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Part 1

Reversing Pension Privatizations:
Rebuilding public pension
systems in Eastern Europe and
Latin America

Isabel Ortiz, Fabio Duran-Valverde, Stefan Urban,
Veronika Wodsak, and Zhiming Yu

1.1 Pension privatization: Three decades of failure

From 1981 to 2014, thirty countries privatized fully or partially their social
security public mandatory pensions (Figure 1). Fourteen countries were in
Latin America: Chile (first to privatize in 1981), Peru (1993), Argentina and
Colombia (1994), Uruguay (1996), the Plurinational State of Bolivia, Mexico
and the Bolivarian Republic of Venezuela (1997), El Salvador (1998), Nicaragua
(2000), Costa Rica and Ecuador (2001), Dominican Republic (2003) and
Panama (2008). Another fourteen countries in Eastern Europe and the for-
mer Soviet Union embarked on the experiment to privatize pensions: Hungary
and Kazakhstan (1998), Croatia and Poland (1999), Latvia (2001), Bulgaria,
Estonia and the Russian Federation (2002), Lithuania and Romania (2004),
Slovakia (2005), Macedonia (2006), Czech Republic (2013) and Armenia
(2014). Additionally, two countries privatized their public pension system in
Africa, Nigeria (2004) and Ghana (2010). It should be noted that this is a small
number of countries. Despite pressures from the international financial organi-
zations and the pension fund industry, only 30 countries privatized all or parts
of their pension systems; that is, the majority of countries in the world have
opted not to privatize.

As of 2018, cighteen countries have re-reformed, reversing pension privatiza-
tions (Figure 1): the Bolivarian Republic of Venezuela (2000), Ecuador (2002),
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Figure 1.  Countries that privatized social security mandatory pensions
and that reversed privatization, 1981-2018

W Privatization without reversal (12 countries)
= Reversal (18 countries)

Nicaragua (2005), Bulgaria (2007), Argentina (2008), Slovakia (2008), Estonia,
Latvia and Lithuania (2009), the Plurinational State of Bolivia (2009), Hungary
(2010), Croatia and Macedonia (2011), Poland (2011), the Russian Federation
(2012), Kazakhstan (2013), the Czech Republic (2016) and Romania (2017).

With sixty per cent of countries that had privatized public mandatory pen-
sions having reversed the privatization, and with the accumulated evidence of
negative social and economic impacts, it can be affirmed that the privatization
experiment has failed. The reasons are multiple, ranging from high fiscal and
administrative costs, to low coverage and benefits, to the unpredictability of old-
age income due to capital market risks, as documented in this chapter and in
the country cases in this book. While some governments repealed privatization
carly, the large majority of reforming countries turned away from privatization
after the 2007-2008 financial crisis, when the drawbacks of the private system
became evident and had to be redressed.

In light of the responsibility of governments to guarantee income security in
old-age, the objective of this volume is to provide policy makers and social se-
curity institutions with an analysis of the reversals of pension privatization, in-
cluding lessons learnt from recent re-reforms. The chapter is organized in three
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parts. The first part presents the privatization experiment, and the reasons that
led countries to abandon this model. The second part documents the reversals
from privatization. The third and final part abstracts the policy steps needed
to redress pension privatization for those governments interested to return to
public pension systems.

1.1.1. The Privatization Experiment

Since the origin of social security systems, the private insurance industry has
typically catered the small 3rd pillar (voluntary pensions) and sometimes the
2nd pillar (complementary pensions). The wave of pension privatizations during
the 1980s-2000s was an incursion of the financial sector into expanding to the
larger 1st social insurance pension pillar (Box 1). This radical experiment was
initiated in 1981, during the dictatorship of General Pinochet in Chile.! With
the backing of a group of free-market economists trained at the University of
Chicago, the Chilean public pension system (1st pillar) was changed to a private
system run by private pension administrators. This structural reform was aimed
at reducing for the government the fiscal costs of social security by replacing
social insurance pensions with individual accounts managed by private pension
fund administrators. Affiliation to the private pension system was mandatory
for employees and voluntary for the selfemployed; interestingly, the military
were excluded and kept their pensions in the public system. Employers” contri-
butions were eliminated under this new system, but they had to provide an 11
per cent wage increase to workers at the time of the reform. Workers, instead of
receiving a pension with a Defined Benefit (DB) at the end of their careers, were
required to deposit Defined Contributions (DC) into their individual accounts,
and these savings at the age of retirement were to be used to buy an annuity from
a private insurance company. Workers could also make voluntary deposits to
the mandatory individual account; both the mandatory and voluntary depos-
its were tax-deferred. Workers became compulsory consumers of the financial
industry without sufficient information to make informed decisions, assuming
individually all financial market risks. A primary objective of the pension privat-
ization experiment was to mobilize people’s savings to stimulate national long-
term savings and develop capital markets.

' The reform was implemented under an authoritarian regime, without public discussion; with

the Congress in recess since the military coup of 1973, the Military Junta held legislative power.
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Box 1: Understanding pension systems: the multi-pillar pension model
of the International Labour Organization (ILO)

Pension systems exist in all countries with the objective to eliminate old-age poverty
and provide income security for older persons. In most countries, the right to social
security for all is enshrined in the Constitution and/or secured by law. The right to
social security is also asserted in Articles 22 and 25 of the Universal Declaration of
Human Rights. Countries aim to achieve universal pension coverage at adequate
benefit levels. This is normally achieved by a public system that includes contributory
public social insurance, combined with non-contributory social pensions, comple-
mented by voluntary pensions for those who want more savings for retirement.

Benefits level

A

Personal saving .
(voluntary) 31 Pillar

Complementary schemes §
(mandatory/voluntary) 2" Pillar

Social Insurance (mandatory) 15t Pillar

Universal Pension (0Old-age Social Protection Floor) Floor «0 Pillar»

< - Coverage of the population —
Low income High income

Pillar 0 — the Pension Floor: It is aimed at establishing a social protection floor
for older persons. This pillar is usually provided through a non-contributory pen-
sion scheme. It is financed from the general budget. Universality of coverage can be
achieved through a universal non-contributory scheme or by a combination of social
insurance and a means-tested or pensions-tested pension scheme. Regardless of
the specific design of Pillar 0, it should guarantee a minimum level of income, with
adequate levels of benefit, for a life in decency and dignity.

1%t Pillar — Social Insurance: It follows the typical design of social security pen-
sion systems, defined benefit and mandatory, financed through employer and worker
contributions. Its objective is to provide higher levels of pension benefits in order to
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maintain the standard of living after retirement. It should provide at least a minimum
pension at 40 per cent of pre-retirement insured income for 30 years of contribu-
tions, as well as a reduced/adjusted minimum benefit for those who have contributed
for at least 15 years. Implementation of, as necessary, successive parametric reforms
are required to ensure its sustainability.

2" Pillar — Complementary Pillar: Not all countries need to have this pillar, it is
a complementary contributory component, it can have any characteristics, voluntary
or mandatory, employment-based occupational or non-occupational, defined benefit
or defined contribution, usually financed by employer’s contributions and privately
managed, aimed at supplementing the pension benefits from the previous two pillars.

3 Pillar — Voluntary Personal Savings Pillar: This pillar is also complementary,
comprised of a set of voluntary private pension schemes for those with the economic
capacity to make additional personal savings, generally managed by private pension
administrators under full market competition and government regulation.

Source: ILO, 2018a and 2018b; Gillion et al, 2000; Cichon et al, 2000.

The Chilean pension experiment caught the attention of many. As it was being
implemented, those friendly to privatization and market-led reforms described
it as a pioneering experience for other countries to follow. Eventually, major
International Financial Institutions (IFIs) and conservative think-tanks began
to promote similar social security reforms, primarily the World Bank, togeth-
er with USAID, the International Monetary Fund (IMF), the Organisation
for Economic Co-operation and Development (OECD), the Cato Institute
and the Inter-American and Asian Development Banks (Mesa-Lago, 2012;
Orenstein, 2008). The publication Averting the Old Age Crisis: Policies to pro-
tect the old and promote growth” (World Bank, 1994) served as an important
reference and blueprint for policy discussions. It presented pension systems
as multi-pillar, and focused on the reform of the first pillar shifting towards
private individual accounts invested in capital markets instead of public social
insurance (Wodsak and Koch, 2010). With a strong emphasis on promoting
economic growth, the World Bank publication depicted the traditional public
pension system as a failure — both socially and economically. The World Bank
emphasized the positive effects that pension privatization could have on capi-
tal markets, supporting investment growth, as well as claiming that they could
provide higher benefit levels and stronger incentives for people to contribute —
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Table 1. Typology of pension privatization reforms 1981-2010

- Full privatization Partial privatization

Main Replacement of the public Introduction of a complementary

Features Pay-As-You-Go (PAYG) system with a fully-funded individual accounts
privately managed pension system, component in a larger system,
based on fully-funded individual resulting in a system composed of
accounts and defined contributions. several pension schemes, some

public (with DB, PAYG and public
administration features) and others
privately managed (with DC and
fully-funded individual accounts).
The weight of the pillars signifi-
cantly differs among countries.
The larger the private pillar, the
lower is the capacity of the public
pillar to deliver adequate income
security to older persons.

Country Chile (1981), Plurinational State Argentina (1994), Uruguay (1996),
Examples of Bolivia (1997), Mexico (1997), Hungary (1998), Poland (1999),
El Salvador (1998), Kazakhstan Costa Rica (2001), Latvia (2001),
(1998), Nicaragua (2000), Dominican ~ Bulgaria (2002), Croatia (1999),
Republic (2003), Nigeria (2004) Estonia (2002), the Russian

Federation (2002), Lithuania
(2004), Romania (2004), Slovakia
(2005), Macedonia (2006), Ghana
(2010)

Source: Mesa-Lago, 2004; Mesa-Lago and Hohnerlein, 2002; Obermann, 2005; Orenstein, 2008; Grishchenko,
2014.

however, they failed to explain the very high costs of transition as well as the
many risks to pensioners.

Advocates of privatization also claimed that defined benefit public social insur-
ance would lead to an unavoidable “social security crisis” or an “old-age crisis’,
using this as justification to introduce structural reforms and the full or partial
privatization of social security pension systems, particularly in middle-income
countries (Table 1). In countries where a full privatization of the first pension
pillar was not feasible, some schemes or regimes were privatized, while others
were kept public. Costa Rica, for example, after several years of pressure and
advice from the IFIs, adopted private individual retirement savings as a com-
plement to the defined benefit public system. In countries where privatization
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was not possible at all due to excessively high transition costs or insurmountable
public resistance, the World Bank promoted as a second best reform option a
non-financial (notional) defined contribution (NDC)? system facilitating the
path towards future privatization (Holzmann and Palmer, 2006). With signif-
icant resources and direct access to Ministries of Finance, the World Bank, the
IME, the OECD, USAID and the Inter-American Development Bank and the
Asian Development Bank, managed to promote the pension privatization agen-
da through policy advice, setting up regulators or supervisory bodies, creating
modelling software, training, publications and by providing multi-million dol-
lar loans. Orenstein (2008) estimates that the success rate of the World Bank
projects promoting reform consistent with pension privatization was high -
nearly 76 per cent — despite being a highly contentious and difficult issue in
most countries.

Indeed, pension privatization was controversial. The reforms were contested by
the International Labour Organization (ILO) and by many others, including by
the World Bank’s Chief Economist at the time, Nobel Laureate Joseph E. Stiglitz
(Orszag and Stiglitz, 1999). The ILO expressed disagreement and objected in
numerous statements and reports (Gillion et al., 2000; Cichon, 1999 and 2004;
Bonilla-Garcia and Conte-Grand, 1998; Fultz, 2004), including a joint ILO-
ISSA publication (Beattie and McGillivray, 1995). The ILO emphasized the
importance of a well-balanced consideration of pension adequacy, financial sus-
tainability and equity. For the ILO, pension systems should be guided at their
core by the objective to provide old-age income security, contrary to the World
Bank, with its prevalent objective to support economic growth and reduce fiscal
pressures. The ILO argued in particular against relying too heavily on privately
managed DC individual accounts that inevitably shift the risks to the individu-
al. It also drew attention to the immense difficulty for countries to shoulder the
high transition costs and double burden of phasing out or reducing the pay-as-
you go schemes and introducing the new individual accounts pillar. The ILO
further highlighted that good governance was a requirement for both the public
and the private systems, and that privatization did not necessarily improve the
quality of governance. In addition, substantial decrease in benefit levels were
often disguised and pushed through such structural reforms.

* Non-financial (notional) Defined Contributions are notional or fictitious individual personal

accounts under a public PAYG system, that -according to the World Bank- could smooth a
transition from the DB to the DC system (Holzmann, 2017).
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The ILO, through its technical advisory support as well as its policy and tech-
nical documents, has long recommended parametric reforms? to reinforce pub-
lic pension schemes, instead of structural reforms to privatize them (Cichon
et al. 2006; Diop, 2008; ILO, 2014; ILO, 2017). The position of the ILO is
rooted in its body of international labour standards drawn up and adopted by
representatives of governments, employers and workers from around the world
(Box 2). The ILO was and is against alarmist predictions of an “old-age crisis”
caused by demographic and sustainability challenges. While it is correct that
the maturation of pension systems entails increased benefit expenditure in the
long term, this is a normal phenomenon, and hardly cause for alarm. The experi-
ence of higher income countries demonstrates that it is feasible to adapt pension
systems though minor parametric reforms in order to make them sustainable
throughout demographic change, pension schemes” maturation and other future

challenges.

Ultimately, over time the arguments advanced by the ILO proved correct. Even
in European countries — with large older populations — the pension systems
are sustainable with adequate parametric adjustments and some limited public
budget support (European Commission, 2015). Private pension systems under-
performed, as shown in the next section. Despite pressures from the financial
industry, requests from governments to IFIs for support for structural pension
reforms reduced. The World Bank abandoned the pension privatization push,
replaced the leadership of the Bank’s Social Protection Department, and since
the mid-2000s there have been no stand-alone pension reform projects within

the World Bank loans portfolio.*

1.1.2 Lessons learnt from three decades of pension privatization

Pension privatization was presented as a clear cut solution to address population
ageing and ensure the sustainability of social security pension systems. At the
time, pension systems in many countries were facing a range of challenges, such as
the proliferation of special social security regimes and fragmentation, informality

Structural reforms transform the public system, for example replacing it in whole or part with
a private one. Parametric reforms on the other hand involve minor changes, such the age of
retirement, contribution rates, benefit formula, etc. of the existing public system with the aim to
strengthen their long-term financial sustainability while ensuring old-age income security.
Though in a few cases they may be subcomponents of financial sector loans, public sector reform
programmes or technical assistance by the World Bank’s Financial Sector and Capital Markets
Global Practice, but not stand-alone loans for pension reforms.
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Box 2: ILO principles for designing and reforming pension systems

An international consensus was forged by governments, and employers’ and work-
ers’ organizations on the objectives, functions and appropriate design principles of
pension systems. These are reflected in principles embodied in the international so-
cial security standards. These principles include:

Principle 1. Universality. Social security is a human right, which in practical terms
is understood as the need to guarantee universal protection without leaving anyone
behind. The principle of universality is not only enshrined in ILO standards but also
in several United Nations (UN) instruments, including the Universal Declaration of
Human Rights, Article 22 which states that “everyone, as a member of society, has
the right to social security.”

Principle 2. Social solidarity and collective financing are at the centre of social
security and ILO standards. Contrary to privately operated pension schemes based on
individual savings accounts, collectively financed protection mechanisms generate
positive redistribution effects and do not transfer the financial and labour market
risks onto individuals.

Principle 3. Adequacy and predictability of benefits. This principle refers to
the entitlement to defined pension benefits prescribed by law. The Social Security
(Minimum Standards) Convention, 1952 (No.102) and the Invalidity, Old-Age and
Survivors’ Benefits Convention, 1967 (No. 128) envisage the provision of income
security to people who have reached pensionable age through: (i) earnings-relat-
ed contributory pensions (guaranteeing minimum benefit levels, or replacement
rates corresponding to a prescribed proportion of an individual’s past earnings — in
particular for those with lower earnings) and/or (i) flat-rate pensions (mostly resi-
dency-based and financed by the general budget) and/or means-tested pensions.
These standards prescribe that earnings-related schemes need to provide periodic
payments of at least 40 per cent (Convention No. 102) or 45 per cent (Convention
No. 128) of the reference wage after 30 years of contribution or employment. These
standards also require that pensions need to be periodically adjusted following sub-
stantial changes in the cost of living and/or the general level of earnings.

