the role of finance
ministries), a smaller role in Latin America, and the smallest (almost
nonexistent) role in EU countries. The role of domestic experts generally
was perceived as more important than that of trade unions in CEE coun-
tries and in Latin America. The opposite situation was observed within
the EU countries. In Latin American countries, the role of domestic
experts was larger than in CEE countries.

In contrast to some political economy theories, which state that sys-
temic pension reform is driven by international financial institutions
or private financial institutions, our results show that pension reform
is driven domestically, usually by ministries of labor. Ministries of
finance have a weaker influence. Trade unions and domestic experts
also play an important role—larger than financial markets and almost
equal to the role played by international institutions. Our results
reveal that the role of foreign experts is to convey new ideas and
reform experience.

The Trigger of Radical Pension Reforim. When and why some
countries reform their pension systems while others do not was the main
focus of our survey. When asked what triggered pension reform, 11
reform countries answered that it was mainly the financial crisis of the
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old pension scheme. In some countries, this led to a crisis of credibility
for pension institutions. Extended contribution evasion worsened the
situation (for example, in FYR Macedonia and Romania). Four re-
spondents explicitly cited political and institutional factors as reform
triggers (that is, the interests of commercial participants, World Bank
efforts to educate and influence the government, the collapse of the
former Yugoslavia, new democracy, and change of government). At first
it seems obvious that financial crisis is perceived as the most important
reform trigger. The issue that interested us was to what extent the fiscal
problems of a pension scheme can be considered a sufficient condition
for systemic pension reform.

We asked respondents in both reforming and nonreforming countries
to assess the size of the fiscal problems in their pension schemes. Of the
countries that answered the question, in 5 of the countries respondents
assessed their fiscal problem as very large, in 6 countries as large, in 7 as
moderate, and in 6 as low. Generally, the average size of fiscal deficit in
reform countries was defined as large, whereas in the case of nonreform
countries it was described as moderate. Reformers are overrepresented
among countries in which the deficit in the pension scheme is perceived
to be very large (4 reformers out of 5 countries) or large (4 out of 6). In
those cases the unsustainable financial situation of the pension scheme
was used as an argument to support unpopular radical actions (for exam-
ple, in Latvia, FYR Macedonia, and Romania). One respondent stated
this idea very clearly, saying that “the deficit also acts as a driving force
to proceed with the planned reforms and even to take decisions that are
not always popular.”

To investigate what triggers pension reform more systematically, we
did a probit analysis based on the survey results. We performed three
regressions, taking the following set of variables as explanatory ones:

* size of fiscal deficit (on a scale of 1 to 4, with 1 being low and 4 being
high)

¢ institution with the lead role in the reform process (ministry of labor,
ministry of finance, other)

* main goals of pension reform' (on a scale of 1 to 3, with 1 being high-
est and 3 being lowest)

» definition of pension reform.1

The results of the analysis are presented in table 5.3. Of all factors
taken into account, the size of fiscal deficit is statistically significant in all
cases of regression. When the deficit is higher, there is a higher probabil-
ity that a country will reform its pension system. This proves the state-
ment made by most respondents that a pension system deficit influences
reform activities. As the results of the third regression show, another
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Table 5.3 Results of Probit Regression

Regression1  Regression 2 Regression 3

Scale of fiscal deficit 0.7962 0.5762 0.6095
0.029 0.030 0.019
Institution leading the reform process 0.1442
0.744
1. financial sustainability of the -0.8053 ~-1.1166
. pension scheme 0.462 0.215
< 2. economic growth 0.1350 04274
g 0.746 0.159
g 3. improved poverty alleviation -0.0209 —0.0162
R 0.960 0.95¢4
©
< 4. improved protection of workers 0.3349 0.0908
& against drops in their incomes 0.357 0.718
5. development of financial market -0.2738 -0.3658
0.554 0.279
'5 1. introduction of the mandatory 1.3816 1,2589
g fully funded pillar, at least partially 0.088 0.043
2
5 § 2 introduction of notional defined 0.6893 07773
59 contribution system 0.420 0.199
=t
;E 3. parametric reform within the -0.5378 -0,5190
A PAYG system 0.504 0.393
Constant -2.0881 -0.2885 -2.1231
0.305 0.797 0.025
Log likelihood -12.1603 -17.2991 -13.7210
Pseudo R? 0.4152 0.2392 0.3402
Number of observations 30 33 30

Note: p-values are in italic type; statistically significant variables are in bold type.

variable with a significant impact on the probability of radical pension
reform is the definition of the reform as involving the introduction of at
least a partially funded pillar. For countries in which respondents
defined pension reform in that way, reform is more probable.

If we investigate the direction of influence, we can observe a negative
impact on the probability of reform in the case of two reform goals—
economic growth and improved protection of workers (because numeric
values were increasing as the importance of goals was decreasing)—and
in countries where reform is defined as parametric changes to the PAYG
system. These results, however, were not statistically significant.
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Pension policy seems to be driven only by current financial con-
siderations. This can be confirmed by responses to the question about
intergenerational redistribution. Only 7 respondents answered that
intergenerational redistribution was discussed in their countries and
only 5 said that instruments showing a long-term intertemporal
financial balance (like generational accounts) were applied in the
reform discussion. This myopia about pension system financing was
expressed very well in one of the answers to the question concerning
the nature of the impact of the financial situation on reform activities:
“Now when the system is in surplus no one dares to say anything
radical.”

The Process of Coalition Building

In this section, using qualitative responses from questionnaires as the
basis, we analyze the roles of trade unions, society at large, and infor-
mation campaigns in building a coalition for pension reform. This
process is at least as important as the process of commitment building.
If there is no coalition to support the proposal, it can be altered signif-
icantly or even rejected during the attempt to enact it. Rutkowski (2000)
specifies several factors that can determine the success of the coalition
building process, including working with the media, especially form-
ing a core group of friendly journalists; and identifying key veto and
proposal players and interest groups and integrating them into the
process.

In our survey, respondents were asked to determine the turning point
in their reform process. The milestones most frequently stated include
reaching political agreement in parliament and finalizing dialogue with
social partners. Members of parliament and trade unions can be the most
important veto groups in the coalition building process and, according
to our survey, only consensus between those groups can lead to the suc-
cessful completion of the coalition building phase. Thus, the process
should include both political parties and social partners. Because we
assume that governments enjoy a majority in parliament before the
reform is introduced, the most important issue is to convince the social
partners and society to support the reform. The tools and outcomes of
government actions in this field are analyzed below.

The Role of Trade Unions

Experience shows that the role and power of unions must be properly
assessed when proposing reforms. Confrontational behavior by the gov-
ernment can lead to an exclusion of important interest groups (such as
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trade unions), which later can veto the reform proposal. Active negotia-
tion with social partners is much more likely to achieve significant reform
than is confrontation. For example, a national pact enabled the success
of Italian pension reform. The Dini government involved trade unions
in the reform process and succeeded in implementing substantial pen-
sion reform. The Berlusconi government in Italy and the Juppé govern-
ment in France ignored social partners when preparing reform proposals,
and reform failed (Culpepper 2000). Inclusion of social partners in the
reform process also is used to explain the successful Dutch reform of the
1980s.

As the survey results show, agreement with trade unions was neces-
sary in the implementation of pension reform. To gain the acceptance of
the unions, countries usually had to compromise on some aspects of the
reform. The results show that the role of unions is different among the
responding countries. Unions’ opposition was an important factor influ-
encing reform actions in FYR Macedonia, Mexico, Slovenia, and Spain.
In Latin American countries, the unions played a minor role in Argentina
and Uruguay, although they had some influence in Mexico. These find-
ings help explain why in Mexico members of the tripartite council were
placed on the boards of Consar (a specialized institution collecting
funded pillar contributions) and other institutions connected to the social
security system.

The situation was more complex in CEE countries. In most of them
(except Croatia and Moldova), unions were strong and they influenced
reform activities. In the majority of countries, unions opposed at least
part of the program. The most important area of opposition was the
retirement age (because reform usually included a rise in the statutory
retirement age and elimination of special privileges) as well as the intro-
duction of a mandatory funded pillar. Because unions had significant
veto power they could delay the reform process, as they did, for exam-
ple, in FYR Macedonia. The largest trade union influence could be
observed in Slovenia where unions managed to veto both the proposal
to raise the retirement age and the introduction of a mandatory funded
pillar. In Hungary, the unions influenced the reform process via the posi-
tion of pay-as-you-go system managers.

Responses from the EU show that unions also had an influence on
reform activities. They blocked all reform action in Greece, and in Spain
a broad political consensus that included trade unions must be achieved
to perform any reform action.

To move forward with reform, governments used public relations
techniques. For example, in Mexico reformers remained active in the
media by granting interviews and holding press conferences. Their aim
was to counterattack similar activities carried out by trade unions. FYR
Macedonia decided to negotiate an agreement with its social partners,
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and the resulting document, which formulated basic principles of the
reform, was signed by all partners.

To summarize, in most countries trade unions and tripartite councils
play a significant role in the reform process. It is important to include
trade unions in discussions on pension reform options and issues. They
can be supportive in those instances in which changes do not endanger
the position of the work force (at least from the unions’ perspective).
Such a situation occurred, for example, in Poland where trade unions
supported reform activities in the first stage of the legislative process,
when the second- and third-pillar laws were discussed. Their initial sup-
port made it difficult for trade unions to explicitly oppose the second
stage of reform in which PAYG system rules were changed, including an
increase in the pension age and a reduction of replacement rates via a
shift from a defined-benefit to a defined contribution system.

Most of the countries that implemented pension reform managed to
reach a consensus with unions by compromising and amending the ini-
tial proposal. The scope of the amendments depended greatly on the
political power of unions in a given country.

The Role of Society

Although trade unions often are thought to represent the working part of
society, that is not always true. Unions sometimes have other interests
relating to the social security system. For instance, in many European
countries unions traditionally are involved in the management of PAYG
systems. Additionally, public opinion is important from the politicians’
perspective. Thus, gaining the acceptance of society and not only the
trade unions is important in the process of reforming the pension system.

From the answers we obtained, we can draw the conclusion that
only some countries tried to factor public opinion into the preparation
of pension reform. Some actions were taken in Bulgaria, Latvia, FYR
Macedonia, Poland, Romania, and Slovenia. Other countries either did
nothing to increase public awareness or took limited action.

Typically, information about reform was disseminated through con-
ferences, workshops, and public hearings. Because such methods are
unlikely to reach every citizen, they are aimed at so-called opinion lead-
ers who pass along their knowledge. Such actions are important in orga-
nizing further support and in gaining politicians’ commitment to the
reform process. Dialogue can be enhanced by organizing debates with
representatives of society (trade unions, employers, pensioners, and so
forth), as occurred, for example, in Romania. Another factor frequently
mentioned by responders is cooperation with the mass media, which
happened, for example, in Romania and Poland. In those countries, a
professional public relations company was also used.
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Opinion surveys and focus groups to assess a country’s readiness
for pension reform were carried out in Bulgaria, FYR Macedonia, and
Slovakia. Other countries did not use those tools. We found that society’s
response to reform proposals depended significantly on the nature of
preexisting policy legacies. In Latvia, where the old pension system
offered only flat-rate benefits that did not reflect an individual’s work-
ing history, society strongly supported a solution that drastically
changed this policy. In Slovenia, however, society and its representatives
opposed the suggested solutions that they believed would endanger the
current system, which in their view worked quite well. The Polish exam-
ple shows that a public opinion survey can help win political acceptance
for pension reform by demonstrating the extent of public support for
particular reform proposals.

In most countries reforms are conducted with limited attention to
public opinion. Such a situation can stem from the following beliefs:

o It takes time and usually seems to have little or no effect.

o The pension system is difficult to communicate about and society
would not understand its complexity (“show me a citizen who doesn’t
get lost in the conceptual and technical maze of pension reform.”).

o The public is not interested in learning about pension system changes.
Most affected participants are too young and too myopic to think
about their future, and unions are more focused on preserving accrued
rights than on changing the system to achieve long-term macroeco-
nomic stability.