Principle 4: Overall and primary responsibility of the State. It refers to the
obligation of the State, as the overall guarantor for social protection, to ensure the
“financial, fiscal and economic sustainability” of the national social protection system
“with due regard to social justice and equity” by collecting and allocating the needed

11
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resources with a view to effectively delivering the protection guaranteed by national
law (ILO Social Protection Floors Recommendation, 2012 (No. 202)).

Principle 5: Non-discrimination, gender equality and responsiveness to
special needs. With a view to secure gender equality, pension designs should duly
take into account solidarity between men and women, by adopting financing mech-
anisms, eligibility conditions and benefit conditions that offset gender inequalities
originating in the labour market or due to interruption in the careers of women arising
from their reproductive roles and/or care responsibilities (Recommendation No. 202).

Principle 6: Financial, fiscal and economic sustainability. Ensuring the sus-
tainability is a permanent challenge for the State in exercising its overall and primary
responsibility to guarantee a functional and comprehensive social protection system.
This requires taking all necessary measures, including realizing periodically the nec-
essary actuarial studies and introducing as required minor parametric reforms to
ensure the sustainability of the pension system. The State is also accountable to
ensure the sustainability of national social security systems in view of, among other
factors, demographic change.

Principle 7: Transparent and sound financial management and administra-
tion. The principle refers to the need for good governance of the system, particularly
with respect to financing, management and administration, to ensure compliance
with the legal and regulatory frameworks (Convention No. 102 and Recommendation
No. 202).

Principle 8. Involvement of social partners and consultations with other
stakeholders. The principle recognises the need to ensure social dialogue and rep-
resentation of protected persons in social security governance bodies. The principle
of participatory management of social security systems has been since long estab-
lished in international social security standards, namely in Article 72(1) of Convention
No. 102, which stipulates that “where the administration is not entrusted to an insti-
tution regulated by the public authorities or to a government department responsi-
ble to a legislature, representatives of the persons protected shall participate in the
management, or be associated therewith in a consultative capacity, under prescribed
conditions; national laws or regulations may likewise decide as to the participation of
representatives of employers and of the public authorities”.

Source: ILO, 2018a and 2018b; ILO Conventions and Recommendations.
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and low coverage and low contribution rates, which could have been addressed
with parametric reforms preserving public systems. No advanced industrialized
democratic country replaced its public pension system with a private, fully fund-
ed individual account system.”> However, in developing countries privatization
was put forward as the solution. Expectations were high when reforms were in-
troduced and countries hoped to improve both their pension systems and their
overall economic performance. Coverage rates and benefit levels were expected
to increase, inequality to decrease, administrative costs to decrease through com-
petition, governance of pension management to improve, and capital markets to
deepen supporting new investments and economic growth.

In practice, however, pension privatization did not deliver the expected results
(Table 2). Coverage rates stagnated or decreased, pension benefits deteriorated
and gender inequalities compounded, making reforms very unpopular. The risk
of financial market fluctuations was shifted to individuals. Administrative costs
increased reducing pension benefits. The high costs of transition — often under-
estimated — created large fiscal pressures. While private sector administration
was supposed to improve governance, it weakened it instead. Workers partic-
ipation in management was eliminated. The regulatory and supervisory func-
tions were captured by the same economic groups responsible for managing the
pension funds, creating a serious conflict of interest; furthermore, the private
insurance industry — which ultimately benefits from people’s savings — moved
towards concentration. Last, but not least, pension reforms had limited effects
on capital markets and growth in most developing countries.

A. Coverage rates stagnated or decreased

There is international consensus on the objective of extending social protection
to all. This is in line with the human right to social security and the principle of
universality of protection. Advocates of pension privatization argued that man-
datory individual accounts would earn higher interest and thus improve com-
pliance and willingness to contribute (World Bank, 1994). However, evidence
shows that reforms did not extend pension coverage; on the contrary, a majority
of countries registered a decrease in coverage rates® of contributory schemes.

Sweden’s pension system is the only case of a developed country with individual accounts as
the first pillar: however, the system remains publicly managed, even with private companies
involved in the investment of assets.

¢ Often estimated as the share of active contributors in the labour force.

13
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The decentralization of the contributions collection function acted as an im-
portant trigger for the reduction in coverage rates. Before privatization, normal-
ly contribution collection was done by a centralized scheme under the control
of social security institutions. Following the Chilean model, many of the coun-
tries that privatized their systems transferred and decentralized the function to
private pension fund managers, thus creating a highly inefhicient and ineffective
fragmented contributions collection system.

In Argentina, the number of contributors fell from 46 per cent of the labour force
in 1993 (prior to the reform) to 35 per cent in 2002 for men, and from 42 to
31 per cent respectively for women (Bertranou et al., 2018). Likewise, coverage
rates in Chile dropped from 64 per cent in 1980 (prior to the reform) to 61 per
cent in 2007 (Mesa-Lago, 2014). In Hungary, coverage decreased from around
75 per cent of the labour force before 1998 to 71.8 per cent in 2009 (Simonovits,
2012). In Kazakhstan, coverage rates decreased from around 66 per cent before
1998 to 63 per cent at the end of the reform in 2013.” Coverage in Mexico also fell
from 37 per cent to 30 per cent from 1996 to 2004 (Mesa-Lago, 2004).

In other countries, coverage stagnated after the privatization, therefore failing to
meet expectations. In the Plurinational State of Bolivia coverage rates stagnated
between 1997 and 2009 at around 12 per cent (Mesa-Lago, 2018). Between
1991 and 2010, coverage rates in Colombia stagnated at around 28 per cent
(World Bank, 2014). In Poland between 1999 and 2013 coverage rates stagnat-
ed at around 78 per cent (Polakowski and Hagemejer, 2018). Similarly, coverage
rates in Uruguay stagnated at around 70 per cent between 1995 and 2003.

Mesa-Lago (2004) points out that the weighted average of coverage for nine
countries® in Latin America decreased from 38 per cent before the privatization
reforms to 27 per cent in 2002 after the reforms. While the absolute coverage
figures may differ, the overall trend is the same, indicating underperformance in
coverage as a result of the privatization reforms.

B. Pension benefits deteriorated

The shift in the privatization processes from defined benefits to defined contribu-
tions had a major effect on replacement rates. It had a serious negative impact on

7 Estimations based on Hinz et al. (2005), OECD (2014) and Maltseva and Janenova (2018).

8 These include: Argentina, the Plurinational State of Bolivia, Chile, Colombia, Dominican

Republic, El Salvador, Mexico, Peru and Uruguay.




Rebuilding Public Pension Systems in Eastern Europe and Latin America

pension benefit adequacy, with pension levels often not meeting ILO standards
as prescribed by the Social Security (Minimum Standards) Convention, 1952
(No.102)° and the Invalidity, Old-Age and Survivors’ Benefits Convention,
1967 (No. 128)' that envisage a replacement rate of at least 40 per cent (ILO
Convention No. 102) or 45 per cent (Convention No. 128) of the reference
wage after 30 years of contribution or employment (Box 2).

In the Plurinational State of Bolivia, following the reform, the replacement rate
averaged 20 per cent of the average salary during working life, well below ILO
international standards. In Hungary, in the privatized system, the replacement
rate for persons with 20 years of contributions were estimated to be between
9.8 to 12.5 per cent lower than the pre-reform levels and more than 18 per cent
lower for persons with 30 years of service (Szikra, 2018). In Kazakhstan, the re-
placement rate fell from 60 per cent before the reform to 29.27 per cent in 2013
following the reform and just before the privatization reversal. In Poland, the
shift from the DB to DC system resulted in a fall in the replacement rate from
an average of 67 per cent prior to the reform to below 40 per cent following the
reform, falling well short of the promised replacement rate of at least 71 per cent
(Maltseva and Janenova, 2018; Mesa-Lago, 2018; Polakowski and Hagemejer,
2018; Szikra, 2018). In Chile, the recent review of the private mandatory pen-
sion system revealed that the median future replacement rates average 15 per
cent, (and only 3.8 for low income workers), well below ILO standards and re-
quiring significant public support (Comisién Presidencial de Pensiones Bravo,
2015, p. 88). The deterioration of benefit levels resulted in increases in old-age
poverty, undermining the main purpose of pension systems which is to provide
adequate income security in old-age.

C. Gender and income inequality increased

Pension privatization broke the social contract enshrined in social security.
Well-designed social insurance schemes are redistributive for two main reasons:
(i) they include transfers from employers to workers, and (ii) they are designed
to redistribute income from those with higher lifetime earnings to those with
lower lifetime earnings and from the healthy and abled to those sick, disabled or
unable to work, such as during maternity (Ortiz, 2018). Public pension systems
traditionally offset gender and income inequalities, and also provide solidarity

?  Henceforth ILO Convention No. 102.
10" Henceforth ILO Convention No. 128.
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across generations, from the youngest workers to the most vulnerable older per-
sons. Guaranteeing a minimum pension for low-income earners or compensat-
ing for interruptions in career and contributory periods due to child-caring or
family care responsibilities support gender equity. Gender-specific constraints,
such as lower participation in the labour market, lower income and asset own-
ership, should be considered in the design of pension systems (Arza, 2015; UN
Women, 2015).

However, those in favour of privatization argued that the redistribution and sav-
ings functions should be fulfilled through different schemes/pillars because of
the “distortions and evasions” that solidarity elements would generate (World
Bank, 1994, p. 82). The redistributive components of social security systems
were eliminated with the introduction of individual accounts, as a result, those
with low incomes or unable to work, even if temporarily, had very small savings
and consequently ended with small pensions, thereby increasing inequalities.

In particular, gender inequality was exacerbated. Women typically have lower
contributory records since women generally have work records interrupted by
maternity, are often partially employed and earn lower salaries than men. In
some Latin American countries, the unemployment rate of women is twice that
of men, and the regional average wage of women is 30 per cent lower than that
of men. Pension privatization reforms increased the minimum number of con-
tribution years required to qualify for the minimum pension, with particularly
adverse effects on women.

The pension formula of public PAYG schemes often contains solidarity ele-
ments to counteract gender inequalities, for example by recognizing time spent
for child or elderly care responsibilities as contributory years or by introducing a
minimum guaranteed pension level (Fultz, 2011). As an example, the redistrib-
utory mechanism in the Norwegian pension and tax system reduces the 43 per
cent income difference between women and men to only 7 per cent (Hansen,
2018). This type of mechanism is not found in privatized individual account
systems in which savings during working years and the returns on investments
of contributions determine benefit levels. In addition, the use of sex-differenti-
ated mortality tables to calculate annuities based on accumulated savings in the
individual accounts is also discriminatory, as women live longer than men. The
element of solidarity between men and women and the degree of redistribution
that exists in public pension systems has been lost with the introduction of in-
dividual accounts, with highly detrimental impacts on women (Behrendt and

Woodall, 2015).
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Women are more likely to be adversely affected by pension privatization reforms.
In the Plurinational State of Bolivia, the proportion of elderly women receiving
a contributory pension fell from 23.7 per cent in 1995 to 12.8 per cent in 2007
as a result of the reform (Mesa-Lago, 2014). Average pension levels for women
ranged from 39 to 86 per cent of the average pension for men, depending on the
type of pension. In Kazakhstan women are more likely to be engaged in farming
or in household activities, therefore unlikely to contribute to and benefit from
private schemes. Hungary reduced the maximum creditable period of contrib-
utory years for child care to one year, which directly affected benefit levels for
women (Maltseva and Janenova, 2018; Mesa-Lago, 2018; Szikra, 2018).

D. High transition costs created large fiscal pressures

The costs of transitioning from a public PAYG to a “funded” private system were
seriously underestimated across all reformed countries, and created new fiscal
pressures which were difficult for most governments to afford.

Transition costs were often very high, coming from two sources. First, govern-
ment had to recognize the contribution pension entitlements or acquired rights
of insured persons in the prior PAYG system''. Second, the transfer of active
contributors from the PAYG system to the new private system abruptly gener-
ated a financial deficit in the PAYG system and thus increased the tax burden in
the short-term because the PAYG system still had to continue to honour existing
pension payments. Given the high fiscal costs, most governments required pri-
vate pension funds to invest their accumulating reserves in government bonds,
creating a circular dynamic in which the only beneficiaries were the private pen-
sion administrators who benefited from the fees and commissions they charged.

These transition costs from the public solidarity based systems to private indi-
vidual account systems were not properly assessed by international financial in-
stitutions and technocrats who were promoting them. In some cases, no sound
analysis of the expected transition costs was carried out, in others calculations
were based on unfounded optimistic assumptions. In The Plurinational State of
Bolivia the actual transition costs of the reform were 2.5 times the initial projec-
tions. The World Bank had initially estimated the transition costs of privatiza-

In fact, Chile and some other countries which followed its experience and adopted the full
replacement of PAYG schemes, opted to issue "recognition bonds'’, financed by the National
Treasury, to explicitly recognize the acquired rights of participants in the previous PAYG sys-
tem, creating new public debt and exacerbating fiscal pressures (Queisser, 1998a; Riesco, 2004).
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tion in the Plurinational State of Bolivia at 0.2 per cent of GDP in 2040 — after
the privatization, the World Bank projected it as 1.7 per cent, about 8 times the
original estimate. In Argentina, it was initially estimated that the transition to
privatization would range from a cost of 0.2 per cent of GDP to a surplus of
0.2 per cent of GDP; however, after the privatization, the World Bank estimated
the transition would cost at 3.6 per cent of GDP — 18 times the original estimate
(Mesa-Lago, 2004).

The newly created fiscal distress was unacceptable to many governments, par-
ticularly as concerns regarding fiscal pressures and the financial sustainability
of public pension systems were the main driver behind privatization reforms
in all countries. Privatization had been presented as the remedy to avoid a “so-
cial security crisis” and to ensure more sustainable future financing for pension
systems.

Financing the transition towards individual accounts exacerbated pre-existing
fiscal pressures in most countries. In Poland, between 1999 and 2012, the cu-
mulative transition costs of the reform were estimated at 14.4 per cent of 2012
GDP, and approximately 6.8 per cent of GDP was consumed in servicing the
additional public debt. In comparison, the cumulative privatization revenues
over the same period amounted to 5.24 per cent of 2012 GDP. In Kazakhstan,
government budget deficit was estimated to have increased by approximately
1.7 per cent of GDP in 1998 to cover transition costs and it reached a peak of
2.8 per cent of GDP in 2008; while the cumulative cost (1998-2025) was esti-
mated at 36.5 per cent of 1997 GDP (IMF, 1998; Maltseva and Janenova, 2018;
Polakowski and Hagemejer, 2018).

In Chile, even thirty years after the reform, in 2010, transition costs represented
still 4.7 per cent of GDP (Mesa-Lago, 2014). While in Argentina the public sys-
tem ran an annual deficit of 3.3 per cent of GDP in 2000, contributions diverted
to the private system represented around 1.5 per cent of GDP (Bertranou et al.,
2018; Titelman et al., 2009).

As a consequence of the reform in Hungary, the state budget required to cover
the fiscal deficit increased from 0.19 per cent of GDP in 1998 to 1.36 per cent
of GDP in 2009 (Hirose, 2011; Szikra, 2018). Drahokoupil and Domonkos
(2012) documented that government bonds in Hungary and other countries
were often issued to finance the transition costs of pension privatization, gen-
erating a vicious and costly cycle. The private pension fund administrators were
the only beneficiaries of this cycle, cashing in the administrative costs for the
financial transactions. With respect to the costs of the reforms, in addition to
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concerns regarding direct transition costs, concerns arose also regarding poten-
tial additional costs resulting from compensatory measures that governments
had to implement to cover the low benefit levels in the privatized schemes. In
some countries, following the Chilean example, governments provided a mini-
mum guaranteed level of return on investments of pension funds to compensate
for financial losses in times of economic downturn. As a consequence, in coun-
tries like Chile, taxpayers were required to cover not only the very high cost of
transition to the private system that was supposed to be financially sustainable
and provide higher pension benefits, but also the pension “top-ups” to increase
the very low levels of pension benefits provided by the private system. Many gov-
ernments were distressed by these facts and considered the advantages of moving
back to the PAYG public pension schemes, that would avoid such high fiscal

costs and where future obligations could be calculated with greater certainty.

E. High administrative costs

The privatization of the management of pension funds was expected to mini-
mize administrative expenses due to competition between funds (World Bank,
1994). However, in practice, this was not the case as apart from rent-secking
and profit generation, private pension fund administrators need to finance many
overhead costs that do not occur in public PAYG systems such as for marketing,
corporate overheads, or adverse selection. Ionescu and Robles (2014) estimated
that administration charges, investment management fees, custodian fees, guar-
antee fees, audit fees, marketing fees and legal fees, among others, would reduce
accumulated assets (or pensions) over a 40 year period by as much as 39 per cent
in Latvia, 31 per cent in Estonia and 20 per cent in Bulgaria. Nobel Laureate
Peter Diamond and Nicholas Barr (2008, p. 163) demonstrated that on aver-
age, for each percentage point deducted on commissions, future pensions are

reduced by 19.6 per cent.

Administrative costs of private pension funds are much higher than those of
public administrations, and as a consequence making returns and ultimately
pensions lower. As an example, administrative costs of pension systems jumped
from 6.6 per cent in 1990 (public system) to 32.2 per cent in 2000 (post-reform)
in Argentina and from 2.6 per cent in 1993 (public system) to 14.1 per cent
in 1999 (post-reform) in Colombia (table 3). Only the Plurinational State of
Bolivia experienced a reduction following the privatization due to strict regula-
tion and close oversight, as well as by eliminating competition between pension
funds — the later defeating a main supposed benefit of privatization.
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Table 3: Administrative costs before and after privatization reforms in selected countries
(as a percentage of contributions)

Before privatization reform After privatization reform

Argentina 6.6 (1990)° 50.8 (2002)°
Bolivia, Plur. State of 8.6 (1992)° 18.1 (2002)°
Hungary 2.0 (1998)° 14.5 (2007)°
Colombia 2.6 (1993 25.9 (2002)°
Chile 8.0 (1980)° 19.5 (2002)°
El Salvador 7.8 (1996)° 21.3 (2002
Peru NA 30.5 (2002
Mexico NA 40.3 (2002)°
Uruguay 6.5 (1990)° 18.2 (2002)°

Sources: @ Claramunt, 2004; ° Mesa-Lago, 2014; ° Mesa-Lago, 2004; ¢ Iglesias and Acufias, 1991;
¢ Based on consolidated administrative data of Banco de Prevision Social (BPS, 2005).

Private pension fund administrators disguise commissions under different types
of fees, making it difficult to enact regulations to capture all of them. For exam-
ple, in Poland, funds charged three different types of fees: a distribution/sales
fee'?, a management fee and a premium fee. Until 2004, the level of the distri-
bution/sales fee remained unregulated and some pension funds applied rates as
high as 10 per cent of the value of contributions, estimated to represent 18.7 per
cent of the final balance of an individual account after 40 years of contributions
(Ionescu and Robles, 2014). This fee was reduced to 3.5 per cent after 2004.
Many members were unaware of the fees being charged to them.

Other governments like Argentina and Kazakhstan also introduced caps on
commissions in light of the excessive fees charged. Poland additionally intro-
duced a ban on marketing of pension funds since this was an additional cost
driver. In Argentina, the average administrative costs reached 3.54 per cent of
income of contributors in 1995 — representing 32.2 per cent of contributions-
without any restriction established by the government at that time (Rofman,
2000). In 2002, when the minimum contribution rate was set at 5 per cent of

2 This includes fees paid out by pension fund administrators to cover the marketing and selling

shares of the funds.
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total income, the administrative fees increased to about 50.8 per cent of contri-
butions (Cetrangolo and Grushka, 2004).

In Kazakhstan, prior to the 2013 pension re-reform, commission fees charged by
private pension funds often reached the maximum limits of 15 per cent of their
investment income and 0.05 per cent per month of pension assets (Hernandez
and Stewart 2008). The total administrative costs were estimated to represent
16.84 per cent of the final balance of an individual account after 40 years of con-
tributions (Ionescu and Robles, 2014). In Hungary, administrative costs were
above 10 per cent of contributions, reaching up to 14.5 per cent in some cases.
The impact of these costs is estimated to represent 22.57 per cent of the final
balance of an individual account after 40 years of contributions (Ionescu and

Robles, 2014; Szikra, 2018).

In the private systems of Mexico and Costa Rica, members were expected to
pay the equivalent of 5 years of contributions throughout their contributory
career solely to cover administrative fees (Durdn-Valverde and Pena, 2011). In
El Salvador, the management costs of the public system before the reform as a
percentage of the contributions was 7.8 per cent, and increased to 21.3 per cent
in 2002 following the privatization. The highest management costs emerged in
Mexico and Argentina, where these increased to 40 and 45 per cent of contribu-
tions respectively. According to Mesa-Lago (2004), the non-weighted average
of management costs as a percentage of contributions for 10 Latin American
countries'® was 25.8 per cent in 2003 (Mesa-Lago, 2004). In Chile, total ad-
ministrative costs as a percentage of contribution rose from 8 in 1980 to 19.5 in
2002 — representing 33.8 per cent of accumulated assets even 20 years after the
reform (Mesa-Lago, 2012).

F. Weak governance: Capture of regulation and supervision functions

The overall objective of government regulation of private pension funds is to
ensure that pension fund managers act in the interest of the workers and pen-
sioners and not (only) in the interest of the insurance company. Pension fund
regulations are meant to address a number of market imperfections such as asym-
metric information, moral hazard, myopic individual behaviour and imperfect
competition. Regulatory efforts also aim to prevent evasion, mismanagement,
fraud or corruption, inefficient administration as well as overly risky business

' These include: Argentina, the Plurinational State of Bolivia, Chile, Colombia, Dominican

Republic, El Salvador, Mexico, Nicaragua, Peru and Uruguay.
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strategies (Orszag and Stiglitz, 1999; Gillion et al. 2000). To fulfil this role, it
is indispensable that regulatory authorities are independent and have sufficient
intervention powers. However, in many cases, the regulatory function of private
pension funds was captured by private interests.

Regulatory capture is the situation in which a regulatory agency, created to de-
fend the public interest, acts on behalf of certain economic interest groups in the
industry which it is required to supervise. Capture usually occurs in a non-vis-
ible manner, including through situations such as influencing traffic or insider
trading. In the private pension fund industry, the functions of regulation and
supervision of the pension system were often captured by the same economic
groups responsible for managing pension funds, creating a serious conflict of
interest.'* Already early in the privatization debate, the World Bank and various
researchers identified the risk of a ‘revolving door” between the fund manage-
ment companies and the supervisory agency — that is to say the risk of industry
capture (Didier and Schmukler, 2014).

The capture of pension regulators by industry lobbies is documented in some
financial markets e.g. Ireland and United States (Turner, Hughes and Maher,
2016), and less well-documented in others. In most developing countries where
financial and regulatory structures were still underdeveloped, pension privat-
ization processes favoured the entry of large foreign financial conglomerates,
creating a quasi-market with limited competition (Impavido, Lasagabaster and
Garcfa-Huitrén, 2010). Additionally, most countries preferred to regulate and
supervise this pension quasi-market with small specialised agencies — more sus-
ceptible to regulatory and supervisory capture — than integrating the supervision
into broader financial and regulatory structures, less prone to capture (Hu and
Stewart, 2009; Turner, Hughes and Maher, 2016; Queisser, 1998a and 1998b;
Didier and Schmukler, 2014).

The close ties between politicians and the financial sector, as well as the scar-
city of high-level staff skilled in financial market regulation, contributed to
the selection of regulators from the existing industry, thus accommodating
private interests (Didier and Schmukler, 2014; Crabtree and Durand, 2017;
Urteaga-Crovetto, 2014). In Costa Rica, the ex-president of the Central Bank

" For example, in Argentina, at the turn of the century, the private pension fund supervisory body

(the Superintendence of AFPs) colluded with the government to allow pension funds to change
US dollar instruments into peso set instruments at the time when the exchange rate was at par;
this caused those instruments to lose two-thirds of their value when the devaluation of the peso
occurred (Mesa-Lago, 2008).
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Jorge Guardia publicly denounced the fact that regulators/supervisors of the fi-
nancial system, comprised of superintendencies (supervisory bodies) including
for the private pension system, often aligned with private banks’ interests."

In this context, the implementation of privatization reforms did not create the nec-
essary incentives for pension fund managers or regulators to pursue the interests
of the members of the fund. In Chile, AFPs are among the largest shareholders of
privatized public entreprises (Undurraga, 2011). Depésito Central de Valores S.A.
— a private company owned by the financial industry including the AFPs, replaced
the central bank as the custodian of pension assets (%eisser, 1998a).

Further, in many countries like the Plurinational State of Bolivia and Poland,
the direct involvement of social partners in the supervision of the private pen-
sion funds was excluded, thus decreasing the supervisory oversight in place.
Overall transparency and accountability were low and governance structures
were under-developed.

In general, the management, supervision and regulation of the pension funds
has been weak, creating room for mismanagement. The reforms created loop-
holes that allowed pension funds to reap excessive profits for the industry and
foreign investors to become dominant players. The more extensive and longer
pension systems are privatized, the larger the influence of private pension funds
and the financial sector, making the reversal from privatization more difficult

(Wilson Sockey, 2017).

G. Concentration of the private insurance industry

A further argument advanced by proponents of the pension privatization was
that it was expected to generate competition among many pension administra-
tors and thus improve efficiency and service delivery (Impavido et al., 2010). In
effect, generally when mandatory private pensions were launched a significant
number of private pension administrators were present in the market; however,
over time the move towards market concentration happened in all cases and of-
ten national companies were absorbed by large foreign corporations.

In some countries, such as the Plurinational State of Bolivia and El Salvador,
there were only two major pension administrators creating oligopolistic mar-
kets and thus defeating the benefits of competition. In the Plurinational State
of Bolivia, pension administration and assets were concentrated in the hands

15 See “En Guardia,” La Nacién, 2 October 2012.
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of two AFPs that belonged to foreign financial institutions Zurich Financial
Services AG and Spain's Banco Bilbao Vizcaya Argentaria SA (BBVA). In El
Salvador, following a number of mergers and acquisitions of pension adminis-
trators, only two administrators survived, one belonging to the Spanish BBVA,
and the other to Citigroup USA which were later bought by a Honduran and a
Colombian firm respectively , another illustration of how the private insurance
industry tends towards concentration. The number of private pension fund ad-
ministrators shrank from 60 to 21 in Hungary and the six biggest firms con-
centrated 90 per cent of contributing members. In Poland there were initially
21 funds, while over the years — mainly through mergers or acquisitions— the
sector was consolidated into only 12 funds, with 48 per cent of the assets be-
ing managed by only three funds. Argentina’s AFPs reduced in number from
24 at the time of privatization of the system to 10 at the time of the reversal of
privatization. Chilean AFPs fell from 21 to 5 between 1994 and 2008; concen-
tration of contributors in the biggest three firms rose from 67 per cent to 86
per cent (Mesa-Lago and Bertranou, 2016; Mesa-Lago, 2018; Polakowski and
Hagemejer, 2018; Szikra, 2018).

H. Who benefitted from people’s pension savings? The financial sector

Who benefited from national pension savings of individuals? This is an import-
ant developmental question. In many countries, the pension reserves of young
pension systems in the accumulative phase were used for national development;
for example, in Finland, accumulated public pension funds in the 1930-40s were
used for rural electrification and basic public infrastructure, and after 1961 to
finance industrialization, benefitting millions of Finnish people (Kangas, 2006).
However, the potential use of pension funds for national public investment was
generally lost with “funded” privatized systems, which invested the savings of in-
dividual members in capital markets seeking high returns, without prioritizing
national development goals. Privatization was supposed to give an important
role to private pension funds in national development including for housing,
infrastructure and environmental priorities through the purchase of mortgages,
government bonds and securities. However, the limited benefits of using capital
markets for these types of investments should be questioned, instead of using
direct public investment (Muller, 2008; Hujo, 2014).

Indeed, it is the financial sector, the private pension administrators and com-
mercial life insurance companies, who appear to benefit most from people’s pen-
sion savings. Table 4 below illustrates the increase in pension fund assets under
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private management, including mandatory and voluntary pensions. On average,
the amount of people’s savings going to the financial sector increases steadily
from 2000 to 2016, reaching an average of 14 per cent of the countries’ GDP. In
Chile, the amount was as high as 70 per cent of GDP in 2016. Overall, in 2016
the financial sector was administering approximately USD 616 billion of assets
covering people’s pension savings in 24 countries (Table 4).

Furthermore, in a majority of countries national investment regulations do not
include any restrictions on the investment of pension funds abroad even in coun-
tries in much need of social and economic investments (e.g. Armenia, Bulgaria,
Croatia, Czech Republic, Estonia, Lithuania, Romania and Slovakia); in others,
some limits are indicated (e.g. Costa Rica 50 per cent, Peru 42 per cent, Colombia
40 per cent, Poland 30 per cent, Mexico and the Russian Federation 20 per cent).
In Chile, private pension administrators can invest up to 80 per cent of their assets
abroad representing 56 per cent of Chile’s GDP. Only the Dominican Republic
and Nigeria prevent pension funds from investing abroad (OECD, 2018).

In addition to pension fund administrators, commercial life insurance compa-
nies have benefited from a captive market to deliver annuities. Typically, once the
member of the pension fund reaches retirement age, the accumulated balance in
the individual savings account is used to purchase an annuity (lifetime or fixed
period annuity) from the private annuity market. Insurance companies, normally
operating as part of the same economic interest groups as the AFPs, are the only
ones authorized to sell annuities and thus often charge substantial commissions.

Furthermore, often international financial groups are major sharcholders of na-
tional pension fund administrators, or the national pension funds are subsid-
iaries of large international financial corporations. In the Plurinational State of
Bolivia, the pension fund Futuro de Bolivia S.A, was acquired by Switzerland’s
Zurich Financial Services AG, and the country’s other pension fund, Prevision
S.A. is part of Spain’s Banco Bilbao Vizcaya Argentaria SA (BBVA). ' In Chile,
the pension fund Provida SA’s controlling shareholder was Spain’s Banco Bilbao
Vizcaya Argentaria SA (BBVA) until Metlife Chile took it over in 2013. Another
example is Chile’s Habitat AFP controlled by Citibank (Citigroup) and Invesco
until 2014 followed by Prudential Financial US."”

16 Zurich Financial Services Group. Annual Report 2001; see BBVA SA Prevision AFP website
www.prevision.com.bo [ June 2018].

7 Actuarial Post, 2013. “MetLife to acquire Chile's largest pension fund Provida”]; Reuters, 2014.
“Prudential Financial to buy stake in Chile's AFP Habitat”, U.S. insurer Prudential Financial has
agreed to purchase up to 40.29 per cent of Chilean pension fund manager AFP Habitat.
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From a developmental perspective, it is of major concern, particularly for devel-
oping countries, that people’s pension savings should go to large international
financial corporations. Evidence shows that pension privatization has contrib-
uted to the concentration of economic power in the hands of international
financial firms looking to generate profit rather than contribute to national
development. Indeed, privatization generated high levels of profits for pension
fund administrators. Even in countries like Hungary where pension funds were
formally required to operate on a non-profit basis, they concluded expensive ser-
vice contracts with their parent or holding companies for the administration of
the funds in order to hide profit. As a result, the average real yield of the private
pension funds in Hungary was zero between 1998 and 2005, while administra-
tion costs were above 10 per cent.

This was one of the main reasons that led countries to nationalize pension
funds. When Argentina nationalized ten private foreign-owned pension funds
(Law 26,465 Nov 2008), several international banks and insurance groups
BBVA (Spain), HSBC Holdings (UK), MetLife Inc (US) and ING Groep
NV (Netherlands) were among the companies that were controlling those
funds. By nationalizing private pension funds and converting private pension
entitlements into public pension entitlements, approximately USD 25.5 billion
was transferred from the individual accounts of the closed private system to
the Argentinian government and its National Social Security Administration

(ANSES) (Hohnerlein, 2012).

I. Limited effect on capital markets in developing countries

The World Bank in its 1994 flagship publication “Averting the Old Age Crisis:
Policies to Protect the Poor and to Promote Growth” claimed that the introduc-
tion of a mandatory private pension pillar could help to develop capital markets
and the financial sector. However, many of the arguments only hold if certain
pre-conditions are met such as the existence of well-functioning, competitive
markets with sound financial regulation (Barr, 2000, p. 37). This was typically
not the case in developing countries privatizing pensions.