Only in some cases is the role of the public recognized and used to build
a larger coalition for the support of further reform actions.

Public Information

When the crucial actors in the reform process are identified, there is a
need to develop a consensus among them on the principles of the new
pension system. One of the most important tools is the public relations
and information campaign.

In the survey, only the countries that were considered “reformers”
were asked about the goals, means, and results of public information
campaigns. Some type of information campaign was done in most reform
countries; in the other countries, it has been planned. Croatia and Spain
did not conduct any such campaign. Generally, the goals of a campaign
were to inform the public about the need for the changes, the new system
rules, and the choices that participants were offered. In Hungary the cam-
paign also tried to make people consider switching to the second pillar.
Campaigns usually began during or after the completion of legislation as
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part of the implementation stage. In many countries information cam-
paigns were carried out during the last phases of the coalition building
stage (for example, Argentina, Bulgaria, Hungary, FYR Macedonia,
Mexico, Moldova, Slovenia, and Uruguay). In Latvia and Romania,
however, the campaigns were carried out or planned when at least part of
the reform had been implemented. Popular media were used (TV, radio,
and print) in most cases. Respondents pointed out that booklets and
brochures were also important tools for disseminating information. Addi-
tionally, there were some local actions, including direct dialogues in the
form of town hall meetings in Bulgaria and local conferences in Hungary.

Campaign assessments were not done in all countries. In those cases
in which the public was asked about the information they received,
results varied significantly. In most cases, public opinion was rather neu-
tral and there was not a lot of attention paid to pension reform. The only
positive assessment was recorded in Mexico. A positive public attitude
also could be noticed in FYR Macedonia, although it was countered by
the opposition of the trade unions.

Public information campaigns were carried out as an obligation that
countries believed they had to follow. Usually, however, governments
did not make a serious effort to reach the public, and the public itself was
not interested in pension reform. Such a situation could lead to declin-
ing public support for pension reform in the longer run. That happened
in Poland, for example, where initial enthusiasm about the changes has
worn out and more negative voices now can be heard because of reported
difficulties in the implementation of the reform and information about
the reduction of future benefits.

Conclusions

In this chapter we analyzed the role of political factors in creating gov-
ernmental commitment to implement pension reform and some aspects
of the process of consensus building. To conduct the analysis we used a
survey given to experts and decisionmakers from both reforming and
nonreforming countries. In most countries, the necessary precondition
for pension reform was crisis in the PAYG system. By almost unanimous
agreement among responders, the size of fiscal problems influenced
reform thinking and, it seems, gave a first push toward reform. This
hypothesis is supported by the results of probit regression—the scale of
the deficit and the definition of reform as “introduction of the manda-
tory funded pillar” are the only statistically significant variables that
explain reform activities in the responding countries. Additional condi-
tions, however, are necessary to complete the reform process. These con-
ditions may be described as political factors, such as a need to separate
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from the previous regime and its legal framework, favorable political
circumstances that enable experts to think about the reform concept, or
some external influence such as one coming from international institu-
tions such as the World Bank.

It seems that what matters most is the perception of the costs and ben-
efits of pension reform in each individual country—a perception that
often follows experts’ advice. Our results indicate that there is no clear
definition of pension reform globally, although most respondents agree
that it involves some mix of a funded pillar and a modified PAYG sys-
tem (including either parametric changes or a shift to the notional
defined contribution principle). Another conclusion is that there is wide-
spread disagreement among experts and politicians about the objectives
and nature of pension reform.

Thus, any reform process requires a long period of coalition building
accompanied by dialogue and negotiations among interested actors. Trade
unions play an important role in this process, especially in the countries of
Central and Eastern Europe. If the role of unions is strong, any reform con-
cept must gain at least partial public acceptance—sometimes via an exten-
sive media campaign to convince society and sometimes by negotiations
to reach agreement with social partners.

Which institutions play the most important role in the reform process?
Usually it is government (represented by the responsible ministry, gen-
erally labor). In the case of CEE countries, an almost equally important
role is played by international institutions that provide technical and
financial support for the reforms. Domestic experts and trade unions
also take an important role. The role of private financial institutions is
less important but not negligible.

An important part in coalition building also is played by public infor-
mation. Most countries mount some kind of information campaign
aimed at informing and educating society about new pension system
rules and the choices that individuals have. In a few cases, the role of
information campaigns is more specific—for example, to convince people
to consider switching systems. Generally, the role of the public informa-
tion effort depends on the country and its initial conditions. Most coun-
tries, even those that conduct public information campaigns, do not try
to assess their outcomes. Rather, they treat the task as a necessity instead
of a role that government must play in increasing public literacy in “the
maze of the social security system.”

Notes

1. The funded pillar in Latvia is planned to begin in 2002.

2. On Central Eastern Europe see Orenstein (2000) and Miiller (2000); on Latin America,
see Miiller’s contribution to this volume and references therein.
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3. The main motivation for surveying both experts and decisionmakers was to get a larger
set of data on the decisionmaking process than that available from studies made by par-
ticular countries.

4. For the text of the questionnaires, see the appendix to this chapter.

5. We are grateful to the organizers of the conference “Learning from the Partners” (espe-
cially to Robert Holzmann and Michal Rutkowski) for their help in disseminating the ques-
tionnaires through World Bank channels.

6. Well known are the jokes about “one-handed economists” or about “five economists
with six opinions, two of them of Keynes.”

7. For recent critical articles, see Orszag and Stiglitz (1999) and the debate among Barr
(2000), Persson (2000), and Bérsch-Supan (2000) for practical considerations.

8. Respondents could also specify any combination of options.

9. We suspect, however, that this question might have been misunderstood by many
respondents because several answers were unclear and some respondents did not answer
at all. The interpretation of the result should be viewed with extreme caution.

10. Based on question 10 in the questionnaire included in the appendix.

11. Based on question 11 in the questionnaire included in the appendix.
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Appendix: Questionnaires
SURVEY ON PENSION REFORM POLICY
(To countries—reformers)
Note: Questions that were identical for both questionnaires are indicated in italics.
PLEASE NAME THE COUNTRY TO WHICH THE FOLLOWING
INFORMATION IS RELATED (please state only one country; if you

have relevant information on more countries and you want to share your
experience, use another survey):

Please classify yourself:

O Expert
O Decisionmaker

1. When did the discussion on pension reform start in your country?

2. What triggered the reform action? What was the critical point in the reform
process?

3. Which institution coordinated the reform process (ministry of finance,
ministry of labor and social affairs, and so forth)?

4. Were international experts involved in the reform process? If yes,
from which institutions?

5. Was the expertise dominated by the domestic or by the foreign
experts?

6. What was society’s role in the reform process? Were opinion surveys
used to assess the readiness for pension reform?
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7. Was there any public information campaign about the reform in your
country?

If yes:
When was it launched (in relation to the pension legislation implementation)?

What was the main goal of the campaign?
What were the main media used? (TV, radio, print)

How was it assessed by public opinion?
If no:

How was the public informed about the reform?
Is an information campaign planned?

8. What were, in your opinion, the most important events (turning points) in
the reform process (that is, changes of government, new participants in the
discussion, public protests)?

9. Please describe in one or two short sentences the main features of the reformed
pension system in your country.

10. What, in your opinion, should be the main goals of the reform?
(please rank: 1 = highest, 3 = lowest)

@) financial sustainability of the pension scheme

(i) economic growth

(iii) improved poverty alleviation

(iv) improved protection of workers against drops in their
incomes

(v) development of the financial market

(vi) other (specify):

11. What is your definition of pension reform?

(i) introduction of the mandatory fully funded pillar, at least
partially

(ii) introduction of notional defined contribution system

(ifi) parametric reform within the PAYG system

(iv) other (specify):

12. Please rank the influence of the following on the reform process. (5 =
strongest, 1 = weakest)

(i) ministry of labor
(ii) ministry of finance
(iii) trade unions

(iv) national experts

(v) _____ financial institutions, private market
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13. To what extent was the experts’ advice used in the pension reform prepara-
tion? (5 = significantly, 0 = not at all)

14. a. Do you agree that there is a pension reform consensus among experts?

If yes, what is its most important element?
If no, what is the main reason for the disagreement?

(1) disagreement about positive pension economics
(i1) policy-value differences

(iii) both (i) and (ii)

(iv) other (specify):

b. Do you agree that there is a pension reform consensus among decisionmakers?

If yes, what is its most important element?
If no, what is the main reason for the disagreement?

(i) disagreement about positive pension economics
(i) policy-value differences
(iii) both (i) and (ii)
(iv) other (specify):
15. Do you think that pension reform means a large intergenerational redistri-
bution?

If yes, was this issue discussed in the reform process in your country?

Which instruments were used to illustrate this issue?

16. Do you agree that pension reform is only “a political problem”?

17. Does the existence of different schemes (for example, for the self-employed,
for civil servants) influence the reform? (Yes/No? Please explain in a few
words.)

18. Should countries have fragmented pension schemes or one universal
scheme? Please explain your views.

19. Is there a tripartite agreement in your country? Does it influence the reform
process? What was the role of unions? Please explain in a few words.

20. a. Is your pension system in deficit? Please assess the
size of the fiscal problem.
(i) very large
(ii) large
(iii) moderate
(iv) low

b. Does the fiscal problem influence pension reform activities?
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SURVEY ON PENSION REFORM POLICY

(To nonreforming countries; only for experts)

PLEASE NAME THE COUNTRY TO WHICH THE FOLLOWING
INFORMATION IS RELATED.

If the survey is based on your experience in many countries, please list
the most important ones.

3. Inmy country the experts’ advice is used in the pension reform prepa-
ration.

(1) agree
(i) disagree
(iii) agree (with provisions)

4. Which domestic institution is playing the leading role in the pension
reform process?

(i) ministry of labor and social affairs
(ii) ministry of finance
(iii) social security agency
(iv) other (specify):
5. Are international experts involved in the reform process in your country?
) —yes
(ii) no
(iii) no opinion

If yes, from which institution(s)?

6. The experts’ advice on pension reform in your country is more dom-

inated by
(i) the domestic experts
(ii) the foreign experts

(iii)
10. What is society’s role in the reform process? Are opinion surveys
used to assess the readiness for pension reform in your country?

equally by both of them.







6
Social Policy Models in Transition:
Why So Different from One
Another?

Tito Boeri

ocial policies in countries undergoing transition from central planning

to a market system differ both in size and composition. The countries
of the Visegrad group (the Czech Republic, Hungary, Poland, and the
Slovak Republic) spend comparatively more on social protection and
attribute a greater importance to nonemployment benefits (defined as
unemployment benefits, social assistance, early retirement, disability ben-
efits, and sickness benefits). Bulgaria and Romania devote a lower pro-
portion of their gross domestic product (GDP) to cash transfers but have
kept in place throughout the transition unemployment benefit systems
that are more generous than those of Visegrad countries such as the Czech
and Slovak Republics. The latter two countries, however, display more
stringent employment protection regulations, which offer another type of
insurance to their workers by imposing higher costs on employers who
lay off employees.

Pension spending is also extremely varied across countries: The
Russian Federation and the former Soviet Union (FSU) countries pay
relatively low pensions but devote a much larger fraction of their social
policy budget to pension transfers.

Differences among the models are even more apparent when it
comes to the targeting of the various programs. For instance, nonpen-
sion transfers increase income inequality in Russia, whereas almost
everywhere else they reduce it. In Hungary, Poland, and Slovenia
unemployment benefits are targeted to poor people: a large percentage
of working-age people whose incomes are below the poverty line
receive these transfers.