The contribution of private pension funds to the expansion of local capital mar-
kets in developing and emerging economies has been limited (Laeven, 2014).
The exceptions are Chile and the high income economies, where there is evi-
dence of positive effects. However, in most of the countries in this volume, the
development of capital markets was rather limited. While Hungary, Poland and
Argentina were able to develop slightly more diversified capital and investment
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markets, —even before the reforms in the case of Argentina-, Kazakhstan and the
Plurinational State of Bolivia had nascent capital markets. As a result, private
pension fund investment opportunities and potential outcomes were limited.

Opverall, in countries with not very deep and not very diversified capital mar-
kets, investments could either be heavily concentrated abroad or focused on
government bonds. Governments opted for the latter, for obvious developmen-
tal reasons explained in earlier sections. In Hungary government bonds initially
constituted 80 per cent of all assets, and in the Plurinational State of Bolivia
81 per cent (in 2007). In Kazakhstan, pension funds invested 50.5 per cent of
contributions in national government securities, 25.9 per cent in corporate se-
curities and 10.4 per cent in bank deposits with low capital returns; only a small
share went into domestic private stocks. A similar herding trend, with highly
concentrated investments, often in government bonds and bank deposits oc-
curred in other countries that had privatized pensions and that faced similar
limitations with respect to investment markets.

Due to the heavy concentration of investments in government bonds and bank
deposits, private pension funds contributed very little to the development of
local capital markets. In fact no positive effect on the Hungarian capital mar-
ket could be traced to the pension funds, and only marginal effects were ob-
served in the capital market of the Plurinational State of Bolivia. In Costa Rica,
Dominican Republic, El Salvador and Uruguay hardly any pension funds are in-
vested in local stocks. In El Salvador where the law regulating the capital market
was enacted almost at the same time as the pension reform, the lack of national
instruments and pressure from the government resulted in 81 per cent of the
pension fund invested in state debt, which was used to finance the transition
(Mesa-Lago and Rivera, 2017). Similarly, the limited investment possibilities in
Kazakhstan and the high transition costs led to state restrictions on investment;
pension funds in Kazakhstan failed to trigger the development of the capital
market (Maltseva and Janenova, 2018).

J. Financial market and demographic risks transferred to individuals

While the primary objective of social protection arrangements is to pool risks
and to protect against life cycle risks, private individual account schemes shift
the systemic risks burden (i.e. demographic, financial and economic) to the in-
dividual. It is the worker/pensioner who bears the investment, longevity and
inflation risks in a funded individual account scheme. As regards the investment
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risk in defined contribution systems, the worker faces great uncertainties regard-
ing the future level of pension benefits as it depends on the rate of return earned.
Since financial markets in low and middle income countries are more volatile,
this risk exposure is even higher for workers in those countries. This was partic-
ularly the case during the 2008 financial crisis which had a catastrophic impact
on workers who retired with very low pension entitlements because the value of
their accumulated savings and expected future rates of return had diminished
drastically.

As the risks were transferred to individuals, the successive financial and eco-
nomic crisis had major negative social and economic impacts for workers and
pensioners. In Argentina, the domestic financial crisis of 2001-2002, lead to a
44 per cent decrease in the values of the pension funds in 2002 - from USD
20.381 million in 2000 to USD 11.650 million in 2002 (Hohnerlein, 2012).
In order to mitigate the financial losses of pension funds, avoid future risks of
financial fluctuations and guarantee the level of benefits, the termination of the
private system— discussed since 2002 — was approved during the crisis of 2008
(Bertranou et al., 2018). In Chile in 2008, the AFPs lost 60 per cent of all ben-
efits accrued during the period 1982-2008 (CENDA, 2010). The crisis has also
produced a generation of workers who face more irregular, insecure or part-time
work, leading to more disrupted contributory histories. This will most likely
translate into a resurgence of old-age poverty or a build-up of political pressure
for the (re-)introduction of solidarity elements and pension top-ups, changes in
the benefit formula or supplementary benefits for retirees.

Furthermore, in some countries the State has stepped in to finance and provide
or supplement the pensions that should have been provided by the private pen-
sion system. This was the case in Argentina before the reversal of privatization
where, as individual accounts were being drained, the State stepped in to cover
in full 77 per cent of the pensions payments to 445,000 private pillar pensioners,
as well as additional payments to 179,000 pensioners to maintain the minimum
guarantee, and 33,000 pensions for those who had depleted their individual ac-
counts (Bertranou et al., 2018).

Of concern is also the investment strategy followed by private pension funds
with high-risk portfolios which made the funds more vulnerable to economic
and financial crisis. In Peru, during the global financial crisis of 2008-2009, the
assets of pension funds dropped by 50 per cent or more as portfolio managers
of the private funds administrators AFPs, had invested the funds in high-risk
instruments taking risk even above those assumed by the participants in the
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Peruvian stock market. In addition, the evaluation of the management perfor-
mance of the portfolio managers of the AFPs shows the absence of competitive
behavior (Flores and Sanchez, 2016).

As regards the longevity risks, most countries that have mandatory defined con-
tribution schemes do not make choice of an annuity mandatory, thus allowing
for full withdrawal of account assets, in which case the individual is fully exposed
to the longevity risk. Even where annuities are mandatory, private pension funds
face a structural disadvantage since they have much smaller risk pools than a
single, public pension fund. The smaller the risk pool, the greater the variance
around the average life expectancy. Private pension funds calculate the risk of
longevity carefully - at the cost of lower annuities for pensioners (Gillion et al.,
2000, p. 59). The inflation risk erodes the value of fully funded pensions further.
Typically, defined contribution schemes do not automatically provide annu-
itized benefits and, when they do, those benefits generally are not price indexed.
Pensioners thus bear the inflation risk under the privatized schemes whereas de-
fined benefit schemes are usually indexed to prices or wages (Gillion et al., 2000).

K. Deteriorated social dialogue

ILO Convention No. 102 highlights the importance of social dialogue and
the representation of protected persons in social security governance bodies.
Participatory management of social security systems has been long established
in international social security standards, and social dialogue is one key element
to create the transparency and understanding necessary to operate social insur-
ance schemes.

Most structural reforms that privatized pensions in Central and Eastern Europe
and Latin America were implemented with limited social dialogue, which later
led to questionable legitimacy (Mesa-Lago, 2014). Prior to the reform, most so-
cial security pension funds had some form of tripartite governance through rep-
resentatives of workers, employers and the government. Privatization eliminated
such participation in the new system, despite the fact that workers were the sole
contributors and the owners of the individual accounts (in Chile, small pen-
sion funds initially had such representation, but this eventually disappeared).
In Argentina, the Plurinational State of Bolivia, Colombia, El Salvador, Mexico,
Panama and Peru, workers were excluded from the administration of their pen-
sion funds (Mesa-Lago, 2008). Likewise in Hungary, the tripartite administra-
tion of the public system continued right after the reform but was later abolished
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by the conservative government. These reforms were against ILO standards, es-
pecially ILO Convention No. 102. Article 72 of the Convention stipulates that,
“where the administration is not entrusted to an institution regulated by the
public authorities or to a Government department responsible to a legislature,
representatives of the persons protected shall participate in the management,
or be associated therewith in a consultative capacity.” The abolition of employ-
er contributions in Chile and the Plurinational State of Bolivia moreover was
against Article 71 of the Convention which requires employers and workers to
share the contribution obligations.

Decisions on pension reforms were adopted without adequate consultation or
the participation of social partners, the general public or those most affected by
the reforms. In the Plurinational State of Bolivia, privatization was undertaken
against strong opposition from the ministries of labour and health as well as
trade unions leading to public demonstrations in protest of the reform.

There were strong media campaigns to promote private pensions, often market-
ing by private pension funds, to diminish public opposition. The experience of
Hungary and Poland “demonstrates that provider’s advertising and marketing
campaigns can overshadow the government’s information NPCC [National
Pension Communication Campaign] and give rise to a situation where consum-
ers over-estimate the benefits and under-estimate the cost and risks of the DC
system.” (Atkinson et al., 2012, p. 24).

Distrust in private pension systems increased rapidly when replacement rates
plummeted and pension benefit adequacy became a serious problem, failing to
provide sufficient protection in old age, putting older persons at risk of pov-
erty, as well as when coverage extension stagnated as in the case of Hungary
and Kazakhstan, or fell as in the case of Argentina, the Plurinational State of
Bolivia, Chile, Dominican Republic, El Salvador and Mexico (Bertranou et
al,, 2018; Maltseva and Janenova, 2018; Mesa-Lago, 2018; Polakowski and
Hagemejer, 2018). In a perception survey conducted in 2008 before the reversal
of privatization in the Plurinational State of Bolivia, only 38 per cent of respon-
dents wanted to maintain the private system and 61 per cent were in favour of
a new system that reversed privatization. Even stronger opposition evolved in
Argentina during the crisis in which people had witnessed a widespread failure
in respecting contracts and property rights, accompanied by a political crisis and
a weakening of the “social contract” More recently, in Chile, over the last few
years, demonstrations against the private pension fund system mobilized mil-
lions of people in the streets.
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1.2. Reversing pension privatizations

After a couple of decades of problematic implementation, many countries began
to re-reform their pension systems. The first countries to repeal pension privat-
izations and/or consider privatizations unconstitutional were the Bolivarian
Republic of Venezuela (2000), Ecuador (2002) and Nicaragua (2005). They
were followed by Bulgaria (2007), Argentina (2008), Slovakia (2008), Estonia,
Latvia and Lithuania (2009), the Plurinational State of Bolivia (2009), Hungary
(2010), Croatia and Macedonia (2011), Poland (2011), the Russian Federation
(2012), Kazakhstan (2013), the Czech Republic (2016) and Romania (2017).

In total, eighteen countries, thirteen in Eastern Europe and the former Soviet
Union and five in Latin America, reversed privatizations, that is, 60 per cent of
the countries that had privatized pensions reversed the process and started to
switch back to public systems. As described in the previous section, these coun-
tries retrenched privatization and fully or partially re-reformed their pension
systems mainly due to the high fiscal costs of privatization; the decrease or stag-
nation in coverage and pension benefit levels; the very high administrative costs;
the shift of economic and financial risks to individuals exposing them to deterio-
rating pension levels; and the lack of tangible benefits to national development,
among other reasons. Pension privatization was not providing income security
to the majority of older persons; on the contrary, pension benefits deteriorated,
increasing gender and income inequalities. The system of individual accounts
became unpopular and untenable.

The privatization of pensions did not meet expectations in most countries and
generated a lot of frustration. The political support which had brought about
privatization reversed gear, to support a return to the public system or to min-
imize the share of mandatory private schemes in the provision of old-age pro-
tection and its financing. The experience on pensions is similar to other sectors
such as water supply, transport, postal services, electricity and power, that also
reversed carlier privatizations and re-nationalized or re-municipalized public
services in recent years (Box 3).

The main wave of pension privatization reversals occurred during the global fi-
nancial and economic crisis of 2008, when the drawbacks of the private systems
became impossible to overlook and had to be redressed. The crisis severely affect-
ed financial and capital markets, significantly reducing the real value of private
pension assets and, consequently, causing popular outrage with the results of
the private system. Many pensioners had to rely on social support as the value
of their pension benefits had fallen to very low levels, often below the poverty
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Box 3. Privatization and recent re-nationalization and re-municipalization
experiences in other sectors: Water supply, transport, electricity
and power, postal services.

The experience of the reversals of pension privatization presented in this book is not
different from other recent experiences of privatization and renationalization of the
provision of public goods and services such as utilities and transport.

In the 20th century, the role of the government as provider of public services was
not questioned until the 1980s-1990s, when the international financial institutions
such as the IMF and the World Bank as well as other organizations such as the OECD
and USAID started promoting privatization. Despite this policy push, the public sector
owns and operates the majority of public services in cities and countries all over the
world. In recent years, a number of governments that privatized are renationalizing
public services due, among others, to poor performance, reduced services, high user
fees leading to affordability issues, regulatory capture, collusions leading to monoply
profits and declines in investment. Some examples:

e Water supply: During the last 15 years, 235 cases of water remunicipalization,
concentrated in high-income countries, with 184 remunicipalizations compared
to 51 in low- and middle-income countries, for example in France, the United
States, Spain, Germany and Argentina; perhaps the most known case was Paris
(2010) water re-municipalization, which improved delivery and reduced water
prices by 8 per cent.

e Transport: Private sector failure was common in privatized local public transport,
services were reduced dramatically and prices saw steep increases. Some exam-
ples of renationalization: Japan (2010), New Zealand (2008 railways), Argentina
(2008 airlines; 2015 railways), United Kingdom (2009 railways), Pakistan (2011,
railways).

e Flectricity and power: Public ownership of electricity companies is common in
Europe, United States, Asia including China, India, Indonesia, South Korea; ma-
ny countries that had privatized reversed privatization, such as France (1982),
Germany (in 2005 renationalized electricity distribution networks and creat-
ed new public municipal renewable energy), Brazil (2007), Argentina (2009),
Finland (2011), the Plurinational State of Bolivia (2012), Japan (in 2012 Tokyo
Electric Power Company was nationalized after the Fukushima Daiichi nuclear
disaster).
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e (Qther: Postal services and communications renationalized in France (1982),
Argentina (2003), the Plurinational State of Bolivia (2008); Canada (2008)
remunicipalized solid waste collection, snow removal, police and fire to lower
costs and improve efficiency; Germany (2008) re-nationalized security, national
registration; the United Kingdom (2008) and Finland (2011) stopped urban clean-
ing private contracts for cost reduction and employment generation.

Sources: Kishimoto, Lobina and Petitjean, 2015; Hall, 2012.

line. In addition, for countries in the Eurozone that were struggling to comply
with the Maastricht criteria regarding debt and fiscal deficits, the costs of tran-
sition were excessive and found little support among governments as they were
ultimately transferring badly needed public funds to the financial sector. As a
consequence of unmet expectations and the fiscal challenges, many countries
reversed pension privatization.

Argentina terminated the individual accounts of its members and beneficiaries
during the global financial crisis in December 2008 and transferred all funds to
the PAYG scheme under the newly established Argentine Integrated Pension
System (SIPA). The government of Cristina Kirchner enjoyed vast legislative sup-
port and popular support at the time (Bertranou et al, 2018; Mesa-Lago, 2014).

Hungary turned to the IMF and the European Union (EU) for credit in the
wake of the 2008 financial crisis, limiting its scope for policy options. Hungary
had to adhere to the Maastricht criteria that set the limits of fiscal deficit at 3 per
cent and debt levels at 62 per cent of country GDP. Fiscal constraints were deci-
sive in its resolution to nationalize the private individual account system. In an
attempt to ease fiscal pressures, the Hungarian government announced for 2010
and 2011 the suspension of payments to the private pension funds as a prelimi-
nary measure and diverted these to the public system. In December 2011, Prime
Minister Viktor Orban announced the temporary measure to be permanent.
Hungary officially nationalized the private pension assets and eliminated the
individual accounts in 2011, returning to its pre-1998 mandatory PAYG public
pension system (Szikra, 2018; Simonovits, 2012).

Poland also faced fiscal constraints and high transition costs, runningat 1.7 per
cent of GDP, while trying to meet the Maastricht budget deficit criteria set at
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3 per cent (Egert, 2012). The transition costs were financed entirely by borrow-
ing, and 70 per cent of pension funds purchased government bonds, a vicious
circle that only benefited the financial sector which cashed in commissions. As a
result, in 2011 Poland cut the government’s contribution to the private pension
system from 7.3 to 2.3 per cent of salaries, shifting the difference to the public
PAYG system. In 2013, the government announced that it would let workers
transfer their contributions from the private to the public pension plan and elim-
inated mandatory contributions to the private system. Eventually, in 2014 the
government transferred government bonds held by the private funds to the pub-
lic social security institution, leaving the private funds with portfolios largely in
equities. Later that same year, people had to decide whether or not to leave some
of their assets with the private funds, with the result that only 100,000 members
remained in the private individual accounts system (Polakowski and Hagemejer,

2018).

Kazakhstan reversed pension privatization as part of a modernization plan,
Kazakbstan 2050 strategy. In 2013, it merged the ten private pension funds with
the state-run Unified Pension Fund (UPF), under the Kazakhstan National
Bank. With this move, the government not only aimed to improve efficiency in
the management of pension savings but gained access to long-term financing for
infrastructure and national development investments (Maltseva and Janenova,

2018).

Similar pressures led to retrenchments of private second pillar mandatory pen-
sions in Bulgaria, Croatia, Estonia, Latvia, Macedonia, Romania, and Slovakia.
In the Russian Federation, it was President Vladimir Putin who privatized pen-
sions in 2002, and it was also President Putin who questioned the policy and
reversed privatization back to a public system in 2012 (Wilson Sokhey, 2017;
Fultz and Hirose, 2018).

In other countries where privatization has not been reversed, both criticism of
the underperformance of private pensions systems and the prevalence of high
transition costs have acted as triggers for the introduction of some kind of re-re-
forms. For example, in 2008 Chile introduced state-financed social pensions
and supplementary pension top-ups for those who could not contribute, had
insufficient contributory years to the private system, or their pension benefits
were too low (Box 4). The government of El Salvador in 2017, in an attempt to
tackle these difficulties, increased contribution rates from 13 to 15 per cent and
decided to channel 2 percentage points to finance a new collective fund called
the Solidarity Guarantee Account, aimed at paying a guaranteed minimum and
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supplementary pensions. Colombia, following on-going discussions to tackle
performance problems of the pension system, is considering the idea of adopt-
ing a public component of notional accounts, to complement a second pillar of
mandatory individual accounts. One issue to explore is the additional fiscal cost
associated with these reforms, which could worsen existing fiscal pressures.

While many countries reversed privatization after the 2008 financial crisis, a
number of countries questioned the private model earlier, like the Bolivarian
Republic of Venezuela (2000), Ecuador (2002) and Nicaragua (2005). These
countries had strong national debates questioning the public benefit of private
pensions, ultimately leading to declaring private pensions unconstitutional and
repealing the laws that had created them. In the Plurinational State of Bolivia,
the demand for a re-reform was also endogenous, led by the high costs of transi-
tion and the detrimental social impacts of private pensions. The government of
President Evo Morales merged and nationalized the two private pension funds
and combined them with a redistributive component, a move that represented
a return to the public PAYG system. The re-reform in 2010 also introduced a
new public PAYG system called Sistema Integral de Pensiones (SIP) (Diaz, 2018;
Mesa-Lago, 2018; Navarro Medal, 2018; Pena-Jarrin, 2018). More countries are
currently considering pension re-reforms (Box 4).

Box 4. Ongoing pension reform discussions in Chile, Colombia,
El Salvador, Mexico, and Peru

Chile: Since the introduction of the Chilean private pension system in the 1980s,
several adjustments have been implemented. Over the years, low contributory cov-
erage and the adequacy of pension benefits have been questioned, both the low
benefits paid by private schemes and by the non-contributory scheme.ln 2008, a
non-contributory state-financed social assitance pension benefit was set up for those
who could not contribute, or had insufficient contributory years to the private sys-
tem during their working period. In addition, the Solidarity Supplement was created,
financed through the general budget, which consists of a top-up to the non-con-
tributory pension for those with contributions to the individual accounts, in order to
articulate the non-contributory pension with the individual account and encourage
the payment of contributions by low-income members. During the administration
of former President Michelle Bachelet, attempts were made to reform the pension
system, including creating a presidential advisory commission which collected sev-
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eral proposals, but with no legislative result. In 2018, the newly elected President
Sebastian Pifiera announced that he would undertake a pension reform to increase
the solidarity pillar, to introduce employer’s contribution at 4 per cent, and to create
a special benefit supplement for women and the middle-class who are near or past
retirement age.

Colombia: The enactment of Law 100 in 1993, introduced a pension reform that
allows a public defined benefit system and a private system of individual accounts to
coexist in parallel.Members can switch from one system to another at will. However,
the main problems that the 1993 reform intended to solve still persist, including
low coverage, inequities including high gender inequality, high fiscal pressures, and
financial unsustainability. Only a quarter of the population over the age of 65 and
only 5 per cent of women are currently benefiting from a pension. Poverty in old age
in Colombia is estimated to be one of the highest in Latin America. In the current
debate regarding pension reform in Colombia, there is agreement on expanding
the existing programmes “Colombia Mayor” (a non-contributory programme) and
“Periodic Economic Benefits (BEPS)” (a programme based on individual savings for
people in the informal economy). The idea of eliminating the duality of the current
parallel system is generally agreed, given its economic and political unsustainability.
However, opinions differ on whether the contributory component should be based
on a public system or private individual accounts. One side advocates for closing
the private individual savings system, considered by some sectors to be a bad deal
for the state and people, benefiting only pension fund administrators. Whereas the
other side promotes the elimination of the defined benefit system, moving towards
a multi-pillar system, with privately managed individual accounts as the mandatory
first pillar. Both sides are considering the idea of adopting a public component of
notional accounts.

Mexico: A first privatization reform took place in 1997, when private individual ac-
counts replaced the public PAYG defined benefits as the mandatory pension sys-
tem for private sector workers previously affiliated to the Mexican Institute of Social
Security (IMSS). In 2007, private pension schemes replaced also the PAYG scheme
of the Institute of Social Security and Services for State Workers. Mexico’s reform
followed the Chilean model and World Bank recommendations at that time. In order to
mitigate the detrimental effects of privatization on benefit levels and coverage rates,
a targeted non-contributory pension scheme was introduced at the federal level in
2007, which was further adjusted in 2013. This scheme covers the poor population
aged 65 and above. Additionally, thirteen Mexican Federal States also introduced tar-
geted non-contributory social pension schemes that pay a complementary pension to
beneficiaries aged 68 and above. According to the latest ILO estimates (ILO, 2017),
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the current coverage rate of the Mexican pension system is 64 per cent, which is
below the average for Latin America, and the projected replacement rates are merely
between 16 to 26 per cent. The annual cost of transition from the public to the private
schemes has been estimated at 1.3 per cent of GDP (2015) and it is estimated to
increase to 3 per cent of GDP in 2046, after 40 years of privatization. In this context,
there is a growing consensus that the new government should implement a reform of
the pension system, which is expected to include a universal public pension.

El Salvador: In 1998, following advice from the World Bank and the Inter-American
Development Bank, El Salvador reformed its public pension system and created
the Pension Savings System (SAP), based on individual accounts and administered
by private pension fund administrators (AFPs). Since then, coverage rates stagnat-
ed between 25 to 28 per cent of the labour force, among the lowest in the Latin
American region. The share of retirees receiving monthly retirement payments is
as low as 38 per cent, as many are not able to meet the requirement of 25 years
of contributions to receive a pension. Lump sum payments — which do not provide
income security in old age — are, unfortunately, the predominant form of pension
(62 per cent). Replacement rates among those entitled to a pension are also low,
ranging between 39 and 43 per cent of the worker’s last salary. Competition be-
tween AFPs is virtually non existant, as only two AFPs manage all mandatory pension
funds. As a result, individual accounts’ administrative costs are among the highest
in Latin America, reaching around 20.4 per cent (calculated as the net commission
plus insurance premium over the deposit in the individual account). Additionally,
high transition costs led to a worsening of the fiscal balance, with government debt
levels becoming unsustainable. It is estimated that 70 per cent of the fiscal deficit
was due to commitments related to the transition to the private pension system. In
2017, as an attempt to tackle this difficutl situation, the government reformed the
SAP, increasing contribution rates from 13 to 15 per cent and channelling 2 percent-
age points to finance a new collective fund called the Solidarity Guarantee Account,
aimed at paying guaranteed minimum and supplementary pensions. However, sig-
nificant transfers from the Government are still required to cover all pension expens-
es during this transition period, as the 2017 reforms addressed mainly the adverse
impact of the transition cost on public finances, leaving aside important matters
such as low coverage rates and benefits.

Peru: The Peruvian Private Pension System has experienced a number of reforms
since its inception in 1992. However, many problems persist including its very low
coverage of no more than 16 per cent of the labour force. Administration costs are
the highest among private systems in the region: 29.4 per cent of the deposit. In
2016, a major reform to the private pension system was introduced. Members reach-
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ing the retirement age of 65 were allowed to withdraw up to 95.5 per cent of the total
available funds in their individual account, leaving the accumulated remaining 4.5 per
cent as an insurance premium for Social Security Health Insurance to cover medical
services for life. According to recent figures, more than 95 per cent of beneficiaries
opt to withdraw 95.5 per cent of their individual account balance. This measure could
be considered as a step toward the complete termination of the private individual
account system. Public discussions are taking place, including a fusion of the two
pension systems, either into a public or a private unified system.

Source: Albo et al., 2008; ILO, 2017; Comision Presidencial Pensiones Bravo, 2015; Mesa-Lago and
Rivera, 2017; Soto, 2008; Valencia 2008.

Table 5 below gives an overview of the reversals of pension privatizations, dif-
ferentiating between two re-reform types. Some countries terminate the system
of individual accounts, transferring all private individual account funds to the
public system. Others downsize individual accounts, mainly by lowering the
share of mandatory contributions to the private pension funds or transferring
the management to the state and/or offering the choice to pension fund mem-

bers of opting back to the PAYG scheme.

While every country case is specific and needs to be assessed in its context, there
are common elements. This section will review the main experiences in terms
of: (i) timing of the re-reforms, (ii) laws enacted, (iii) basic characteristics of
the new public model, (iv) new rights and entitlements, (v) re-establishing the
public pension administrator, (vi) transfer of people and funds and recognition
of past entitlements, (vii) financing and new contribution rates, re-introducing
employers contributions, (viii) contribution collection and fund management,
(ix) supervisory and regulatory changes, (x) governance and representation of
employers and unions, (xi) social dialogue in the re-reform process; as well as
some of the positive impacts: (xii) reduced administrative costs, (xiii) social and
economic impacts, and (xiv) fiscal impacts.'® Table 6 summarizes selected coun-
try results in each of these areas.

Unless stated otherwise, the majority of the information in this section is abstracted from the
cases of Argentina (Bertranou etal., 2018), the Plurinational State of Bolivia (Mesa-Lago, 2018),
Hungary (Szikra, 2018), Kazakhstan (Maltseva and Janenova, 2018) and Poland (Polakowski
and Hagemejer, 2018).
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Table 5. Reversal of individual accounts and pension privatization

Terminating Individual Accounts Downsizing Individual Accounts

Venezuela, Bol. Rep. of (2000), Ecuador
(2002) and Nicaragua (2005).

Argentina, 2008 (government ends individ-
ual accounts and transfers funds to PAYG
system)

Hungary, 2010 (government transfers indi-
vidual accounts to PAYG system, merging
with state budget)

Bolivia (Plur. State of), 2009 (constitutional
ban on social security privatization and
closing of individual accounts system for
new entrants)

Russian Federation, 2012 (contributions to
individual accounts are diverted to social
insurance)

Poland, 2011 (downsizing) and 2014
(transfer of all individual accounts back to
the ZUS social insurance PAYG system)

Czech Republic, 2016 (new government
ends Individual Accounts System)

Bulgaria, 2007 (cancelled the contribution
increase in the individual account pillar —
currently frozen at 5 per cent)

Estonia, 2009 (government suspended its
4 per cent contribution to the 2nd pillar)

Latvia, 2009 (individual account contribu-
tion reduced from 8 per cent to 2 per cent)

Lithuania 2009 (individual account
contribution reduced from 5.5 per cent to
1.5 per cent)

Macedonia, 2011 (Contributions to man-
datory individual accounts reduced from
7.42 per cent to 5.25 per cent)

Croatia, 2011 (mandatory individual
account contribution reduced from 10 per
cent to 5 per cent).

Slovakia, 2012 (Individual account contri-
bution reduced from 9 per cent to 4 per
cent)

Kazakhstan, 2013 (transfer of administra-
tion to the Government)

Romania, 2017 (government reduced and
froze contribution rates to 2nd individual
account pillar)

Source: Bertranou et al., 2018; Diaz, 2018; Fultz and Hirose, 2018; Kay, 2009; Maltseva and Janenova, 2018;
Mesa-Lago, 2014 and 2018; Navarro Medal, 2018; Pefia-Jarrin, 2018; Polakowski and Hagemejer, 2018;
Szikra, 2018; Velculescu D., 2010.

Timing is of critical importance to policy makers — how long will it take? The
available experiences show that pension privatization can be reversed quickly.
In Hungary, the renationalization of pensions was conceptualised and imple-
mented between April and December of 2010, and in Argentina, from October
to December 2008. In Kazakhstan, the re-reform happened in approximately
one year between 2012 and 2013 due to a strong initiative on the part of the
government and little involvement of stakeholders. In other countries, reversing
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pension privatization took longer, as pension reforms operate within a complex
political economy framework, often involving the conflicting economic and po-
litical interests of different stakeholders, for example, the pension fund admin-
istrators and trade unions. In the Plurinational State of Bolivia, the re-reform
took around four years between 2006 and 2010, and will be fully implemented
only in 2019. Similarly in Poland, pension re-reform elements were introduced
in several steps since 2010 up to the conclusion in 2014, with a duration of
around four years.

The fastest reversals from pension privatization took only a few months. The
re-reform process in Hungary started in April 2010 with the government’s plan
to reduce its deficit and debt. In October 2010, the Parliament adopted a law
to redirect private pension fund contributions to the treasury for 14 months. In
late November the same year, the Government introduced and adopted a law to
eliminate the private individual account pillar, which took effect in December
2010. In Argentina, the main re-reforms were also fast-tracked in a few months.
The government of Argentina started encouraging debates on the future of the
pension system in 2002, involving various stakeholders, experts, and national
and international institutions. There was a first soft re-reform pension law in
April 2007, which imposed caps on private pension administrative fees, en-
abled members to choose between the private and the public system, and made
the public PAYG system the default for new entrants. In October 2008, amid
the international financial crisis, the government announced the renationaliza-
tion of pensions, and a second re-reform law approved by the Senate national-
ized individual accounts by transferring the members and assets to the public
Guaranteed Fund, marking the end of the private pension system in Argentina
(Bertranou et al., 2018).

In Kazakhstan, the pension privatization reversal took place as part of a broader
reform (Socio-Economic Modernization — Kazakhstan 2050 strategy). Starting
in 2012, the president requested the development of reform proposals; after
which the government conducted consultations with various stakeholders, in-
cluding civil society groups and pension fund administrators. On 23 May 2013,
the Parliament adopted the re-reform bill, transferring all pension assets and
obligations to the newly created UPE.

Other reversals of pension privatization took longer in terms of the political
process, but once approved, implementation was fast. The government of the
Plurinational State of Bolivia started the re-reform process in 2006 with pub-
lic discussions and debates involving ministries, trade unions, employers, civil
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society and other relevant national stakeholders, including debates at the
National Assembly. In 2009, the new constitution formally banned the private
administration of social security schemes, and in December 2010, the re-reform
law was approved, creating a public PAYG system for new entrants. In 2015,
a public administrator (Gestora Piblica) was announced to replace the private
pension fund administrators marking the end of private management of manda-
tory individual accounts.

From 2010 to 2013, the government of Poland launched media campaigns
exposing the negative aspects of the private pension system. In 2011, its new
pension law cut the contribution rate to the private system, and the Polish gov-
ernment requested a review of the pension system. In 2013, the Government
allowed workers to divert their contributions from the private to the state-run
pension funds. As of January 2014, the individual accounts were no longer

mandatory and current members are allowed to transfer to the public scheme
(Polakowski and Hagemejer, 2018).

1.2.2 Laws enacted

Pension reforms require passing legislation. In all cases reviewed in this study,
laws were enacted, e.g. regarding the termination of privately managed individ-
ual accounts and creation of public PAYG pension systems. In some cases, the
country had first to approve a law that reduced the private system, then another
law to terminate it (Argentina, Hungary, and Poland), while in other cases it only
required one law to reverse the privatization (Kazakhstan and the Plurinational
State of Bolivia). It is worth noting that in the Plurinational State of Bolivia the
pension re-reform was an integrant part of a larger process, which culminated in
a new Constitution in 2009.

In Argentina, law 26,222 of April 2007 introduced the possibility of opting for
the public system, made it the default for new entrants and improved the benefit
adequacy by increasing pension accruals from 0.85 per cent to 1.5 per cent of
past earnings per year of contribution. Its cornerstone law 26,425, of December
2008, climinated individual accounts systems by transferring all members to the
public PAYG system, the Sisterna Integrado Provisional Argentino (SIPA).