Such differences are not simply the result of successes and failures in
transition; they have deeply shaped different transition trajectories. For
instance, the virtual absence of nonemployment benefits in Russia can

157
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help explain the low increase in unemployment in this country despite
particularly severe output losses: wages, rather than employment, bore
most of the weight of adjustment. The Visegrad countries, by contrast,
display employment-to-output elasticities significantly larger than those
of Russia because of the presence of safety nets that often constrain wage
declines at the lower end of the earning distribution. The effects of the
structure of nonemployment benefits on the wage distribution are also
important to understanding the widening regional labor market imbal-
ances in Central and Eastern Europe and a lack of interregional worker
flows.

Is there anything surprising in the cross-country variation of social
policy models? The social policy mix is different even among current
European Union (EU) member countries. Differences in the composi-
tion and targeting of social spending have to do with historical factors
because there is considerable inertia in adjusting institutions. Cultural
roots are also important. We must take into consideration different
languages, religious influences, and connections to Western Europe.
Nonetheless, there is at least one feature of social spending which had to
be created from scratch at the outset of transition: unemployment bene-
fits. Although all transition countries sought to relieve state employers
from their social responsibilities relative to their workers, unemploy-
ment benefits started off very different in design from one country to
another.

Therefore, we will devote most of this chapter to the role and design
of unemployment benefits. In doing so we will show that some gross
mistakes were made in the design of this new policy instrument. Fortu-
nately, there seems to be time to remedy such mistakes and to improve
the efficiency of welfare systems in these countries. This is very impor-
tant for the countries preparing for EU membership. While the “fatal
attraction” of the EU forced Central and Eastern European countries to
adopt a social policy model that favored labor reallocation, the accession
process itself may cause serious problems unless social policies are
reformed because the Visegrad model features low participation and a
high social security burden on formal employment.

The plan for this chapter is as follows. The second section character-
izes the main differences in social policy models, putting particular
emphasis on the design of the new systems of unemployment benefits
and social assistance. The third section offers a discussion of why the
countries of the FSU chose a different design of nonemployment bene-
fits than did the Central and Eastern European countries. The fourth sec-
tion details the policy mistakes made within this broad perspective and
discusses why they occurred. The final section discusses what the future
may bring.
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Identifying Differences in Social Policy Models

It is convenient to characterize welfare states in transition countries in
terms of two extreme models. One is the model followed by the Visegrad
countries that involves a large social policy expenditure and significant
redistribution occurring via nonemployment benefits. The other is the
Russian model that is characterized by low social policy expenditure,
virtually no unemployment benefit system, and a minimum role for the
state in reducing income inequalities and promoting social cohesion.
The most striking sign of the absence of Russian public authorities in
providing poverty relief is the fact that they allowed a huge stock of
wage arrears in the budgetary sphere to build up. Between these two
extreme models we have the Baltics, Bulgaria, and Romania.

Table 6.1 highlights social policy summary statistics, emphasizing pri-
marily the relative importance of nonemployment benefits and their role
in reducing inequalities in the distribution of earnings. For the most part,
these were new cash transfers introduced at the outset of transition. From
their design and targeting we can make important inferences as to why
countries selected particular social policy models. The first two columns
show the importance played by nonemployment benefits (defined as
unemployment benefits, social assistance, early retirement, disability

Table 6.1 Nonemployment Benefits and the Distribution of Earnings

Contribution of social transfers
Nonemployment benefits to changes in Gini

Relevance (1991-95) Nonpension Pension

: Percentage  Percentage of
of GDP social expenditure 1990-92 1995-96 1990-92 1995-96

CEE countries

Bulgaria 1.6 17.2 0.0 04 -1.1 0.8

Czech Republic 3.6 327 — — — —

Hungary 24 32.3 0.2 -0.2 -0.9 14

Poland 5.0 31.8 0.2 -0.1 -32 34

Romania 19 275 — — — —

Slovenia 2.7 29.5 — -0.4 — —
The Baltics

Latvia 0.5 26.5 0.1 0.5 -2.2 -2.0
CIS countries

Russia 0.6 10.9 25 2.3 45 37

Ukraine 0.3 33 — — — —

— Not available.

Notes: “Earnings” denotes gross monthly earnings. “Income” denotes disposable per capita household
income (net of taxes and including transfers).

Sources: Column 1, Boeri 2000; columns 3 and 5, Atkinson and Micklewright 1992; columns 4 and 6,
Cornia 1996, Garner and Terrell 1998.
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benefits, and sickness benefits) in terms of GDP share and as a percentage
of social expenditure. The other columns evaluate the contributions of
nonemployment benefits and pensions to changes in the Gini coefficients.

The table documents three points. First, the Visegrad countries spent
much more on nonemployment benefits than did other countries, both
as a proportion of GDP and as a percentage of the overall social policy
budget. Second, most countries used cash transfers to contain the dis-
persion of earnings. This can be grasped by looking at the (more or less)
implicit design features of unemployment benefits (which were explic-
itly flat in countries like Poland, whereas in Hungary they became a flat
benefit de facto as a result of low indexation of benefits above the mini-
mum). Low union coverage in the emerging private sector together with
the lack of workplace unions also prevented the enforcement of the statu-
tory minimum wages present in many of these countries. This led to
nonemployment benefit minima taking the place of a minimum wage in
these countries. Third, in Russia both pensions (which are supposed to
operate mainly as intergenerational redistribution) and nonemployment
benefits helped to increase inequalities, whereas in the Visegrad coun-
tries pensions served as an effective antipoverty device. Indeed, the
Czech Republic, Hungary, and Poland did not experience an increase in
the incidence of low-pay or a worsening of the relative position of the
bottom decile, both of which occurred in Russia.

Table 6.2 illustrates trends in some standard measures of earning
and income inequality. Although we acknowledge problems with

Table 6.2 Trends in Earning and Income Inequality

Gini-Earnings Gini-Income ~ P90/P10-Earnings P90/P10~Income
1987-89 1993-94 1987-89 1995-96 1987-89 1993-94 1987-89 1993-94

CEE countries

Bulgaria 021 0.28 0.22 0.32 2.56 — — 433

Czech Republic 0.20 0.26 0.20 0.23 243 3.15 244 4.11

Hungary 0.27 0.34 0.21 0.23 3.14 3.72 2.81 2.66

Poland 0.21 0.28 0.25 0.36 243 3.38 3.07 392

Romania 0.19 0.28 0.24 0.26 1.94 3.49 — 3.18

Slovenia — — 0.20 0.22 — — — —
The Baltics

Latvia — — 0.23 0.33 — — — —
CIS countries

Russia 0.27 0.45 0.22 0.52 345 14.86 3.16 1510

Ukraine 0.24 0.36 0.23 026 3.04 8.04 2.76 5.07

— Not available.

Notes: “Earnings” denotes gross monthly earnings. “Income” denotes disposable per capita house-
hold income (net of taxes and including transfers). “P90/P10” denotes the ratio of earnings income
at the top (90th) decile to the bottom (10th) decile.

Sources: Columns 1, 3, 5, and 7, Atkinson and Micklewright 1992; columns 2, 4, 6, and 8, Cornia 1996,
Garner and Terreli 1998, and Milanovic 1998.
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cross-country comparisons of earning inequality measures, the table
points to a much stronger increase in inequality within the countries of
the Commonwealth of Independent States (CIS) than in the countries of
Central and Eastern Europe (CEE). Within the latter group, the largest
increases in Gini coefficients and in P90/P10 ratios were registered in
Bulgaria and Romania. The data suggest that the driving force behind
widening income disparities was the concentration of earnings.

We have discussed the possible role played by unemployment
benefits in reducing earning dispersion from below. Another way in
which nonpension transfers have affected inequality is via explicit
redistribution in favor of poor households. Comparable studies of
the Czech Republic and Slovakia (Garner and Terrell 1998) and of Russia
(Commander, Lee, and Tolstopiatenko 1998) document that these
diverging trends in inequality can be explained largely by differences in
social transfer policies. Taxes also were important in generating differ-
ent trends in inequality. In Russia, overall tax revenue has been declin-
ing steadily since the early 1990s. Tax compliance for entrepreneurial
and self-employment income has been negligible. Employers avoided
high payroll taxes totaling 40 percent of the wage bill by replacing wages
with under-the-counter cash payments and in-kind payments. Because
this left the government reliant on the value-added tax, tax incidence
fell disproportionately on the middle and lower end of the income dis-
tribution (Commander, Lee, and Tolstopiatenko 1998). However, in
Central Europe the untaxed informal economy was smaller (Lacko
1999) and reforms were implemented to make taxes more progressive
over time. Using a Gini decomposition analysis, Garner and Terrell
(1998) show that changes in tax payments over time have reduced
inequality, other things being held constant, in the Czech Republic and
Slovakia.! Whereas the CEE countries generally were effective in
restructuring their transfers during the first four years of transition to
offer a sufficient level of benefits targeted to the lower end of the income
distribution, in the CIS the safety net is considered inadequate and is
not means tested. In particular, Garner and Terrell show that after the
Czech Republic restructured its safety net, the share of total income in
the bottom decile that was receiving government transfers (including
pensions, social assistance, family benefits, health benefits, and unem-
ployment benefits) rose from 8.2 percent in 1989 to 16.8 percent in 1993.
The beneficiary share for the top decile remained about the same, at 3.1
percent in 1989 and 3.2 percent in 1993. Meanwhile, in Russia and most
of the FSU countries there are no national standards for providing social
assistance, as well as a virtual absence of fiscal transfers across regions
that would enable the poorest oblasts to pay social assistance of the last
resort. Nominal replacement rates for low-income earners may appear
similar to those provided in Central and Eastern Europe, but in real
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terms they are negligible for everybody. Russian pensioners were
treated worse than their counterparts in CEE, as the average pension to
average wage ratio was lower by about 20 percentage points in the CIS
than in countries like the Czech Republic. However, Russian unem-
ployed people were treated even worse in relative terms because they
could have access to benefits offering replacement rates that were only
one-fifth or one-sixth of those provided by nonemployment benefits
in CEE.

The differences among social policy models and in the scope of
redistribution within the working age group are relevant also from
another perspective: the differences help explain labor market adjust-
ment trajectories experienced by these countries since the beginning
of transition. In Russia the bulk of adjustment involved wages, which
meant strong aggregate wage declines (with a cumulative loss of 57
percent in the 1990-95 period) and widening earning differentials at
all levels. In the CEE, notably in the four countries of the Visegrad
group, aggregate wage declines were much less pronounced (averag-
ing 19 percent in the 1990-93 period). Thus, in the CEE countries,
employment carried the weight of adjustment. Bulgaria and Romania
featured in intermediate positions in terms both of wage adjustment
(—41 percent) and increases in earning inequality.

Explaining Differences among Models

There are at least three explanations for this fundamental asymmetry
between Russia and many former Soviet Republics (the partial exception
being the Baltics), and between Russia and the Visegrad countries. The
explanations are

o differences in the degree of inequality aversion

o differences in the degree of economic development and access to
international capital markets, which make it harder for Russia to sus-
tain large social policy outlays

o the more or less strict conditionality and appeal of the EU social pol-
icy model relative to the transition countries.

Now we will discuss each of these explanations in some detail.

Differences in Preferences

There is not much literature on preferences for inequality in the former
planned economies. Based on data from the 1999 International Social
Survey Programme, Suhrcke (2001) documents that Russian citizens dis-
like income differences more than do nationals in CEE. Differences in
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preferences for inequality may be affected by personal experience: many
Russians experienced severe downward income mobility in the 1990s.
As documented by Atkinson and Micklewright (1992), however, at the
onset of transition even the least unequal of the Soviet Republics dis-
played larger Gini coefficients than did any of the CEE countries.

The Gini coefficients that prevailed before the fall of the Berlin Wall
may be interpreted as an indication of societal concerns over income dis-
tribution. Ten years later, however, they are a poor predictor of income
inequality (Boeri 2000): initial conditions account for less than one-fifth
of the cross-country variation in posttransition income inequality.
Furthermore, the initial ranking of countries in terms of income inequal-
ity has been altered significantly throughout the transition: the Spear-
man rank correlation coefficient is 0.57, which is low, considering that
we are comparing inequality indexes only a few years apart. Were Rus-
sia to preserve the same distance as Central and Eastern Europe in terms
of income concentration, it would be characterized today by signifi-
cantly lower Gini coefficients.

Problems in the Financing of Social Policies

There are large asymmetries in revenue collection between the CEE
countries and the CIS: 1997 total tax revenues reached about 35 percent
of GDP in the former and half of that level (roughly 18 percent of GDP)
in the latter. Redistribution is costly. According to Branko Milanovic
(1997), the elimination of absolute poverty in Russia in 1993-94 would
have required (supposedly perfectly targeted) payments of US $6 billion
per year, or approximately 3.5 percent of GDP. This is by far much more
than resources allocated to antipoverty measures in Russia, where expen-
diture in social assistance throughout the transition never exceeded 0.4
percent of GDP.

To a great extent, current differences in revenue collection between
CEE countries and the CIS are the result of developments originating in
the early 1990s. Although tax revenues as a percentage of GDP declined
throughout the region, the fall was much steeper in Russia and the other
CIS countries than in CEE. Significantly, the decrease in revenues only
marginally affected social security contributions, which are the main
source of social policy financing. Payroll taxes were generally earmarked
for the various extrabudgetary funds created at the beginning of transi-
tion, and this kept governments from using social security contributions
for other purposes. For instance, the Russian National Employment
Service, which is responsible for unemployment benefit payments and
active policies, ran a comfortable surplus for several years. Hence, more
generous unemployment benefits could have been paid in Russia at
least until 1995 without requiring new levies or even improvements to
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revenue collection. Moreover, Russia did not decide to increase social
security contributions after the rise of unemployment, as did countries
of Central and Eastern Europe.

The strong decline in revenue collection in the CIS was largely a by-
product of the delays with which tax structures in these countries were
adjusted to market conditions rather than a legacy of the past. In other
words, problems on the revenue side cannot be used to justify low social
spending, notably low spending that favors the working-aged unem-
ployed because governments could have selected better revenue collec-
tion methods.

The “Fatal Attraction” of Europe

We are left therefore with the third explanation—namely, the view that
geographical proximity to Europe has played a crucial role in generating
different social policy models. It often is claimed that accession is an
“institutional factor” in its own right (Roland 2000; Fidrmuc 1999) and
there are important reasons to share this view. The conditionality of the
“European model” was stronger for the countries that had a chance to
enter the EU. It is significant that the countries targeted for the first round
of EU accession are those that have spent more on social policies, notably
more on nonemployment benefits, throughout transition. This is high-
lighted by figure 6.1, where we see that the former first-round candidates

Figure 6.1 The Generosity of Unemployment Benefits in Former
First-Round and Second-Round Candidates for EU Accession
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Table 6.3 Summary of EU Recommendations in the Labor
and Social Policy Areas

Equality of Health and
Employment Labor Social  treatmentand Pensionand  safetyat
Country strategy law dialogue opportunities  health system  work
First-round
EU candidates
Czech Republic NP NP NP NP
Estonia RA RA NP NP NP
Hungary NP RA NP
Poland NP NP NP NP
Slovenia NP NP RA
Second-round
EU candidates
Bulgaria NP NP NP NP RA
Latvia — NP NP — NP
Lithuania NP NP
Romania NP NP NP NP NP
Slovakia NP NP RA RA

~— Subject not recommended in the report.

NP No further progress registered during the last year; only partial or insufficient alignment to the
Acquis Communautaire of the European Union; more efforts in implementing reforms are needed.
RA Recommendation of immediate action.

Source: Reports from the Commission of the European Union (various countries) 1999.

for accession provided more generous unemployment benefits, both in
terms of replacement rates (the summary generosity index) and greater
coverage of this type of insurance scheme.

Moreover, the EU memoranda regarding the accession process (see
table 6.3) make frequent references to the importance of labor law com-
pliance for collective redundancies, which involve preferential access to
unemployment insurance schemes.

Returning to Europe

Social policies in the CEE countries are poorly designed. There are not
only the usual inconsistencies present in the West between various
policy instruments, but the measures also are inadequate. Broadly
speaking, there are too many schemes providing too few cash trans-
fers to too many people. The plethora of family benefits is one example.
With some schemes, administrative costs surpass the cost of payments
distributed.

For these reasons it is important for prospective members to put
their houses in order before joining the EU. The new EU candidates have
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relatively large welfare systems (accounting for per capita GDP levels)
whose burden falls on a narrow tax base. Figure 6.2 shows that payroll
taxes earmarked for financing pensions, unemployment benefits, sick-
ness benefits, and other cash transfers (excluding social assistance, which
typically is funded from general government revenues) amount to a
larger fraction of the payroll than in the average EU country. At the same
time, however, the accession countries spend less in proportion of their
GDP than EU countries typically spend. One of the reasons—if not the
reason—for this situation is the large size of the informal sector (Lacko
1999). There are indications that a vicious circle is in motion: A small tax
base requires higher statutory social security contributions to fund social
expenditures, and these high contributions induce an even larger num-
ber of employers to avoid contributing to social security. The problem
cannot be solved with more efficient tax collection and tougher penalties
for illegal behavior. Under the present conditions in CEE countries—
relatively high, persistently stagnant, and regionally concentrated unem-
ployment—strong repression of the informal sector may increase
unemployment. Consider the combined effects of such a policy on both
job destruction and job creation (Boeri 2000). An increase in repression of
the informal sector may be perceived by newly created firms as a reduc-
tion in future benefits and therefore may backfire. This link between
employment in the informal sector and unemployment is at the heart of

Figure 6.2 High Social Security Contributions and Relatively
Low Social Spending
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the policy dilemma faced by policymakers who realize that a more
-aggressive approach against the informal sector may result in a more
depressed labor market.

Accession can make things worse in this respect because it may
involve a greater role for institutions—like a higher coverage of collec-
tive bargaining—which compress wage distributions and make large
compensating transfers to jobs that would otherwise be eliminated. This
is the lesson learned from eastern Germany after re-unification.?

Thus, the EU cannot impose Western European welfare standards on
the CEE countries, forcing them to bear all costs. That would slow their
convergence to the EU average and reduce economic efficiency at a time
when productivity growth is greatly needed. CEE countries’ raising
taxes to pay for a generous safety net simply may expand the large infor-
mal sectors in these countries. As mentioned previously, these countries
already levy higher social security contributions as a percentage of wage
bills, although they spend less in social policies than their EU counter-
parts. This situation results from low “wage shares” in CEE countries
and from a sizable informal sector, which increases the gap between
statutory and effective contribution rates.

An important in-kind contribution that current EU members can pro-
vide to the CEE countries relates to the design of the welfare system. West-
ern European systems also are poorly designed. They impose distortions
on the economy and may be headed for financial crises. Accession candi-
dates cannot afford such a scenario. Therefore, CEE countries should
refrain from copying the exact design of Western European countries.
Instead, their systems should be designed to preserve work incentives and
deter abuse.

Because of the large-scale reform process associated with entry into
the EU, these countries have a one-time opportunity to design their sys-
tems correctly. For example, unemployment benefits should be paid on
the condition that the recipient is actively seeking work. Part of the
Czech Republic’s success in maintaining low levels of unemployment in
the early 1990s lies in a strict benefit administration combined with active
labor market policies (Boeri and Burda 1995). The Czech Republic may
provide a blueprint for other CEE countries, where wage distributions
are now much less compressed than at early stages of transition. This
makes it possible to introduce in-work benefits for low-paid jobs with
relatively contained fiscal costs.

Political Constraints

Activation and “making work pay” features are absent from many West-
ern European countries, and introducing them could require painful
political compromises. Reducing some schemes while implementing
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new ones is also politically costly. Will CEE countries be able to meet
these challenges?

Governments in the region missed a window of opportunity for sub-
stantial welfare reform at the outset of economic transformation. Coun-
tries could have used “periods of extraordinary politics” (in the words
of Leszek Balcerowicz) to renege on commitments made by the previous
regime. Faith in the virtues of the market mechanism also gave govern-
ments leverage to propose “low contributions—low pensions” deals to
high wage earners because there was a widespread perception that
returns from savings could have been significantly higher than those
offered by public pensions. Thus, pension reforms should have been put
at the top of transition countries’ agendas.

It is still possible for these countries to change, but it is much more
difficult now than it was then. Public opinion polls indicate that there
are political constraints facing reforms aimed at rationalizing the wel-
fare system. Figure 6.3 compares the results of two surveys. The first
was carried out in February 2000 in France, Germany, Italy, and Spain
by Fondazione Rodolfo Debenedetti (Boeri, Bérsch-Supan, and
Tabellini 2001). The second survey was conducted in Hungary in
early 1996 (Csontaos, Kornai, and Toth 1998). Both surveys aimed at
eliciting information on citizens’ preferences as to the size of the wel-
fare state and their awareness of the tax burden associated with its
financing.

Figure 6.3 Public Opinion on the Size of the Welfare State
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The results of the two surveys are surprisingly similar. First, citizens
underestimated the actual cost of social welfare systems. When asked
how much of their monthly wages go to various extrabudgetary funds,
they answered with figures much lower than actual contribution rates
(both for employee and employer). The second similarity is a strong
preference for the status quo. More than 50 percent of citizens in all
countries (except Italy) favored keeping the size of the system the same.
This is in line with the “median voter” result: Political parties have
adapted to the voters’ preferences and electoral competition has forced
them to offer the policies preferred by the majority of voters. An alter-
native interpretation is that citizens’ preferences adapted to the status
quo. In either case, the fact that people are so poorly informed about
the costs of the system suggests a loophole for CEE countries. The sur-
vey indicated clearly that citizens who were better informed about the
costs of the system were more open to reform. Thus, if governments
can better inform their citizens, they can change the balance in favor of
reforms.

Final Remarks

Formerly planned economies entered transition with very different
social policy models. The countries of the former Soviet Union did not
have a safety net and allowed earning differentials, notably top to bottom
decile ratios, to become almost five times as large as they were at the
beginning of transition. The nations of Central and Eastern Europe had,
instead, institutions in place that compressed wage structures, prevent-
ing earning and income inequality from reaching the levels attained by
Russia. The driving force of the social policy model adopted by the CEE
countries was the “return to Europe.” We now can say that the second
model was the more successful, but that is not necessarily the case for
the future.

Redistribution is a luxury good and CEE countries should resist the
pressures to adopt the same social policy model of countries that have
much higher per capita income levels. Before actually returning to
Europe and fully entering the EU, they should improve the effective-
ness of their welfare system in redistributing and broadening the tax
base.

Reforming welfare systems in these countries, however, is proving to
be as difficult as it was in Western Europe. There is evidence of status
quo bias in the preferences of citizens of the accession countries. Under
such conditions, reforms should be devised and packaged carefully to
gain majority support and commitment.
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Notes

1. Using the same methodology, Commander, Lee, and Tolstopiatenko (1998) conclude
that changes in tax payments from 1992 to 1996 have contributed to the increase in inequal-
ity over time in Russia.

2. Needless to say, unification is more than the accession to an economic union.
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7
Mapping the Diffusion
of Pension Innovation

Mitchell A. Orenstein

ultipillar pension reform is a global phenomenon. First imple-

mented in Chile in 1981, multipillar reforms, involving the partial
or full replacement of pay-as-you-go (PAYG) state pensions by systems
of privately managed individual accounts, have spread rapidly in Latin
America, Western Europe, and the post-communist countries of Central
and Eastern Europe. The first instances of multipillar reform in Asia are
now evident. This chapter puts these developments in perspective by
comparing the current spread of multipillar reform with the earlier dif-
fusion of first pension system adoptions between 1889 and 1994. This
chapter will suggest that viewing this phenomenon as the diffusion of
a new policy idea helps us better understand the global context of pen-
sion reform, as well as the reasons for and mechanisms of its spread.