In the Plurinational State of Bolivia, the new Constitution that came into ef-
fect on 7 February 2009 banned social security privatization and reaffirmed
the guarantee of a universal non-contributory pension (Renta Dignidad). The
year after, the re-reform law No. 065 of 10 December 2010 replaced the private
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system with a new public PAYG defined benefit system for new entrants, the
Sistema Integral de Pensiones (SIP). In 2015, the Decreto Supremo 2248 created
the public entity Gestora Priblica to manage remaining individual accounts, with
starting date in March 2019, as a result of two decrees in 2016 and 2017.

In Hungary, the Act CI/2010 of October 2010 directed private pension
fund contributions to the treasury for 14 months, and the law 1281/2010 of
December 2010 established the automatic transfer of workers to the public
PAYG system. In Kazakhstan, law No.105-V ZRK of 21 June 2013 on Pensions
transferred all members to the public Unified Pension Fund (UPF).

In Poland, the Law of 25 March 2011 introduced the re-reform by reducing
the contribution rate to individual accounts from 7.3 to 2.92 per cent, and di-
recting the remaining individual accounts to the public NDC system. In 2013,
the Law of 6 December concretized the nationalization of the pension system
by withdrawing the obligation to contribute to individual accounts, making it
voluntary for all new entrants, and allowing the transfers of current individual
accounts to the public NDC scheme.

1.2.3 Basic characteristics of the new public model

Although the re-reforms differ from each other, there are main common ele-
ments in the configuration of the new pension systems after the re-reforms. All
cases retreat from privatization, downsizing or abolishing mandatory individual
accounts and strengthen public social insurance based on the principles of social
solidarity and shared responsibility for pension provision among government,
employers and employees. We can differentiate between re-reforms that weak-
ened the individual accounts of a pension system and re-reforms that terminat-
ed them, presented earlier in Table 5. Among the cases studied, Argentina, the
Plurinational State of Bolivia, Hungary and Poland carried out re-reforms in
greater depth, either by terminating the mandatory private pillar or closing it to
new entrants. Other countries are still re-reforming their pension systems, like
Kazakhstan, which at the moment has a transitory first public pensions pillar on
PAYG basis while also keeping the individual accounts with the management
having been transferred from private to public entities. Countries returned to
a public PAYG system as prior to the privatization, in accordance with ILO
international social security standards, with defined benefits in Argentina, the
Plurinational State of Bolivia, and Hungary; or with notional defined contribu-
tions in Poland. They strengthened the redistributive elements of the pension
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system, including by new or enhanced non-contributory social pensions, to im-
prove old-age income security.

Most pension systems in the world comprise three or four tiers or pillars, de-
scribed in Box 1, namely Pillar 0, universal non-contributory social pensions;
pillar I, mandatory public social insurance; pillar II, complementary contribu-
tory component (voluntary or mandatory); and pillar III voluntary private pen-
sions. The great pension reform debate over the past decades evolved around
the design and management of the large contributory pillar I and the smaller
complementary pillar II.

The new model in Argentina consists of a three-pillar system, composed of a
non-contributory Universal Basic Pension scheme — “Pensidn Universal para
Adultos Mayores” administered by the Ministry of Social Development; a pub-
lic PAYG defined benefit mandatory scheme — Sistema Integrado Previsional
Argentino (SIPA) administered by the public entity ANSES; and complement-
ed with an option to contribute to voluntary private pension funds (Bertranou
etal., 2018).

The Plurinational State of Bolivia’s pension system after the renationalization
is comprised of a non-contributory Universal Basic Pension scheme Renta
Dignidad; a public PAYG defined benefit mandatory scheme; and a semi-con-
tributory scheme, the “Fondo Solidario”, aimed at guaranteeing minimum pro-
tection for those with low pension levels (Mesa-Lago, 2018).

In Hungary, the pension system has returned to a three-pillar model as prior to pri-
vatization. The new model consists primarily of a non-contributory means-tested
scheme and a public PAYG DB scheme. Workers have moreover the possibility of
voluntary contributions to private pension funds.

In Poland, the system, after the reversal, consists of a public system of a manda-
tory first pillar NDC pension scheme run by the state. A guaranteed minimum
pension is financed from public funds. In addition, a means and pensions-tested
benefit is provided. There is an occupational pension for workers in high-risk
occupations financed by employers. Private Individual accounts for additional
savings are voluntary as of 2014 (Polakowski and Hagemejer, 2018).

Kazakhstan’s new pension system has three pillars. The zero pillar provides a
floor, a non-contributory basic and solidarity pension. The first pillar has two
types of mandatory public pensions, one is a DB scheme running on a pay-as-
you-go basis and the other is based on individual accounts managed by a public
pension fund. The last pillar is a voluntary private scheme. The government is
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considering a new public PAYG NDC scheme financed by employers contribu-
tions to be implemented in 2020 to complement the current system (Maltseva
and Janenova, 2018).

1.2.4 New rights and entitlements

Shifting back to a publicly managed PAYG defined benefit pension system re-
quires defining the rights and entitlements under the new scheme, in particular
regarding the defined benefit levels and possible solidarity and redistributive
clements, as well as the other parameters such as the retirement age, the pen-
sion formula, contributory ceilings and floors, eligibility criteria related to the
minimum required duration of contributions and contribution rates. The ILO
Conventions No.102 and No. 128 envisage the provision of income security to
people at pensionable age through defined benefits with periodic payments of
at least 40 per cent (Convention No. 102) or 45 per cent (Convention No. 128)
of the reference wage after 30 years of contribution or employment. These stan-
dards also require that pensions need to be periodically adjusted following sub-
stantial changes in the cost of living and/or the general level of earnings (Box 2).

With the reversal of private pension systems, benefit levels improved in most of
the countries. In Argentina, the Plurinational State of Bolivia, and Hungary and
Kazakhstan, members were granted the right to real pension entitlements based
on defined benefits. The pension benefits are guaranteed by law, either as a min-
imum benefit or as a share of previous earnings. In most of the cases the replace-
ment rates exceed the requirements of ILO Conventions No. 102. In Poland,
however, benefit levels have not improved as the public pension continues to be
based on a defined contribution system.

Additionally,inaccordance withILO Social Protection Floors Recommendation,
2012 (No. 202), a non-contributory pension is guaranteed by the government
of the Plurinational State of Bolivia and Kazakhstan to all the population above
pensionable age, while in Argentina, Hungary and Poland it is delivered as a
means-tested and/or pension-tested benefit.

In Argentina, men and women with at least 30 years of contributions can benefit
from the PAYG pension at the age of 65 and 60 respectively, and a pension-tested
benefit provided to persons aged 65 and above not receiving any other pension,
and a means-tested benefit is provided to persons aged 70 and above without
any other income. The PAYG DB pension replacement rate was estimated at
around 71.6 per cent assuming 35 years of contribution based on the average
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wage (OECD, 2017b), comprising of a flat-rate pension of USD 194, plus
1.5 per cent of the insured’s average monthly earnings multiplied by the number
of years of contributions. The pensions-tested non-contributory scheme delivers
a monthly benefit of USD 329 - corresponding to 80 per cent of the minimum
PAYG pension; and the means-tested scheme pays USD 288 monthly, corres-
ponding to 70 per cent of the minimum PAYG pension

In the Plurinational State of Bolivia, the universal non-contributory pen-
sion Renta Dignidad is granted to all the population aged 60 and above.
Beneficiaries receive approximately USD 563 per year (around USD 47 per
month), or USD 469 per year if they are already benefiting from another pen-
sion. Pensionable ages were lowered for the new public PAYG DB pension to 55
for men and 50 for women, and a replacement rate of 70 per cent is guaranteed
with 30 years or more of contributions. The Solidarity Fund finances any gap to
meet the guaranteed level of benefit.

Hungary’s contributory PAYG DB scheme grants pensions to both men and
women at the retirement age of 63 and 6 months, while means-tested non-con-
tributory benefits are available from the age of 62. For 35 years of contributions,
for example, the replacement rate of the PAYG pension is guaranteed at 74 per
cent of average earnings. The pension accrual rate is 33 per cent for the first ten
years of contributions; 2 per cent annually between 11 and 25 years of contri-
butions; 1 per cent annually between 26 and 36 years of contributions; 1.5 an-
nually between 37 and 40 years of contributions;, and 2 per cent annually above
40 years of contributions. The minimum monthly pension is guaranteed at
USD 103 as of 2018, and the non-contributory means-tested benefit is around
USD 79 per month as of 2013 (Szikra, 2018).

All citizens in Kazakhstan regardless of employment period are covered by a uni-
versal solidarity pension, which provides a benefit in 2018 of between USD 45
and USD 82.5 - corresponding to 54 and 100 per cent of the minimum sub-
sistence level respectively. For the employed, the PAYG pension — with contri-
butions solely from the State- guarantees replacement rates of between 60 and
75 per cent of the previous wage, for men from the age of 63 with 25 years of em-
ployment, and women from the age of 58.5 with 20 years of employment respec-
tively. The Individual accounts system managed by public UPF offers annuities
with a monthly benefit no lower than USD 98.4 (Maltseva and Janenova, 2018).

In Poland, contributory PAYG NDC pension benefits are available for men and
women from the age of 65 and 60 respectively. Pension benefits include a min-
imum guaranteed monthly pension of approximately USD 240 (as of March
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2016), financed by government, and a monthly pension from the NDC system.
The NDC system is based on contributions and replacement rates are estimated
at 39 per cent for men with 45 years of continuous contribution, and 34 per cent
for women with 40 years of contributions which are among the lowest rates in
OECD countries (OECD, 2017a) and fail to comply with ILO standards (ILO
Conventions No.102 and No. 128). The government also provides a means-test-
ed and pensions-tested benefit of around USD 129 per month as a targeted so-
cial assistance (Polakowski and Hagemejer, 2018).

1.2.5 Re-establishing or creating a public pension administrator

With the end of privately managed individual accounts, the fragmented man-
agement of pensions by a multiplicity of private administrators collecting
contributions and managing smaller funds —a major design problem in most
of the privatization reforms— was replaced by a centralised public administra-
tor. This allowed for increased administrative efficiency and thus a reduction of
administrative costs; and consequently, the improvement of benefit levels for
members in most countries. Reducing the number of funds also increased trans-
parency and allowed for greater risk pooling overall bringing the pension systems
more in compliance with the principle of transparent, accountable and sound
financial management and administration (ILO Recommendation No. 202).

In some cases, a new entity was created to take over the management of individ-
ual accounts, e.g. Kazakhstan, while in others those accounts were transferred to
pre-existent public pension administrators. As the public PAYG system was still
operational in Argentina, the reversed system administration switched back to
ANSES. Similarly, in Hungary, the administration of the system continues un-
der the responsibility of a public entity, the Central Administration of National
Pension Insurance (ONYF). Also in Poland, the management of the pub-
lic PAYG NDC scheme remains with the Polish Social Insurance Institution
(ZUS), which was already in operation prior to the re-reform. The Plurinational
State of Bolivia and Kazakhstan created new public pension administrators, the
Gestora Piblica and the UPF, respectively. In Kazakhstan, investment manage-
ment of the UPF’s pension assets was transferred to the National Bank of the
Republic of Kazakhstan (NBRK) (Mesa-Lago, 2018).

In light of the back and forth between private and public pension fund man-
agement, a key issue in the reform countries will be to ensure efficient, sound
and transparent administration of the pension scheme to re-establish the trust
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of workers and pensioners in the system. Basing the system on sound actuarial
valuations to ensure financial sustainability and making the related information
publicly available in a factual, user-friendly manner through a non-ideological
communication and information strategy is an important step to re-gain the
trust of the population.

1.2.6 Transfer of members and funds and recognition of past
entitlements

The transfer of members from the private to public system implies the transfer of
the assets of pension funds — as recognition of cumulated benefits in the system
that is closing. The resources could be transferred to another individual account,
a notional account, or a collective fund. In all studied cases, except Kazakhstan,
the reversal of private pension systems meant the return of most members and
their cumulated assets to a collective public fund.

The funds transferred improved governments’ fiscal position, ending the pres-
sures created by privatization transition costs, relieving public debts and deficits.
In Argentina, all members and assets from the mandatory private funds —around
9.5 million people and USD 25.5 billion— were transferred to the public system.
With the transfer of funds to the public system, there was an increase in the
lawsuits of pensioners against the Argentine State, alleging issues of unconstitu-
tionality. Lawsuits against the pension system existed well before the re-reform,
a long-standing practice in the country. A number of lawsuits came from the
manner in which the initial benefits were fixed and their subsequent adjustment
as well as from the methodology for the recognition of rights for the transfer of
members between systems (Bertranou, 2011).

In the Plurinational State of Bolivia, all individual accounts and assets —around
0.5 million members and USD 5.4 billion— were transferred from the mandato-
ry private system to the public system in 2010, despite the temporary continu-
ation of private management (Mesa-Lago, 2014). In Hungary, by 2011, almost
all members —2.93 million out of 3 million— chose to return to the public PAYG
system with their assets totalling USD 11 billion; the benefit calculation for
those transferred is based on defined benefit formula (Szikra, 2018).

In Kazakhstan, the management of all individual account pension funds and
members was transferred automatically to the public Unified Pension Fund;
benefits continue to be paid following the individual account defined contribu-
tion formula. In Poland, no transfer of members was required as every individual
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account member was also affiliated with the public system. Approximately USD
33 billion of assets from the individual account pension funds were transferred
to the individual NDC accounts in the public scheme in 2014. Assets of mem-
bers that remained in the individual account pension fund will be moreover
gradually shifted to the public tier NDC duringa 10 year period prior to retire-
ment, the so-called “zipper mechanism” that aims to protect workers from low
pension levels (Polakowski and Hagemejer, 2018).

1.2.7 Financing mechanisms: New contribution rates including
re-introducing employers’ contributions

In a multipillar system, the government general budget typically finances the
zero pillar non-contributory component, while workers’ and employers’ contri-
butions finance the first pillar and in most countries, the government guarantees
the pension payments of PAYG schemes in case of a deficit (Cichon et al, 2000).
In many of the re-reform studies documented employers’ contributions were
re-introduced, strengthening the principles of solidarity and participation of all
social stakeholders in financing pensions.

In Argentina, the government finances the non-contributory Universal Basic
Pension by taxes, while the contributory public PAYG scheme receives contri-
butions from workers at a rate of 11 per cent, and from employers at a rate of
10.17 per cent.”

In the Plurinational State of Bolivia, following the re-reform the contributory
public PAYG system is financed through contributions from workers at a rate
of 12.71 per cent, and from employers at a rate of 3 per cent. The non-contrib-
utory Universal Basic Pension (Renta Dignidad) is financed by the government
through a tax on hydrocarbons, and revenues from the capitalization of former
public enterprises. The semi-contributory (solidarity) scheme is collectively fi-
nanced by workers at rates of from 0.5 to 10 per cent according to the level of
income, and by employers at a rate of 3 per cent.”’

1" 'The 16 per cent rate employers used to pay - reduced to 10.8 per cent due to the 2001 crisis in

Argentina (Hohnerlein, 2012) - was not restored.

Worker’s contribution rates are 0.5 per cent of monthly declared earnings from 1,656 bolivianos
t0 13,000 bolivianos; 1 per cent of monthly declared earnings from 13,001 bolivianos to 25,000
bolivianos; 5 per cent of monthly declared earnings from 25,001 bolivianos to 35,000 bolivi-
anos; and 10 per cent of monthly declared earnings above 35,000 bolivianos. The minimum
wage is 2,000 bolivianos, approximately USD 289 as values of 2017.
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In Hungary, the re-established public PAYG scheme is financed through contri-
butions from workers at a rate of 10 per cent, and from employers at a rate of
24 per cent. The non-contributory pension benefits are tax funded (Szikra, 2018).

In Kazakhstan, the universal solidarity pension is financed by the government
through taxes, and the individual accounts scheme is financed by workers with a
contribution rate of 10 per cent. Employers contribute at a rate of 5 per cent into
the mandatory occupational pension scheme for employees in hazardous and
dangerous working conditions — as the result of the re-reform. Employers will
finance the NDC scheme at a contribution rate of 5 per cent starting in 2020
(Maltseva and Janenova, 2018).