Multipillar Pension Reform

Muiltipillar pension reform represents a new paradigm in pension sys-
tem design by relying on multiple pillars of pension provision, includ-
ing the state budget, state insurance programs, and private pension
funds. Particularly, the idea that states can discharge part of their respon-
sibility for insuring adequate pensions by mandating employee savings
in individual, privately managed pension savings accounts, is new and
revolutionary.

Grateful acknowledgment is made to the American Council of Learned Societies and to
the John D. and Catherine T. MacArthur Foundation for their sponsorship of this research.
Thanks also to Michael Cain, Estelle James, Michael Mintrom, Joan Nelson, Kathryn
Sikkink, Jacqui True, Kurt Weyland, and participants at the American Political Science
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earlier drafts.
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First developed by the “Chicago boys” team of economists in Chile
and implemented in 1981, under the authoritarian rule of General
Augusto Pinochet, whose reputation for social care was suspect, partial
privatization of state pension systems was not widely accepted at first
within the global social policy community. Many experts questioned,
and continue to question, whether multipillar systems really work to
achieve some of the major goals of pensions, particularly protecting peo-
ple from poverty and exploitation by fee-hungry investment managers
(Beattie and McGillivray 1995; James 1996; Queisser 2000). Another ele-
ment slowing the acceptance of the Chilean reform was the fact that it had
come, after all, from Chile, a semiperipheral middle-income country in
the global economy. However, Chile proved to be a powerful example in
Latin America and a model case for advocates of neoliberal policies, and
soon Western European countries with long-established welfare systems
were experimenting with reforms inspired by the Chilean model.

In 1994 the World Bank published Averting the Old Age Crisis: Policies
to Protect the Old and Promote Growth, a major report that set forth a series
of well-substantiated arguments in favor of multipillar pension reforms.
Averting the Old Age Crisis argued that pension systems should ideally
have three pillars: a state-managed, redistributive pillar providing a
basic pension to secure against poverty; an earnings-related pension
supported by mandatory lifetime contributions to individual pension
savings accounts that are privately managed; and a pillar of voluntary
private schemes, including supplemental industry, corporate, and
mutual benefit plans. Such highly visible support and coherent argu-
mentation for the multipillar model from a major international organi-
zation added significantly to the legitimacy and acceptability of these
proposals in countries around the world. By 1999 Katharina Miiller, a
contributor to this volume, had coined the term the “new pension ortho-
doxy” to capture the extent to which multipillar reforms had become a
dominant new policy paradigm. This new paradigm is not fully accepted
by all parties to the debate, but it clearly represents a new phenomenon
in global approaches to old-age provision and is increasingly the norm
in countries around the world.

Policy Invention and Diffusion

As a new policy invention in the process of diffusion to countries around
the world, multipillar pension reform is amenable to analysis from the
multidisciplinary literature on diffusion of innovation (Rogers 1995). A
diffusion perspective is useful because it enables us to situate multipillar
pension reform as a global policy trend and it points to several causal
mechanisms for its spread that are often ignored in the traditional politi-
cal economy of policy reform literature. Using the diffusion perspective to



MAPPING THE DIFFUSION OF PENSION INNOVATION 173

complement a political economy analysis, therefore, can lead to a fuller
understanding of the process by which policy innovations spread and a
greater understanding of the international dimension of reform (Dolowitz
and Marsh 2000). Such understandings are critical for global policy advo-
cates who seek to promote the diffusion of their own policy innovations,
as well as for scholars who analyze global social and institutional change.

The political economy of pension reform literature usually begins from
the premise that path dependencies created by existing political institu-
tions and policy structures constrain the development of new domestic
policies (for example, Pierson 1994). Radical change is explained through
a model of shock and response in which domestic policymakers tend to
enact policy change when faced with a crisis (Bates and Krueger 1993,
p- 452; Nelson 1990). A crisis forces decisions on policymakers who are
otherwise inclined to maintain the status quo. In particular, a crisis forces
them to decide on a policy response from among a relatively well-known
set of internationally available policy options. The political economy lit-
erature usually assumes these options to exist and poses the question,
why do policymakers choose one or another response—often one that is
economically sub-optimal? The answer usually involves politics, which
is understood as a competition for resources among self-interested actors
and interest groups, rather than as a competition among supporters of
different policy ideas. In this model, policy ideas are generated non-
problematically by economists and problems in implementing them are
generated by politics.

The diffusion literature starts from a somewhat different vantage
point and with a somewhat different concept of the origins and genesis
of policy reform. Diffusion studies emphasize that some class of policy
changes arises from the creation and spread of new ideas. Such changes
cannot take place until these new policy ideas are invented and tested in
a specific environment. When invention has occurred, innovations may
be undertaken in other countries. Interestingly, the diffusion literature
suggests that crisis is not a sufficient condition for policy innovation.
Necessity may be the mother of invention, but invention does not always
occur when needed. The diffusion literature thus makes a substantial
contribution to our understanding of the political economy of reform by
injecting a new self-consciousness about how new policy ideas are gen-
erated in global discourse (see, for instance, Deacon 1997; Queisser 2000).
A second notable contribution of the diffusion literature is that it has
generated highly robust results about which states are more likely to
adopt innovation earlier. A variety of studies (primarily of policy diffu-
sion among the 50 states of the United States) have shown that states that
are larger, more industrial, and economically more prosperous tend to
adopt policy innovations before states that are smaller and poorer
(Walker 1969; Gray 1973; Welch and Thompson 1980). This situation
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usually is explained by the fact that richer states have more slack
resources (Cyert and March 1963), rendering policy experimentation
easier and the risk of failure less severe. The diffusion literature also has
reported strong regional effects, suggesting policy emulation among
states in the same region or peer group. Berry and Berry (1999) list three
main mechanisms: emulation of neighboring states, emulation of regional
leader states, and emulation of global peer states. Studies have shown
strong evidence to confirm regional patterns of innovation diffusion,
with smaller states tending to follow the examples of regional or global
leaders (Walker 1969; Gray 1973; Collier and Messick 1975). The third
substantial contribution of the diffusion literature is to shed light on
mechanisms of policy diffusion. These mechanisms include interstate
competition for economic resources and legitimacy (Berry and Berry
1999), the role of interstate organizations (Walker 1969; Welch and
Thompson 1980) or “epistemic communities” (Haas 1992) in spreading
ideas and information about policy reform, and the role of regional mod-
els in demonstrating policy feasibility (Walker 1969). As we will see,
these findings receive further confirmation below in this investigation of
diffusion of pension reform ideas over time.

The diffusion approach taken here is historical and comparative. Most
diffusion studies employ event history analysis (Berry and Berry 1999,
p- 190) to analyze a set of policy adoptions over a given period of time. In
contrast, this study investigates policy adoptions during two time peri-
ods by comparing the diffusion of multipillar pension reform since 1981
with the earlier spread of national pension systems in the years 1889 to
1994. This historical comparison of two episodes of diffusion in one pol-
icy domain (Burstein 1991) enables us to better understand which fea-
tures of multipillar pension reform diffusion are particular to an episode
and which features reflect relatively timeless patterns. A simple visual
mapping technique is used to allow us to see individual countries in the
data, while illustrating causal mechanisms. Such visual display of quan-
titative information follows principles articulated and exemplified by
Tufte (1992). Another peculiarity of the policy diffusion literature is that
most of its early works concern diffusion among the 50 U.S. states. Global
studies of policy innovation diffusion are relatively few (Collier and
Messick 1975; True and Mintrom 2001). This study shows, however,
that approaches and insights derived from the study of diffusion
among the 50 states can be applied usefully to the analysis of global
policy diffusion.

One cautionary note: Diffusion models do not explain everything about
the political economy of reform and cannot be seen as a complete para-
digmatic replacement of this rich literature (Dolowitz and Marsh 2000).
For instance, the diffusion literature has very little to say about how
innovations are altered during the process of adoption in particular
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states (Rogers 1995), a question that is central to the political economy of
reform literature, including my own previous work on pension reform
(Orenstein 2000). I do not mean to underestimate the importance of this
problem or suggest that the diffusion literature can serve fully to replace
the literature on the political economy of reform. What I do claim is that
the diffusion literature emphasizes a commonly overlooked set of causal
mechanisms for policy innovation and provides a different picture of the
policy reform process—one that is appropriate for analyzing the diffu-
sion of new policy ideas. By so doing, this diffusion literature can make
a substantial contribution to our understanding of global policy reform
processes.

The First Phase (1889-1994)

Researchers seldom have looked at the spread of welfare state institu-
tions around the world as an instance of policy diffusion. Notable excep-
tions are Collier and Messick (1975) and Rodgers (1998). But most
accounts of welfare state development come from the growing literature
on historical institutionalism (Weir and Skocpol 1985; Esping-Andersen
1990; Skocpol 1992; Pierson 1994). These institutionalist accounts have
emphasized the deep historical roots of welfare state institutions in par-
ticular national contexts and the importance of national path dependen-
cies in explaining their development. This chapter seeks to challenge the
perception that welfare states grow from primarily national roots by
showing that international emulation has been a critical factor in deter-
mining the course of welfare state development globally.

The first pension system was invented in Germany and implemented
by Bismarck in 1889. The Bismarckian model was important in Europe
(Bonoli 2000, pp. 10-11), putting pressure on other European states to
respond similarly—or differently—to increased worker demands and
state imperatives for greater old-age security. As table 7.1 and fig-
ure 7.1 show, pension systems were adopted across Western and Central
Europe before the first world war, with Eastern European and some
Latin American states, plus South Africa, adopting in the interwar
period. But the major explosion of pension systems around the world
occurred in the wake of the Second World War and under the influence
of the international principles articulated by the International Labour
Organisation (ILO) in its Declaration of Philadelphia in 1944 (ILO 1944).
Those principles included the creation of unified, national pension insur-
ance systems under a central social security administration, to provide a
specified set of benefits, including disability and old-age pensions (ILO
1944, p. 20). The ILO, in conjunction with major countries including the
United States, vigorously promoted these aims in regional conferences
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Table 7.1 Global Spread of Pension System Adoption, 1889-1994

Europe/Antipodes/US/CA Latin America/Carribean Africa/Middle East Asia

1880s DE

1890s DK,NZ

1900s AU, AT,BE, IS, UK, CS, IE
1910s FR,IT,NL,SE,ES,RO, LU

1920s CA,BG,EE HU,LV, LT, PL,RU, YU,GC CL,EC ZA

1930s FI,NO,US,GR,PT BR, PE, TT, UY, BB

1940s AL, CH, TR,MC AR, CO,CR, DO, GY,MX, PA,PY,VE DZ,GQ JP

1950s CY,]JE, LI, MT, SM BO, HN, JM, NI, SV, BS BI EG, 1Q, GN, IR, IL, LY, MU, MA, RW, SY, CN, ID, IN, MY, PH, SG, LK, TW
ZR,CV

1960s AD CU,HT, GT,BM,GD BF, CM, CF, CG, CL ET, GA, GH, KE, LB, MG NP, VN, FJ, FM, MH, PW
ML, MR, NE, NG, SA, TG, TN, TZ, UG, ZM

1970s AG,BZ,DM, LC,VC, VG BJ, TD, JO,KW, LR, OM, SD, SN, SZ, BH, SC,ST HK, KR, PK, KI, SB, WS

1980s GM, YE PG,VU

1990s W, BW TH

Notes: Bold indicates country with over 1m population in 2000. Italics indicate high-income OECD country. Countries listed alphabetically by category.

1SO 3166 Country Codes: AD = Andorra, AG = Antigua, AL = Albania, AR = Argentina, AT = Austria, AU = Australia, BB = Barbados, BE = Belgium, BF = Burkina Faso, BG = Bulgaria,
BH = Bahrain, Bl = Burundi, BJ = Benin, BM = Bermuda, BO = Bolivia, BR = Brazil, BS = Bahamas, BW = Botswana, BZ = Belize, CA = Canada, CF = Central African Republic, CG =
Congo, CH = Switzerland, CI = Ivory Coast, CL = Chile, CM = Cameroon, CN = China, CO = Colombia, CR = Costa Rica, CS = Czechoslovakia, CU = Cuba, CV = Cape Verde, CY =
Cyprus, DE = Germany, DK = Denmark, DM = Dominica, DO = Dominican Republic, DZ = Algeria, EC = Ecuador, EE = Estonia, EG = Egypt, ES = Spain, ET = Ethiopia, FI = Finland,
FJ = Fiji, FM = Micronesia, FR = France, GA = Gabon, GC = Guernsey (my abbr.), GD = Grenada, GH = Ghana, GM = Gambia, GN = Guinea, GR = Greece, GT = Guatemala, GQ =
Equatorial Guinea, GY = Guyana, HK = Hong Kong, HN = Honduras, HT = Haiti, HU = Hungary, ID = Indonesia, IE = Ireland, IL = Israel, IN = India, IQ = Iraq, IR = Iran, IS = Tceland,
IT = Ttaly, JE = Jersey (my abbr.), JM = Jamaica, JO = Jordan, JP = Japan, KE = Kenya, K1 = Kiribati, KR = South Korea, KW = Kuwait, LB = Lebanon, LC = St. Lucia, LI = Liechtenstein,
LK = Sri Lanka, LR = Liberia, LT = Lithuania, LU = Luxembourg, LV = Latvia, LY = Libya, MA = Morocco, MC = Monaco, MG = Madagascar, MH = Marshall Islands, ML = Mali, MR =
Mauritania, MT = Malta, MU = Mauritius, MX = Mexico, MY = Malaysia, NE = Niger, NG = Nigeria, NI = Nicaragua, NL = Netherlands, NO = Norway, NP’ = Nepal, NZ = New
Zealand, OM = Oman, PA = Panama, PE = Peru, PG = Papua New Guinea, PH = Philippines, PK = Pakistan, PL = Poland, PT = Portugal, PW = Palau, PY = Paraguay, RO = Romania,
RU = Russia, RW = Rwanda, SA = Saudi Arabia, SB = Solomon Islands, SC = Seychelles, SD = Sudan, SE = Sweden, SG = Singapore, SM = San Marino, SN = Senegal, ST = St. Tome &
Principe, SV = El Salvador, SY = Syria, SZ = Swaziland, TD = Chad, TG = Togo, TH = Thailand, TN = Tunisia, TR = Turkey, TT = Trinidad and Tobago, TW = Taiwan, TZ = Tanzania,
UG = Uganda, UK = United Kingdom, US = United States, UY = Uruguay, VC = 5t. Vincent, VE = Venezuela, VG = Virgin Islands, VN = Vietnam, VU = Vanuatu, WS = Samoa, YE =
Yemen, YU = Yugoslavia, ZA = South Africa, ZM = Zambia, ZR = Zaire, ZW = Zimbabwe.
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(Altmeyer 1945, pp. 720-21; ILO 1948a, 1948b), through the dispatch of
consultants (Acosta 1944, p. 46), the publication of reform templates
(Acosta 1944; Schoenbaum 1945), and the articulation of principles by
major world leaders, including U.S. president Franklin D. Roosevelt
(ILO 1945). Earlier reforming countries also were encouraged to revise
their often fragmented systems of pension provision to meet the new
standards. All of this was done in the context of creating a world order
that would guarantee peace. Considering these facts, it is strange that
analysts have tended to ignore the extent to which pension systems
reflect global trends.

To enhance our understanding of this phenomenon, I have charted in
table 7.1 the first adoption of a pension system in the 152 countries listed
in the U.S. Social Security Administration’s publication, Social Security
Programs throughout the World (SSPTW), 2001 Web edition. I have coded
each country according to the International Standards Organization’s (ISO
3166) two-letter economy codes, also available on the Web. This provides
a standard plot size for each country on the chart, enabling visual quanti-
tative comparisons. I use the date of adoption of pension systems reported
in SSPTW, which is usually the date of first pension legislation rather than
the date of reform implementation. These dates are used advisedly
because in several countries legislation was adopted well before pension
systems actually were created. Other anomalies may exist. However, I did
not attempt to correct the SSPTW data, but instead chose to use a single
standardized source to avoid errors of bias, as has long been the standard
in the field (Collier and Messick 1975, p. 1302). Countries are listed alpha-
betically by decade of adoption and region. Three of these regions
are purely geographical, whereas the first one, “Europe/Antipodes/
United States/Canada,” is more cultural and economic in nature. It rep-
resents the high-income Organisation for Economic Co-operation and
Development (OECD) nations minus Japan, including the industrial coun-
tries that have long been governed by settlers of European origin. These
countries can be considered a single cultural/economic region for pur-
poses of policy innovation and dissemination.

Note that by focusing on the first establishment of national pension
systems, table 7.1 aggregates pension systems of three distinct types.
Scholars of European welfare states have identified two ideal types of
early pension systems in Europe (Bonoli 2000, pp. 10-11). First, Bismarck-
ian social insurance systems emphasized providing workers a pension
that reflected a proportion of their income while working. Second, the
Danish (1891) or later Beveridgean (U.K.) model was essentially an
extension of the poor laws, and emphasized poverty relief and the main-
tenance of basic minimum living standards. Financing for these two
types of systems differed in accordance with their goals. Whereas the
Bismarckian system relied on contributions from employers, employees,
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and the state, Denmark’s 1891 system was general tax financed by gen-
eral taxes. France, Italy, the United States, and Switzerland initially fol-
lowed the social insurance model, but New Zealand, the United
Kingdom, Sweden, and Norway initially followed the Danish poverty-
prevention tradition. These two pension system types were quite differ-
ent at first, but most national systems tended to adopt elements of both
over time (Bonoli 2000, 12). The result is that now “the guarantee of a
minimum income combined with a partial replacement of earnings is a
common feature to almost all pension systems,” although Germany and
Denmark remain exceptions to that rule (Bonoli 2000, p. 13). A third dis-
tinct type of pension system was the national provident fund, a central
savings fund administered by the government that generally provided a
lump-sum benefit at retirement. These were popular in Asian and some
African countries under British colonial influence (Gillion et al. 2000, p.
501). As this brief discussion suggests, a more detailed analysis of the
spread of each of these types of systems internationally might yield
interesting results and an even more nuanced view of cultural and
regional patterns of pension system diffusion. The aggregate analysis
presented here, however, focuses on arguably the main event in this first
phase of reform—the establishment of a broad, national pension system
where none existed before.

The diffusion literature has tended to focus on four factors to explain
policy innovation and diffusion—state wealth, size, industrialization,
and geographic region. A first-order question, therefore, is whether these
variables also explain the creation and diffusion of pension systems,
beginning with Bismarck’s reforms in 1889. The basic answer is yes.

Table 7.1 shows strong evidence for many of the key findings of the
policy diffusion literature. First, level of economic development is highly
correlated with the timing of pension system adoption (Walker 1969;
Collier and Messick 1975). The average high-income OECD country
established a pension system approximately 40 years before the average
non-OECD country. Collier and Messick (1975), however, note that later
adopters tended to adopt at much lower absolute levels of economic
development. Second, country size is also an important factor. In each
region of the world, large countries innovated before small countries
(countries with fewer than 1 million people in 2000 are not set in boid
type in table 7.1). Also, the regional variable is a strong influence. Pen-
sion reform diffused for 30 years in Europe and the high-income OECD
countries before being adopted in Latin America. African and Asian
countries innovated approximately 20 years later than did their coun-
terparts in Latin America, creating a regional cascade effect. One reason
for this, of course, is the earlier history of statehood in Latin America,
which suggests that “stateness” (Linz and Stepan 1996) also may be a rel-
evant variable in international comparison.
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It is likewise interesting to note that international diffusion of pension
systems follows the usual distribution pattern for adoption of innovations—
a few countries are pioneers, followed by a steep increase in the rate of
adoption, with a few laggards filling in at the end. When charted cumula-
tively, this results in an S-curve (see figure 7.1). The curve resembles simi-
lar curves for the United States, which have been explained by the
confluence of a large number of interrelated factors that determine policy
adoption and the learning and interaction effects between adopting states
(Gray 1973, pp. 1175-176).

Finally, an intraregional cascade effect is visible, particularly through
the graphic approach in table 7.1. In Europe it is notable that the first
countries to innovate were mainly Anglo-Saxon countries, with Ger-
many being the policy creator. Denmark and New Zealand came next,
followed by Australia, Austria, Belgium, Iceland, the United Kingdom,
Ireland, and Czechoslovakia, which at that time was part of the Austro-
Hungarian Empire. Next came the Mediterranean and Romance coun-
tries, France, Italy, Spain, Luxembourg, and Romania, along with the
Netherlands and Sweden, during the 1910s. Pension innovation spread
to Eastern Europe only in the 1920s, after 30 years’ gestation in the West
(see also Collier and Messick [1975, p. 1312] for a graphic display). At the
same time, the innovation jumped to the leading Latin American coun-
tries, including Chile and Brazil, in the 1920s and 1930s. Most large,
industrial Latin American countries adopted by the end of the 1940s,
and the smaller nations and Caribbean countries followed in the 1950s
and 1960s. Only small island nations were left in the 1970s. In Africa, too,
the first innovator was South Africa. The first in Asia was Japan in the
1940s. On those two continents most of the major countries followed
within 20 to 30 years; the smaller and more peripheral states adopted
systems last. This intraregional cascade strengthens the finding that
wealth, size, and region are key factors determining policy innovation,
with the larger, wealthier, more industrial countries in each region inno-
vating first, and reform then spreading out concentrically from core to
periphery. This underlines the global importance of a relatively stable set
of regional policy innovation leaders, just as Walker (1969) found in the
United States.

One big question to arise from table 7.1 is what causes the inter-
regional diffusion of pension system ideas? Culture and regional example
appear to be important. It is notable that pension systems were restricted
to Europe and the Anglo-Saxon countries for 30 years before diffusing
first to Latin America and then to Africa and Asia simultaneously. How-
ever, table 7.1 provides evidence that the existence and activities of inter-
national organizations operating in a policy area also may be critical. We
know that in 1919 the ILO was founded to spread international labor
standards. We observe that slow interregional diffusion was the norm
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Figure 7.1 Cumulative Adoption of First Pension Systems
Worldwide
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until 1919 when pension system establishment began a process of inter-
regional diffusion. There is also a sharp upturn in the rate of diffusion
in the 1940s (figure 7.1), with the publication of the Declaration of
Philadelphia and the ILO’s global campaign to spread its new welfare
state model.

Activities of the ILO were a major factor in the export of pension ideas
to the rest of the world (Collier and Messick 1975, p. 1305; Craig and
Tome3 1969), particularly after the Second World War. The ILO’s actions
encompassed the setting of international norms of social protection, gen-
eration of reform templates, provision of consultants and consulting
advice, and the use of high-level regional meetings to popularize its
ideas and approach. Most crucially, the ILO’s 1944 Declaration of
Philadelphia won the endorsement of the major victorious powers as the
template for a new, peaceful, postwar social order. It makes for impres-
sive reading and was highly inspirational at the time of its publication.
The Declaration of Philadelphia was significant not only for its high-
level political support (ILO 1944, 1945), but also for the way it set strong,
highly idealistic, but widely agreed and specific norms for full employ-
ment and social protection after the war (ILO 1944), although it should
be noted that pension provision was only one element in this vision. The
ILO energetically distributed information about its program through
high-profile regional meetings that brought top political leaders together
to discuss specific social policy challenges (ILO 1948a, 1948b). The ILO
provided legislative reform templates, in the form of detailed informa-
tion about reform programs in leading states (Schoenbaum 1945), regular
updates about the progress of reform in different countries (Acosta 1944),
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and reports by regional leader countries about their activities in spread-
ing reform in their region (Altmeyer 1945). The ILO also provided expert
advice to reforming countries (Acosta 1944, 46), including actuarial sup-
port. All in all, the organization played a major role in the establishment
of social welfare states, articulating a global vision for social reform and
creating momentum behind the first phase of pension system adoption
in countries around the world.