The public PAYG NDC scheme in Poland is financed through contribution
payments totalling a rate of 19.52 per cent equally shared between workers and
employers as introduced by the re-reform. Since individual accounts are volun-
tary as of 2014, contributions go by default to the public NDC. Potential defi-
cits of the system will be covered by the state budget.

1.2.8 Contribution collection and fund management

In private pension systems, the fragmentation of contribution collection was a
major problem. With each of the funds establishing in parallel their own sys-
tem to collect contributions and keep related records, administrative costs are
much higher and less efficient not benefiting from economies of scale of a sin-
gle administrative body to manage the funds. With the reversals, government
in all cases centralized the collection of contributions through a public agency,
either the tax collector or the public pension administrator, allowing increased
efficiency and effectiveness. By also centralising the management of the invest-
ment in a public entity, a more diversified portfolio, e.g. in the Plurinational
State of Bolivia, and a focus on development projects, such as in Argentina and
Kazakhstan.

In Argentina, the Federal Administration of Public Revenue, a central tax collec-
tion agency, is now responsible for collecting contribution payments, while the
ANSES manages the public pension system. The National Bank of Argentina
is responsible for operational procedures and the Investment Committee (with
members from ANSES, the Secretary of Finance, the Secretary of Treasury)
for defining the investment criteria. In the Plurinational State of Bolivia, the
private pension fund administrators continue to be in charge, on a temporary
basis, of collecting contributions and managing the fund and investments. The
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Gestora Priblica will take over these responsibilities once operational in 2019. In
Kazakhstan, the Unified Pension Fund is responsible to collect contributions,
while the National Bank of Kazakhstan is managing the fund and its invest-
ments. In Poland, the public entity ZUS remains in-charge of collecting social
insurance contributions, paying out pension benefits, and managing the invest-
ment of the public pension fund. In Hungary, contributions are collected by the
National Tax and Custom Administration, while the public funds are managed

by the Treasury (Szikra, 2018).

1.2.9 Supervisory and regulatory changes

At a minimum, regulation should include the following three elements: (i) ac-
counting standards that provide information enabling an independent audit-
ing process to verify the information and regular reporting of solvency and
financial performance data; (ii) regulation to guide the managers’ behaviour
and (iii) institutions able to enforce the rules and regulations (Gillion et al.,
2000). Most privatizations created autonomous bodies for the regulation and
supervision of private pensions, for example the superintendencies in Argentina
and the Plurinational State of Bolivia, or Financial Supervisory Authorities in
Hungary and Poland. In practice, however, the transparency and accountability
of the private systems were often questionable, resulting in underperformance of
the funds and the administration.

In Kazakhstan, for example, most private pension fund administrators did not
publish the list nor the structure of shareholders. Due to scarce regulation, they
made decisions regarding investments and administrative expenses. Similarly in
Poland administrative fees remained unregulated until 2014, and no regulato-
ry action was ever taken on oligopolistic practices of private pension providers.
With the reversal of the privatizations, most supervisory and regulatory agen-
cies were replaced by newly created or reinforced public entities, often part of a
broader regulatory structure, therefore increasing the transparency, accountabil-
ity, and governance of the pension system, at the same time making it less prone
to industry capture.

Argentina abolished the Superintendency that previously watched over the
private pension funds and introduced as part of the re-reform a congressional
committee (with elected members from both chambers) that monitors the
public PAYG pension scheme and its evolution, and may give non-binding rec-
ommendations. The Plurinational State of Bolivia established a new public and
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non-autonomous Pension and Insurance Supervisory and Control Authority
to replace the previous Superintendence (supervisory authority of the private
individual account system), with the mandate to oversee both pensions and
insurance. In Hungary, the supervisory and regulatory functions are now un-
der the Ministry of Human Resources and the Hungarian National Bank. In
Kazakhstan, the Agency for Regulation and Supervision of Financial Markets
and Financial Organizations (AFN) oversees the National Bank of the Republic
of Kazakhstan and its operation, including pension funds management. In
Poland, the private individual accounts and public pension funds are regulat-
ed by the Financial Supervision Authority (FSA), which is overseeing financial
markets, including the banking sector, capital and insurance markets, coopera-
tive savings and credit unions and other payment institutions and services. The
Ministry of Family, Labour, and Social Policy provides general supervision of
the public schemes under ZUS (Polakowski and Hagemejer, 2018).

1.2.10 Governance of the re-reformed systems

The governance of pension systems ensures adequate policy formulation and re-
lated decision-making processes, the institutional arrangements and implemen-
tation structures, as well as the administrative operations to actually make the
structures work, including supervision (Gillion et al, 2000; Cichon et al, 2000).
Pensions were privatized in a number of countries based on hypothetical debates
on the improvements that the private sector would bring; however, as presented
in earlier sections, the private model did not deliver. As a result, the role of the
governments was strengthened.

The re-reforms reinforced the government’s role in the administration, regu-
lation and supervision of the pensions systems in all cases. In some cases, the
new governance system includes a tripartite structure in accordance with ILO
international standards on social security, as in Argentina. Others like the
Plurinational State of Bolivia despite the constitutional mandate, have not yet
included tripartite representation, which may undermine the political sustain-
ability of these new public pension systems (Mesa-Lago, 2018).

Argentina, for example, created a National Congress Commission and a tripar-
tite advisory council, including representatives from pensioners and banks. In
Poland, the participatory character of the governance framework was improved,
as representatives of trade unions and employers are members of the superviso-
ry board of the ZUS. ZUS is governed by the Management Board composed
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of 2-4 members, who are appointed and dismissed by the Supervisory Board
(tripartite) on the recommendation of the President of ZUS. After restoring
the public pension system, Hungary created in 2010 the Economic and Social
Council, a national tripartite consultation body, which includes the participa-
tion of workers, employers’ and social civil society representatives; however,
no specific tripartite representation took place under the new pension system.
Meanwhile in the Plurinational State of Bolivia and Kazakhstan, the govern-
ment significantly increased its executive powers over the pension systems with
no representation of workers and employers in the governance of the schemes.
In Kazakhstan, the UPF is managed by the National Bank, while the oversight
of the advisory body is placed directly under the president of the Republic
of Kazakhstan.

1.2.11 Social Dialogue in the re-reform process

The government, social security institutions, employers and workers as contrib-
utors and beneficiaries, retirees/beneficiaries are the key stakeholders in a social
security system and thus should be involved to some extent in the governance
of that system. In particular, the representation of both workers and employers
is enshrined in the ILO international labour standards (Box 2). Involvement
can consist in participation in re-reform decisions, monitoring performance and
having a role in the administration of the scheme.

The overall weak performance of the private schemes in terms of low benefit
levels and generally decreased coverage, and the aggravated burden of the gov-
ernment in terms of the high transition costs and high administrative costs,
motivated governments to undertake the re-reform process with eagerness, gen-
erally speed was prioritized over social dialogue. While the financial crisis re-
duced the resistance of private pension administrators against reversal, and the
population was in general supportive of the re-reforms switching back to public
systems, governments tended to centralise processes, sometimes ignoring com-
plaints from both the private administrators against the re-reforms, and from
the trade unions who supported for the reversal of pension privatization but
wanted additional changes.

In Argentina, despite the long process to re-reform pensions, the financial crisis
of 2008 accelerated the implementation process; As a result, the final pension
bill for renationalization of the pension assets was implemented by the govern-
ment in just a couple of months after it has been announced, providing limited
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time to social partners, civil society and pension funds to react to the announce-
ment. While trade unions were generally supportive of the re-reform, employ-
ers’ organizations and the financial sector were resistant to the process, and a
counterproposal was elaborated by private pension administrators (Bertranou
etal., 2018).

The government of the Plurinational State of Bolivia consulted the sole trade
union federation Central Obrera Boliviana (COB) during the preparation pro-
cess, and held public and congressional debates — reaching consensus with the
workers. However, the government involved employers’ organizations to a lesser
extent — for example the Confederation of Private Employers was not consulted
on employers’ contributions to the Solidarity Fund.

In Hungary, the Economic and Social Council was created in 2010 to replace
the previous national tripartite consultation body, however with less negotia-
tion power and unable to influence the re-reform process, which was led by the
government and implemented at a quick pace avoiding any consultation. Trade
unions were against the lack of social dialogue, but supportive of the national-
ization, and employers’ organisations were mobilized to protest against the na-
tionalization, but without any success. The Government gained back popularity
after the pension re-reform.

Similarly, there was also only minimal social dialogue involved in the re-reform
formulation in Kazakhstan. The re-reform was strongly led by the President
and the Government, with little participation from for civil society, social
partners, pension funds and public involvement in the re-reform process and
the debate around it. The public was more divided with opposing groups or-
ganizing protests against the reforms. Most of the protests addressed issues
around increased retirement age and the effect of pension re-reform on wom-
en. Overall, actual resistance to the re-reform came in the majority of cases
only from members of the financial and private pension fund community
(Altiparmakov, 2014).

In Poland, the formal consultation body is not yet operating, as the trade unions
boycotted the Tripartite Commission in 2013, therefore closing the door to pos-
sible discussions on the social security system. The re-reform process in Poland
lacked transparency and there was only limited social dialogue or open discus-
sion and communication surrounding the pension re-reform. Nonetheless, the
move to transfer private pension assets back to the public fund has been well

received (Cohen and Cienski, 2014).
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High administrative costs, including the various forms of fees and commissions that
the private individual account funds were charging their members posed a serious
problem and in many cases spurred the re-reform process. The OECD observed
that countries with DC systems and a large number of small funds had higher oper-
ating costs, including administrative costs and investment expenses, than countries
with public PAYG defined benefit and hybrid systems. Operating costs in 2016
(Figure 2) in Latvia accounted for 1.5 per cent of assets under management, 1.3 per
cent in the Czech Republic, 1.1 per cent in Spain, 1.0 per cent in Estonia, 0.8 per
cent in Australia, 0.7 per cent in Greece and the Slovakia, while in DB schemes in
comparison they accounted for 0.3 per cent of total assets in Belgium and Portugal,
0.2 per cent in Denmark, Germany, Iceland, Italy, Luxembourg, Norway and the
United Kingdom and 0.1 per cent in the Netherlands (OECD, 2017b).

As a part of the re-reforms, many countries introduced measures to curb ad-
ministrative costs to ensure that the new pension systems would be less cost-
ly. Commissions and premium fees were effectively abolished in Argentina

Figure 2:  Operating expenses in selected OECD countries, 2016 (as a percentage
of total assets)
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including for the public system. Commissions and fees were also abolished for
the remaining individual account funds in Hungary. In Kazakhstan, commis-
sion fees and operational costs were halved under UPE. Administrative fees have
been decreasing in Poland, even prior to the re-reform and as the funds are now
managed by ZUS, costs are likely to decrease further due to economies of scale
(Polakowski and Hagemejer, 2018).

1.2.13 Social and economic impacts

Pensions systems have significant social and economic impacts. Social impacts
depend largely on pension scheme design regarding the treatment of individuals
with irregular work histories, low incomes, family care obligations and others.
Defined benefit, PAYG schemes are better able to fulfil the principles solidarity
and of non-discrimination, gender equality and responsiveness to special needs
(Recommendation No. 202, Woodall and Hagemejer 2009). Public systems can
also deliver positive economic impacts by investing people’s savings in national
public development projects.

The reversal of pension privatization improved the level of benefits due to new
rights and entitlements and the solidarity principles that underpin defined ben-
efits schemes. Benefits for women were improved in countries such as Argentina,
the Plurinational State of Bolivia, and Hungary. Additionally, most re-reforms
also resulted in an increase of coverage, including through the creation or
strengthening of social pensions. With the increase in coverage rates, the in-
troduction and extension of non-contributory benefits and higher replacement
rates in the reintroduced PAYG schemes, the risk to fall into poverty in old-age
has been significantly lowered in all countries.

Governments moreover were able to invest part of the nationalized funds in
public development projects, as in Argentina and Kazakhstan. For example,
in Argentina, the Government invested a part of the nationalized funds in pub-
lic investment projects (e.g. nuclear power electricity plants, roads, trains, public
housing, etc.) to create public goods which are expected to create positive mul-
tiplier effects with regards to public revenues such as taxes and social security
contributions (Hujo and Rulli, 2014).

In Argentina, accrual rates increased from 0.85 to 1.5 percent, added to the
Universal Basic Pension, that led to an increase in coverage and benefit lev-
els, especially for women and for low income groups. Part of the re-reform in
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Argentina involved the introduction of a universal basic pension (PBU) that
helped to increase both coverage and adequacy of benefits. The gender gap was
also addressed as part of the expansion of contributory pension coverage. For
instance, mothers with seven or more children and without means to support
themselves are eligible to receive a non-contributory benefit and a universal
allowance for each child below age 18 or disabled if they are unemployed or
in the informal economy and lack a pension. Additionally, the Argentinian
government launched another critically important programme, known as the
‘Moratorium, which allowed workers of retirement age to receive a pension re-
gardless of whether they had completed the full 30 years of required social secu-
rity contributions through formal employment. The "Moratorium’ had a strong
impact on coverage rates, benefitting primarily women and low-income earners.
Since the reversal coverage rates for women have increased from 67.57 per cent
in 2006 to 92.37 per cent in 2010 and women have, since 2009, higher coverage
rates than men (Hujo and Rulli, 2014).

The main positive impact of the reform in the Plurinational State of Bolivia
involved the re-introduction of solidarity and redistribution in the new pen-
sion system. Official projections indicate substantial increases in benefits for
lower income groups, under the new pension system. Non-contributory pen-
sion schemes (Renta Dignidad and the Solidarity Pension) were particularly
important to provide income protection for older persons not covered under
the contributory schemes, including many women. The Plurinational State of
Bolivia moreover is addressing the gender gap, as insured mothers with 10 years
of contribution can add one year of coverage for each child born (child credit)
with a maximum of three years. Alternatively, women can use the child credit
to retire sooner, with one year earlier retirement per child (with a maximum of
3 years) (Arza, 2017).

In Hungary, the re-reform led to a decrease in government debt and an increase
in social solidarity. Positive effects can be also observed with regards to gender
equity with the maternity voucher increasing from 2 to 3 years. Projections
conducted by Freudenberg et al. (2016) on the medium and long-term effects
of the pension reform reversal on adequacy indicate an improvement with re-
gards to adequacy among female members, especially in the short and medium
term. The replacement rate, calculated as a percentage of the average wage in the
economy, is projected to be 0.54 and 0.50 for men and women respectively in
2020 under the re-reform scenario, and 0.5 and 0.46 under the most optimistic
funded DC scenario, with the rate of return on investment of 4 per cent (which
is significantly higher than the rates of return in recent years).
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In Kazakhstan, the non-contributory Basic Social Pension and Solidarity
Pension improved benefit adequacy for low-income groups in particular, im-
proving overall equity in the system. With public management of investments,
the government also gained access to long-term financing for large scale infra-
structure projects. On the other hand, the re-reform in Poland is not likely to
generate significant socio-economic impacts, since the operational principles
were little changed after the nationalization and replacement rates as well as the
level of benefits (adequacy) remain low in the NDC system.

1.2.14 Fiscal impacts

The privatization experiment was founded on the conviction that privately
managed, fully funded pensions would be sustainable. However, government fi-
nances deteriorated significantly as a result of high transition costs of privatizing
pensions. The added fiscal burden of rescuing the financial sector as a result of
the 2008 financial crisis, reduced the governments’ capacity to continue financ-
ing the costs of privatization.

Moreover, the global financial crisis had a negative impact on capital markets
and significantly affected the private pension funds’ performance, creating ad-
ditional pressure on government finances as pension benefit levels fell far be-
low expectations and thus many governments had to launch publicly-financed
supplementary pension top-ups.*' High public deficit and debt figures posed a
considerable problem for EU member states in particular, as they are required,
in line with the EU Maastricht criteria, to keep their budget deficit under 3 per
cent of GDP and their public debt under 60 per cent of GDP.

Following the nationalization of private pension funds, governments improved
their short-term fiscal positions, easing the fiscal deficit and decreasing overall
debt. The transfer of accumulated assets as well as contributions from the private
to the public system naturally had an overwhelmingly positive impact improv-
ing pension finances and fiscal balance.

In the long-term, the fiscal impact of the re-reforms will heavily rely on the abil-
ity of countries to adapt their pensions systems to the changing demographic,
economic and labour market conditions through timely and properly designed
parametric reforms.