The Second Phase (1981-2041)

What is different about this second phase of pension reform? What do
we learn by comparing it with the first phase of pension system diffu-
sion? I find four main ways in which the second phase differs from the
first phase of reform. First, the content of reform differs. Whereas the
first episode of reform involved the establishment of first pension sys-
tems in the context of broader social system development, the second
phase involves reforming pension systems created in the first wave.
Second, the inventing country is different, and differently situated in the
global economy. When Chile moved to privatize its pension system in
1981, it was a semiperipheral developing country, whereas Germany—
the leader in the first phase—was a leading industrial economy. Third,
the rate of diffusion of multipillar pension reform has been faster. It is
spreading at approximately two times the rate of first adoptions, and
the speed of interregional transfer is particularly pronounced. Fourth,
the leading international organization involved in formulating and
spreading reform is different: The World Bank, rather than the ILO, is
dominant in the spread of multipillar reform, reflecting shifts in global
discourse on social and economic policy. There are also significant
similarities between the first and second reform phases, including the
fact that country income and region remain significant determinants
of reform. This section will discuss these differences and similarities
in turn.

Perhaps the overriding difference between multipillar pension reform
and the establishment of first pension systems is that multipillar reform
is a second-phase reform. Because most countries in the world have
established pension systems already, the multipillar movement involves
changing the organization of pension commitments rather than found-
ing wholly new systems. Multipillar reforms therefore are less ambitious
in scope, and they necessarily react to what came before them.

In particular, multipillar reforms reflect an attempt to remedy some of
the problems of the previous ILO model, which called for the establish-
ment of unified, defined-benefit pensions run by a central social security
administration. These systems relied primarily on some form of PAYG
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pension financing. In PAYG systems, current-year pension contributions
are used to pay current-year pension outlays. Social security adminis-
trations use actuarial methods and manipulation of various pension
parameters to ensure a relatively predictable or “defined” benefit to all
pensioners, usually consisting of a target “replacement rate” of previous
income. This system contrasts with fully funded, defined-contribution
plans in which employees and possibly employers contribute to indi-
vidual savings accounts. In funded systems, contributions are defined
but benefits are uncertain, depending on investment results.

Although ILO model pension systems represented a major advance
over a past in which few states felt an obligation to ensure old-age secu-
rity (Gillion et al. 2000, p. v), experience revealed some characteristic
problems of these systems. First, social security administrations in much
of the developing world faced serious administrative problems from cor-
ruption, politicization, and low state capacity (Gillion et al. 2000, p. 9). It
proved difficult for such administrations to operate PAYG pension sys-
tems adequately and to avoid political pressures to promise more bene-
fits than were realistically payable (World Bank 1994). As a consequence,
people lost faith in national pension systems. The problem was particu-
larly acute in Latin America (Gillion et al. 2000, p. 541) and formed an
important backdrop to the Chilean reform and its decision to rely more
heavily on private sector managers. Second, PAYG pension systems
involve intergenerational transfers of income that become difficult to
manage when the population is aging (World Bank 1994). When the
working-age population is growing and employment levels are high (a
central goal of the ILO’s Declaration of Philadelphia) (TLO 1944), PAYG
pension systems provide a generous income for the first retiring genera-
tion. But as people spend longer in retirement and the proportion of
workers to pensioners narrows, as it has in many industrial countries,
PAYG pension systems face serious fiscal challenges. The population
aging problem is most acute in developed Western countries and the
former socialist countries of Central and Eastern Europe. A third prob-
lem of state PAYG pension systems is that their benefits are tied mainly
to wage growth in the economy. This worked well in the postwar boom
when wage levels rose dramatically. But more recently wages have stag-
nated in relative terms while returns to capital have increased. This
means that funded pension systems did better than state PAYG pension
systems (World Bank 1994).

Multipillar pension systems seek to diversify retirement income
sources (Chlon, Géra, and Rutkowski 1999) and separate the various
social goals of pension systems into different mechanisms of financ-
ing. In the World Bank model (World Bank 1994), the first pillar of pen-
sion provision should be state-financed and redistributive, providing
a basic income for all who have worked a requisite period of time.
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Relatively simple administrative means can be devised for countries
with low policy capacity, to ensure that all workers receive at least some
minimum income. A second pillar of pension provision should be
mandatory and provide income-related benefits. As opposed to the older
ILO model, which emphasized PAYG benefit financing, advocates of
multipillar reform suggest that these income-related benefits should be
fully funded, privately managed, and accumulated in individual pen-
sion savings accounts. In theory, this strategy reduces reliance on ineffi-
cient state social security administrations and enables systems to take
advantage of more efficient private sector management. Finally, a third
pillar of voluntary private pension schemes may be created on a variety
of different models with state tax incentives.

The Chilean system was a particularly radical version of what later
became the multipillar model. The Pinochet government mandated a
complete replacement of the former PAYG state pension system founded
in 1924 with a system of mandatory, fully funded, defined-contribution
individual savings accounts managed by private pension fund adminis-
trators (AFPs). Workers’ previous contributions to the state system were
recognized through the issuance of individual “recognition bonds” that
paid a 4 percent real interest rate (Gillion et al. 2000, p. 542). The new
Chilean system also provides a minimum guaranteed pension to retirees
whose pension accounts fall below this minimum level and who have
worked at least 20 years, as well as a means-tested public assistance pro-
gram for indigent elderly people (Gillion et al. 2000, p. 542). This consti-
tuted the first pillar of the new multipillar system. Since Chile, most
reforming countries have chosen a partial rather than a full replacement
of the previous PAYG system.

Multipillar pension reform was shaped by perceived problems with
the older ILO model as well as by its original model. Why was Chile the
policy inventor rather than a core capitalist economy like Germany in
the first wave, and what impact did this have? Chile’s first-mover status
may reflect the globalization of economic policy discourse and the ways
in which developing countries have become laboratories for experimen-
tation with different economic principles (Deacon 1997). The Pinochet
regime clearly drew on the latest economic ideas of the industrial world,
particularly from those current at the University of Chicago, in formu-
lating its pension system. This may signal the growing impact of “epis-
temic communities” (Haas 1992) of like-minded professionals in global
economic policy, whom Haas and others have argued are central in the
dissemination of policy advice. It also suggests that innovative policy
thinking now may be more available to developing countries than in
previous periods. In any case, it is clear from the past 20 years’ experi-
ence (table 7.2) that reform no longer starts in the rich, Anglo-Saxon
OECD countries and radiates out to the less industrial world. Instead, most



Table 7.2 Glebal Spread of Multipillar Pension Reform, 1981-2001

Europe/Antipodes/US/CA Latin America/Carribean Africa/Middle East Asia
1980s CH, NL, UK CL
1990s AU, DK, HU, PL, SE AR, BO, CO, MX, PE, SV, UY KZ
2000s BG, EE, HV, LV CR, NI HK

Notes: Bold indicates country with over 1m population in 2000. Italics indicates high-income OECD country. Countries listed alphabetically by category.

1SO 3166 Country Codes: AD = Andorra, AG = Antigua, AL = Albania, AR = Argentina, AT = Austria, AU = Australia, BB = Barbados, BE = Belgium, BF = Burkina Faso,
BG = Bulgaria, BH = Bahrain, BI = Burundi, B] = Benin, BM = Bermuda, BO = Bolivia, BR = Brazil, BS = Bahamas, BW = Botswana, BZ = Belize, CA = Canada, CF = Central
African Republic, CG = Congo, CH = Switzerland, CI = Ivory Coast, CL = Chile, CM = Cameroon, CN = China, CO = Colombia, CR = Costa Rica, CS = Czechoslovakia,
CU = Cuba, CV = Cape Verde, CY = Cyprus, DE = Germany, DK = Denmark, DM = Dominica, DO = Dominican Republic, DZ = Algeria, EC = Ecuador, EE = Estonia, EG =
Egypt, ES = Spain, ET = Ethiopia, FI = Finland, FJ = Fiji, FM = Micronesia, FR = France, GA = Gabon, GC = Guernsey (my abbr.), GD = Grenada, GH = Ghana, GM = Gambia,
GN = Guinea, GR = Greece, GT = Guatemala, GQ = Equatorial Guinea, GY = Guyana, HK = Hong Kong, HN = Honduras, HT = Haiti, HU = Hungary, HV = Croatia, ID =
Indonesia, [E = Ireland, IL = Israel, IN = [ndia, 1Q = Iraq, IR = Iran, IS = Iceland, IT = Italy, JE = Jersey (my abbr.), ]M = Jamaica, JO = Jordan, JP = Japan, KE = Kenya, KI =
Kiribati, KR = South Korea, KW = Kuwait, KZ = Kazakhstan, LB = Lebanon, LC = St. Lucia, LI = Liechtenstein, LK = Sri Lanka, LR = Liberia, LT = Lithuania, LU =
Luxembourg, LV = Latvia, LY = Libya, MA = Morocco, MC = Monaco, MG = Madagascar, MH = Marshall Islands, ML = Mali, MR = Mauritania, MT = Malta, MU =
Mauritius, MX = Mexico, MY = Malaysia, NE = Niger, NG = Nigeria, NI = Nicaragua, NL = Netherlands, NO = Norway, NP = Nepal, NZ = New Zealand, OM = Oman,
PA = Panama, PE = Peru, PG = Papua New Guinea, PH = Philippines, PK = Pakistan, PL = Poland, PT = Portugal, PW = Palau, PY = Paraguay, RO = Romania, RU = Russia,
RW = Rwanda, SA = Saudi Arabia, 5B = Solomon Islands, SC = Seychelles, SD = Sudan, SE = Sweden, SG = Singapore, SM = San Marino, SN = Senegal, ST = St. Tome &
Principe, SV = El Salvador, SY = Syria, SZ = Swaziland, TD = Chad, TG = Togo, TH = Thailand, TN = Tunisia, TR = Turkey, TT = Trinidad and Tobago, TW = Taiwan, TZ =
Tanzania, UG = Uganda, UK = United Kingdom, US = United States, UY = Uruguay, VC = St. Vincent, VE = Venezuela, VG = Virgin Islands, VN = Vietnam, VU = Vanuatu,
WS = Samoa, YE = Yemen, YU = Yugoslavia, ZA = South Africa, ZM = Zambia, ZR = Zaire, ZW = Zimbabwe.

Sources: Palacios, Robert and Montserrat Pallarés- Miralles, International Patterns of Pension Provision, Washington, DC: The World Bank, 2000, and own research.
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pension system innovation in the early years of the second phase has
occurred in middle-income, semiperipheral countries like Chile, Uruguay,
Argentina, Poland, and Hungary. The fact that Chile was the inventing
country may account for this, as well as for the strong regional diffusion
in Latin America. It should be noted that at least one middle-income,
semiperipheral country, New Zealand, also was a leader in the first phase
of pension system adoption. However, this trend toward innovation at
the semiperiphery seems more pronounced in the second phase of mul-
tipillar reform.

A third difference visible between tables 7.1 and 7.2 is the speed of dif-
fusion, particularly interregional diffusion. In the first phase, it took
more than 30 years before pension reform spread out of Europe. In the
second phase, mandatory funded pension systems spread from Chile to
three industrial West European countries within a few years, and to Cen-
tral and Eastern Europe in the next decade, again before most capitalist
core countries had adopted the innovation. This provides evidence that
policy ideas travel faster now, perhaps because of the increasingly pow-
erful role international organizations play in spreading policy ideas
across regional boundaries. It is notable that the ILO joined the first
phase of pension innovation in 1944, after 55 years of diffusion. The
World Bank joined in the promotion of multipillar reform 13 years after
it was first invented in Chile. Current trends indicate that second-phase
innovation is spreading at approximately twice the rate of the first wave.
If this trend continues, it will take approximately 60 years for multipillar
pension reform to sweep the globe (1981-2041), with the peak occurring
somewhere in the 2000s and 2010s.

A fourth difference between the two episodes of reform lies in the inter-
national organization leading the charge. Whereas the first establishment of
pension systems worldwide was influenced by the normative and sub-
stantive platform of the ILO, the aims and methods of multipillar pension
reform have been articulated in large part by the World Bank (World Bank
1994; Chlon, Géra, and Rutkowski 1999; Holzmann 2000). This reflects
broader changes in economic policy thinking since the Second World War,
mainly the decline of Keynesianism and the rise of neoliberalism, repre-
sented most vigorously by the International Monetary Fund and the World
Bank in international policy discourse (Deacon 1997). Although it would
be an exaggeration to say that either the ILO or the World Bank acted alone
as a global policy advocate in either phase,! the leadership role these orga-
nizations have played has been important in setting the tone of reform.
Walker (1969) observed that interstate organizations play a great role in
the diffusion of policy innovations among states by spreading information
and experiences of reform to others. The World Bank certainly has played
that role in the current reform phase, organizing conferences and publish-
ing books about the political economy of reform; sending pension officials
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from reforming countries to Chile and other places where reform has
already taken place; and generally accelerating the growth of knowledge
about reform processes, methods, and outcomes. In addition, the World
Bank has sent its experts to reforming countries, such as Hungary and
Poland, to help with technical aspects of reform.

These differences are important for putting the contemporary diffu-
sion of multipillar pension reform in context. They demonstrate the
extent to which globalization and particularly the international spread
of ideas has accelerated. However, there are also some striking similari-
ties between the two phases of reform. First, consistent with the diffu-
sion literature, country wealth remains a significant determinant of
innovation in the second phase. As noted previously, most early innovators
have been middle-income developing countries like Poland, Hungary,
Argentina, and Uruguay. High-income industrial countries also are well
represented among the early reformers, but there are only a few poor
countries, such as El Salvador and Kazakhstan. On average, wealthier
countries remain more likely to innovate despite their higher preexisting
pension commitments. This contradicts a major finding of the historical
institutionalist literature (compare Pierson 1994) that suggests that
wealthier countries with more established welfare programs and sys-
tems of interest representation will face greater political obstacles to
reform. Such obstacles undoubtedly exist but their effects are over-
whelmed by the greater capacity for policy innovation in rich states.

Regional example remains an important predictor of pension reform
adoption in the second phase. Latin America, which had the powerful
example of Chile, experienced the most rapid spread of innovation dur-
ing the second decade of reform. Chilean experts appear to have played
a major role in this, spreading reform ideas and policies by consulting
with regional neighbors. Other factors—for instance, language and per-
ceived social similarities—probably supported this development. Simi-
larly, it is notable that the first two decades of multipillar pension reform
were restricted to Latin America and Europe, with the exception of
Kazakhstan and Hong Kong, which were until the 1990s part of major
European empires. This suggests that diffusion is far more likely to occur
within regions, whereas interregional diffusion remains difficult. Other
regional effects also are evident. One particularly striking feature is that
the first reforming regions in the first phase were the same as the first
reforming regions in the second phase—Europe/Antipodes/United
States/Canada and Latin America—although in a somewhat different
order. In addition, it is interesting that Chile was not only the first coun-
try to adopt multipillar pension reform, but also the first Latin American
country to adopt a pension system in 1924. This suggests that there may
be enduring reasons that particular regions and countries are more inno-
vative in social policy (following Walker 1969), and that we may need to
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rethink the main obstacles to innovation. Although many authors have
emphasized the size of implicit pension debt and other path dependen-
cies as obstacles to innovation, the primary obstacles actually may be
cultural or ideational.

In particular, the absence of Asian and African countries from the first
20 years of multipillar pension reform raises important questions
about the relative impact of different determinants of reform. A path-
dependency perspective might suggest that countries with less entrenched
pension systems of the old model should be more likely to adopt the new
model more readily. But national path-dependency explanations of pen-
sion reform cannot adequately explain the timing of policy innovation.
Instead, innovation timing appears to track global trends, regional mod-
els, and the actions of global policy actors in spreading these innova-
tions. The next section develops the hypothesis that reform timing is
driven in part by a “global politics of attention” (Orenstein and Haas
2000). Because global policy actors cannot focus equally on all regions of
the globe at once, because of scarce resources, their decisions about
where to focus their attention may help determine patterns of diffusion
in the second phase of pension innovation.

National Path Dependency or Global Policy?

Until now, the literature on the political economy of reform has focused on
political and economic obstacles to change at the national level. Political
scientists, notably Pierson (1994), have shown that political institutions
and policy structures create path dependencies that make it hard to change
national policies. The political economy literature emphasizes that a crisis
is needed to place reform on the agenda. Even then, economists have
shown fairly conclusively, countries with high implicit pension debt tend
only partially, rather than fully, to replace their preexisting pension sys-
tems with a private, funded pillar (for example, James 1998). This is
because high implicit pension debt makes it harder for countries to finance
the transition to a funded system. Current literature on the political econ-
omy of pension reform suggests that preexisting policies, policy struc-
tures, and institutions play a significant role in shaping subsequent reform
efforts (see also Weir and Skocpol 1985; Miiiler 1999; Orenstein 2000),
thereby creating enduring differences in national policy structures.
However, the global policy diffusion patterns identified here seem to
challenge this literature in important ways. First, it seems that these pub-
lications underplay the extent to which policy innovation is a global
process driven by the diffusion of policy ideas (Rodgers 1998). Crisis,
except in a most general sense, does not appear to be a sufficient condi-
tion for multipillar pension reform. Many countries experience pension
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system crises, and only some adopt multipillar reforms. In addition to
crisis conditions, new policy ideas were necessary for multipillar reform
to take place. In particular, the invention of multipillar reform arose from
global trends in economic policy discourse, as they played out at the
University of Chicago in the 1970s and 1980s.

Although publications on the political economy of reform focus on
the importance of domestic economic and political variables in explain-
ing policy adoption, both phases of pension reform analyzed in this
chapter suggest that countries reform in response to global and regional
models, under the influence of norms and ideas spread by the leading
international organizations and epistemic communities of the day.
Historical-institutionalist theories and path dependencies may explain
a lot about why countries adapt innovations in specific ways to suit
national conditions (compare Orenstein 2000), but they must be com-
bined with a diffusion perspective to explain the important questions of
why countries innovate in the first place and on what basic model they
do so. Rather than locating the explanation for social policy change at the
international or domestic level, the political economy literature needs a
serious effort to integrate an international perspective with historical-
institutionalist and path-dependency accounts. It is likely that these dif-
ferent approaches are not mutually exclusive, but rather complementary,
tending to explain different parts of the phenomenon. Some of the chap-
ters in this volume have already begun this work. For instance, Chlon
and Mora study the influence of international financial institutions (IFls)
in domestic policy processes, and Mueller relates the influence of IFIs to
levels of country indebtedness. More needs to be done, in particular to
understand how internal processes of IFI decisionmaking may affect the
diffusion of innovation.

Global Politics of Attention

Let us consider alternative explanations for why Asian and African coun-
tries have lagged behind in both phases of reform. This is a serious puz-
zle indeed because the path-dependency literature strongly suggests
that the most amenable places for multipillar pension reform would be
the late-reforming countries of Africa and Asia, with their smaller
implicit pension debts and less-developed programmatic political net-
works. Why have these countries not been the first to embrace multipil-
lar reform? There are several possible explanations. First, there may be
long-standing structural features of the African and Asian states that
make them slower policy innovators. This possibility has beguiled the
U.S. literature from the beginning, when Walker (1969) showed that
California, New York, Massachusetts, and New Jersey on average
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adopted policy reforms much sooner than did Mississippi or South Dakota,
across a wide variety of policies and policy areas. Perhaps the same is
true globally—perhaps the European and (North and South) American
countries uniformly adopt policy innovations earlier because of more
favorable structural conditions. If so, this would have to be shown across
more policy areas, and a good explanation would be interesting and
potentially important for global policy advocates.

A different but complementary explanation for this phenomenon
might focus on the role of international organizations. Following Walker
(1969), let us assume that the interregional diffusion of policy innova-
tions is driven in large part by international organizations and other
global policy advocates who play a major role in the spread of policy
ideas and models. It is possible that international organizations have
neglected the African and Asian countries in the second phase of pen-
sion reform to date, despite the relatively positive chances of reform
there. If that is true, a global politics of attention may be driving policy
diffusion and its spread may depend in part on where global policy
advocates happen to focus their substantial policy resources, as well as
on domestic factors. International organizations may make decisions on
where to target their attention based on their evaluation of a country’s
importance in the global economy;, their evaluation of the seriousness of
its pension crisis, their evaluation of a country’s likelihood and political
will for reform, or other factors. Although many chapters in this volume
suggest that domestic factors drive pension reform processes, there is
some evidence to suggest that international organizations can affect the
initiation of reform in developing countries. A previous study of Central
and Eastern Europe showed that certain social sector reforms in the
region started simultaneously in several countries after the World Bank
began to devote significant resources to promoting these programs
(Orenstein and Haas 2000). Several other studies have suggested that the
World Bank’s high degree of attention to pension reform in Central and
Eastern Europe has facilitated adoption of multipillar innovations in the
region (Miiller 1999; Orenstein 2000). In other regions, such as Latin
America, the World Bank and other international organizations and
bilateral aid agencies played a supporting role in pension reform (see
Miiller in this volume), perhaps accelerating the pace of diffusion.

The global politics of attention perspective raises questions about the
priorities and internal decisionmaking processes of global policy advo-
cates. For instance, why has the World Bank focused so much attention
on promoting pension policy diffusion in Central and Eastern Europe
and not on African and Asian countries where the relative impact of its
resources could be greater? Are Central and Eastern European states
seen as targets of opportunity because of ongoing economic transforma-
tion and the impending European Union accession process, which
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increase chances for reform? Are Central and Eastern European coun-
tries seen by others as global pension reform leaders and thus poten-
tially influential models? Is the World Bank supporting a European
Union agenda at the expense of reform in poorer developing countries?
Do the larger pension systems of European states make them the most
important targets for reform, despite the greater political challenges?
Whatever the reasons, it would seem important to investigate further
the link between the internal processes of global policy advocates and
global patterns of policy diffusion.

Conclusions and Recommendations

This chapter has found that level of economic development, size,
regional example, and activities of global policy advocates have influ-
enced the diffusion of pension innovations around the world. There also
are significant differences between the first and second phases of reform,
notably that in the second phase the content of reforms has been differ-
ent, the first reforming country was a semiperipheral one, the speed of
diffusion is higher, and the leading international organization is differ-
ent. The adoption of multipillar reforms by the countries that led the first
phase may have been slowed by higher implicit pension debt, but such
historical path dependencies cannot adequately explain policy adoption
decisions globally. In addition to domestic factors, this chapter suggests
that the invention and spread of new ideas, the presence of regional
examples, and a global politics of attention are driving the second wave
of multipillar pension innovations.

Several policy recommendations may be drawn from this historical
study of pension innovation. First, the World Bank and other global pol-
icy advocates in social policy and other areas should focus their attention
on achieving reform in regional example countries because surrounding
countries often take their cues from these regional leaders. Second, dif-
fusion of innovation may be faster if global policy advocates identify
and pursue reform on several continents at the same time. Third, global
policy advocates should consider putting their limited resources to best
use by focusing their attention on those regions that for historic or cul-
tural reasons appear to innovate later than others. In summary, global
policy advocates appear to be a major force in the interregional diffusion
of policy ideas and would benefit from a careful and systematic analysis
of where and how their resources are best employed.

Note

1. Chlon and Mora in this volume show the United States Agency for International Devel-
opment, the European Bank for Reconstruction and Development, the Inter-American
Development Bank, and the International Labour Organisation also to be important in the
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second phase. In the first phase, the U.S. Social Security Administration provided techni-
cal assistance, primarily to countries in Latin America (Altmeyer 1945).
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