1 For example, between 2001 and 2010, the sovereign debt rate in Hungary increased from 53 per

cent to 81 per cent of GDP and in Poland from 40 to 55.5 per cent.
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In Argentina, the re-reform had a positive impact on the short-term financial
conditions of the pension scheme, with a financial inflow equivalent to about
9.5 per cent of GDP in 2008 (Datz and Dancsi, 2013). The transfer of funds
back to the public system of around USD 25.5 billion significantly improved
the Governments’ fiscal position, easing budgetary pressure in a context of lim-
ited access to international financial markets. The government used the pension
fund assets partly to pay the foreign debt, to finance family allowances and to
invest in government projects. Government gross debt decreased from 53 to
38 per cent of GDP between 2009 and 2011 (Angelaki and Carrera, 2015).
In the long term the public system will also have to cover an increasing num-
ber of pensioners under the consolidated public fund (SIPA). In the course of
the re-reform, the Plurinational State of Bolivia’s public debt between 2010 and
2011 decreased from 38.5 to 33.9 per cent of GDP. Renationalization allowed
the government to access around USD 5.4 billion and thus significantly expand-
ed its fiscal position. In the long run, however, there is a risk of financial imbal-
ance in the system.

In Hungary, the nationalization of pension assets contributed to an initial de-
crease of sovereign debt by around 5 percentage points of GDP in the first half
of 2011, bringing the budget deficit to a record low. This was a high priority for
the government and helped Hungary achieve its removal from the European
Unions’ list of Excessive Deficit Procedures (Maastricht Criteria on Debt and
Fiscal Deficit). Hungary’s fiscal deficit dropped following the re-reform aver-
aging 2.75 per cent annually from 2011 — 2016 versus 5.8 per cent from 2005-
2010 prior to the re-reform. Public sector debt decreased likewise from 81.8 to
79.0 per cent of GDP between 2010 and 2012. The Hungarian government also
used part of the pension funds assets to repay an IMF loan and cover other ur-
gent expenses, a practice not recommended by the ILO given its negative sus-
tainability impacts. While the positive impact can be clearly observed, it must
be noted that the nationalization also triggered strong criticism from the IFIs
-the IMF, the World Bank- as well as from the EU, the OECD, and various cred-
it-rating agencies. As a result, the Hungarian Forint depreciated, credit default
swap spreads increased and government bonds were downgraded (Datz and
Dancsi, 2013), negatively affecting the Hungarian economy in the short-term —
however medium-term prospects show improvements as a result of the reversal
of pension privatization.

Kazakhstan’s pension re-reform followed a partly similar pattern, the low invest-
ment returns and high transition costs of privatization had negatively affected
the governments’ fiscal position (Zhandildin, 2015). With the nationalization
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of the management of the private funds, the government implicitly extended its
fiscal space and increased its room to manage its sovereign debt and invest in
national development.

Poland’s reform led to a significant shift of both assets and liabilities from
the private funds to the government, improving the government’s short-term
fiscal position. Following the re-reform, the state insurance system (ZUS)
decreased its deficit from 3.52 to 2.73 per cent of GDP, and the govern-
ment’s fiscal position improved, dropping its fiscal deficit from an average of
4.78 per cent annually between 2006-2011 to 3.72 per cent between 2012
and 2017. General government debt levels also decreased from 56.2 to
50.2 per cent of GDP between 2011 and 2014 (IMF World Economic
Outlook database).

1.3. How to reverse pension privatization:
Policy steps

Drawing from ILO’ vast experience in providing support to governments
across the world to reform pensions and drawing on in-depth analysis of recent
country cases, this section provides guidance on how to reverse privatization
for those countries that may be interested to return to a national public pension
system.

There are eleven main policy steps to reverse pension privatization (Figure 3).
They are to: (i) start social dialogue to generate consensus and launch com-
munication campaigns; (ii) constitute a technical tripartite reform committee,
in-charge of designing and implementing the re-nationalization of the pension
system; (iii) enact law(s) with the main characteristics of the pay-as-you-go
defined benefits scheme, in compliance with ILO social security standards;
(iv) create a public pension institution/ administrator ensuring tripartite
governance; (v) transfer members from the private to the public system;
(vi) transfer the accumulated resources of the individual accounts; (vii) set
new contribution rates and start collecting contributions for the new public
pension system; (viii) close the contribution collection mechanism of the pri-
vate system; (ix) implement inspection services and contribution enforcement
mechanisms; (x) create the unit or entity in charge of investment management
of the public pension scheme; (xi) close the private sector pension supervisory
and regulatory body.
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Figure 3:

Main policy steps for reversing pension privatization

Start social dialogue to generate consensus and launch communication
campaigns

Constitute a technical tripartite reform committee, in-charge of designing
and implementing the re-nationalization of the pension system

Enact law(s) with the main characteristics of the pay-as-you-go defined
benefits scheme, in compliance with ILO social security standards

Create a public pension institution/ administrator ensuring tripartite
governance

Transfer members from the private to the public system

Transfer the accumulated resources of the individual accounts

Set new contribution rates and start collecting contributions for the new
public pension system

Close the contribution collection mechanism of the private system

Implement inspection services and contribution enforcement mechanism

Create the unit or entity in charge of investment management of the public
pension scheme

Close the private sector pension supervisory and regulatory body
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Step 1. Start social dialogue to generate consensus and launch
communication campaigns

Ideally, any reform of social security, but in particular large-scale reforms, should
be implemented in a context of social dialogue and consensus among the main
stakeholders, including civil society and in particular advocacy groups for pen-
sioner’s rights. The involvement of employers’ and workers’ organizations is
particularly necessary, as they finance the system through their social security
contributions. While not all countries engage in social dialogue, the ILO rec-
ommends strong national social dialogue that should assist in building public
support to reverse pension privatization. Involving stakeholders in the deci-
sion-making process and design of reforms will generate ownership and a sense
of responsibility for the success of the reform, which enables a smooth imple-
mentation process. There is a more than ever pressing need to pursue tripartite
social dialogue to secure an appropriate degree of political will and social con-
sensus for more sustainable and adequate reforms with positive social outcomes.

Social dialogue should be combined with communication and education
campaigns to inform the public of the benefits of the new public system.
Communication campaigns are necessary to ensure that the public is well in-
formed about the advantages of the re-reform process, including the steps that
will be taken for the transition to the new system, the new rights and duties,
allocation of funds, contributions rates, and options at the individual level.
Uncertainty could create unnecessary resistance to change. Best practice from
countries shows that it is important to start a public information campaign at
the very beginning, to ensure adequate national dialogue and generate consen-
sus, keep it ongoing during all the re-reform process, and extend the communi-
cation campaign after completion so all citizens are well-informed.

Step 2. Constitute a technical tripartite reform committee, in-charge
of designing and implementing the re-nationalization of the pension
system

Given the technical complexities of the pension reform process, the constitution
of a technical tripartite pension reform committee, responsible for designing
and implementing the renationalization of the pension system, is recommended.
The committee should include representatives of employers and workers as well
as multidisciplinary experts with demonstrated experience in public social secu-
rity systems, such as economists, actuaries, lawyers, statisticians, administrators,
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investment specialists, among other social security experts. The tripartite reform
committee should propose the main characteristic of the public system, conduct
a feasibility study or an actuarial valuation to assess the economic and financial
sustainability of the new system and make recommendations on the reform op-
tions for consideration.

Step 3. Enact law(s) with the main characteristics of the pay-as-you-go defined
benefits scheme, in compliance with ILO social security standards

The elaboration of the new law will require legal analysis. This task can be under
the responsibility of the tripartite technical reform committee, ideally with the
participation of lawyers specialized in social security systems, to ensure func-
tionality and compliance with the ILO’s international social security standards.

The good functioning and future sustainability of a pension scheme depend to a
large extent on the quality of its design, which normally includes the definition
of the benefit profile, pension formula, contribution rates and qualification re-
quirements, as well as implementation arrangements and governance. The design
of the new system should consider transitional and gradual measures. The design
must also take into account the adequacy of benefits, in particular, to guarantee
at least the minimum benefits set out in ILO Conventions No. 102 and No. 128
on social security pensions.** Equity and solidarity issues should also be reflected
in the law as regards gender and re-distribution among low-income and high-in-
come earners. Adequate solidarity mechanisms should be included in all public
pension systems.

Step 4. Create a public pension institution/administrator ensuring tripartite
governance

Where no public administrator exists for the general pension scheme, the pri-
ority is to proceed with its design and implementation. There is extensive in-
ternational experience in the design of public pension scheme institutions.
The basic functions to be considered in the design of this administrator should
be enforcement and collection of contributions, including the registration of

2 In line with ILO Convention No. 102 pension benefits should provide at least 40 per cent of

pre-retirement insured income for 30 years of contribution, and a reduced/adjusted minimum
benefit, for those who have contributed for at least 15 years. ILO Convention No. 128 provides
higher standards for pensions.
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members and the accounting of contributions (maintaining individual records);
management of benefits, including the processing of applications and periodic
payments; management of investments; and planning and advisory services, in-
cluding actuarial and legal advice. In line with ILO standards and the ISSA/ILO
guidelines for good governance of social security systems (ISSA, 2013a), the
new public pension system should have a tripartite governing body (the board
or commission), with the participation of employers and workers’ organizations
(the main funders of the system), which ultimately will be responsible for issu-
ing pension policies as well as supervising the implementation of the scheme
and the running of the social security organization that administers the pension
scheme, and other general governance issues.

Step 5. Transfer members from the private to the public system

Once the institutional framework has been created, the next step is to transfer
the members from the private to the public system. The administrative process
includes the migration of databases on members and contribution history, as
well as information on the employers, with their respective individual charac-
teristics, to guarantee the continuity of the collection process and contributory
records at the company and individual level.

Provisions to transfer the information on individual contribution history
and wages, must be taken into account for the future verification of eligibility
conditions and calculation of benefits. In the absence of a central register of
individual accounts by a public entity, pension fund management companies
should be required to provide such information through a properly regulated
process.

For those members who were part of the old public pension system operating
before privatization, it is also necessary to take measures to recognise their
contributions and acquired rights, duly totalling all the periods contributed
across the different schemes.

Step 6. Transfer the accumulated resources of the individual accounts

An important decision concerns the destination of the resources accumulated
in the individual accounts of the system to be closed. Ideally, these resources
should become part of the retirement assets of the new PAYG scheme to lever-
age its financing. Whatever the decision, the transition must be fair in terms
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of actuarial values, so contribution periods to the private system to be closed
should be adequately recognized in the new system. In the event that savings in
individual accounts are transferred to the new PAYG scheme, contributors must
be guaranteed that their pension rights in the new system are equal to or higher
(actuarially) than those of the system to be closed. In some national legislations
individual accounts are considered private property, so they cannot be trans-
ferred to the PAYG scheme, except if members accept the transfer voluntarily.
Otherwise, the individual account assets can be transferred to a complementary
individual provision, if it exists.

Step 7. Set new contribution rates and start collecting contributions
for the new public pension system

Contribution rates are critical to ensure financing of the new public scheme and
should follow sound actuarial studies, in order to guarantee long-term sustain-
ability. The vast majority of public pension schemes operate under the concept
of defined benefits, which guarantee a benefit level (based on the years of con-
tributions including credited periods and the amount of earnings during the
same period), and with a target level of reserves during defined future periods.
Some countries opt for a financing system based on partial funding, i.e., partial
accumulation of actuarial reserves, which ideally requires a series of future in-
creases in contribution rates (the scaled-premium financing system) in order to
adapt the level of contributions as the pension system matures and costs grow.
Mechanisms for adjusting other parameters, such as retirement ages in-line with
increased longevity and contributory periods, should also be addressed, respect-
ing the principles set out in international social security standards.

Once contribution rates have been defined, the public system can start collect-
ing contributions. To this end, a centralized contribution collection system must
be established, ensuring adequate coordination with other public entities, in
particular with the taxation authorities in-charge of collecting taxes, taking into
account the ISSA guidelines for contribution collection and compliance (ISSA,
2013b). Some countries have opted for a unified contribution system with tax
collection, which should ensure the application of specific collection criteria for
the social security system. In some countries, despite the establishment of pri-
vate pension funds, the collection of contributions remained centralized under
the responsibility of a public entity. In those cases, much of the transition work
towards the public system is already done.
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Step 8. Close the contribution collection mechanism of the private system

The beginning of the collection of contributions to the public centralized col-
lection system must be synchronized with the ending of the collection of contri-
butions in the private system that is being closed. The population should be well
informed about the changing collection process, including access to the new
regulations and procedures.

Step 9. Implement inspection services and contribution enforcement
mechanisms

One of the main responsibilities of a social security institution is to establish
a strong social security inspection service, accompanied by contribution en-
forcement mechanisms. The inspection services must have a sufficient number
of highly qualified personnel. Contribution control mechanisms should have
coordination processes with other public entities, including other social security
institutions, in order to share information useful for identifying contributors.
Information on employers and self-employed and their scale of operations, such
as business records, operating licenses, energy consumption, among others can
help generate an adequate business intelligence platform, which can be of criti-
cal importance to ensure sound, efficient and effective control.

Step 10. Create the unit or entity in charge of investment management
of the public pension scheme

Investment management is another critical function that must be designed and
implemented as part of the new institutional framework of the pension sys-
tem. The ISSA/ILO Guidelines on Investment of Social Security Funds (ISSA,
2013c), provide comprehensive guidance to design and implement a holistic in-
vestment framework. Consideration should be given to investment structures
(which will be the structures specifically charged with carrying out this function
and their respective roles), investment regulations, investment strategies, invest-
ment processes (how the function is carried out in practice) and monitoring
investment management.

Step 11. Close the private sector pension supervisory and regulatory body

The reversal of the private system is completed by the closure of the supervisory
and regulatory body that was created with privatization. Such an entity is no
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longer required as private pension fund administrators are no longer required.
In countries where voluntary private pensions systems operate, regulatory and
supervisory functions may be transferred to an independent financial supervi-
sory body.

It should be noted that while the regulatory functions of private individual ac-
count schemes operate within the financial and banking system, the regulatory
and supervisory bodies of social security institutions are under the umbrella of
the ministries of labour and social security, and optimally interact within a tri-
partite framework.

1.4. Conclusion

From 1981 to 2014, thirty countries privatized fully or partially their public
mandatory pensions. Fourteen countries were in Latin America (by chrono-
logical order, Chile, Peru, Argentina, Colombia, Uruguay, the Plurinational
State of Bolivia, Mexico, the Bolivarian Republic of Venezuela, El Salvador,
Nicaragua, Costa Rica, Ecuador, Dominican Republic and Panama), another
fourteen countries in Eastern Europe and the former Soviet Union (Hungary,
Kazakhstan, Croatia, Poland, Latvia, Bulgaria, Estonia, the Russian Federation,
Lithuania, Romania, Slovakia, Macedonia, Czech Republic and Armenia), and
two in Africa (Nigeria and Ghana). Most of the privatizations were support-
ed by the World Bank, the International Monetary Fund, the Organization for
Economic Co-operation and Development, USAID and the Asian or Inter-
American Development Banks, against the advice of the ILO.

As of 2018, cighteen countries have re-reformed and reversed pension privat-
ization fully or partially: the Bolivarian Republic of Venezuela (2000), Ecuador
(2002), Nicaragua (2005), Bulgaria (2007), Argentina (2008), Slovakia (2008),
Estonia, Latvia and Lithuania (2009), the Plurinational State of Bolivia (2009),
Hungary (2010), Croatia and Macedonia (2011), Poland (2011), the Russian
Federation (2012), Kazakhstan (2013), the Czech Republic (2016) and
Romania (2017). The large majority of countries turned away from privatization
after the 20072008 global financial crisis, when the drawbacks of the private
system became evident and had to be redressed.

With sixty per cent of countries that had privatized public mandatory pen-
sions having reversed the privatization, and with the accumulated evidence of
negative social and economic impacts, it can be affirmed that the privatiza-
tion experiment has failed. Pension privatization did not deliver the expected
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results. Coverage rates stagnated or decreased, pension benefits deteriorated
and gender and income inequality compounded, making privatization very
unpopular. The risk of financial market fluctuations was shifted to individuals.
Administrative costs increased reducing pension benefits. The high costs of
transition —often underestimated— created large fiscal pressures. While private
sector administration was supposed to improve governance, it weakened it in-
stead. Workers’ participation in management was eliminated. In many cases,
the regulatory and supervisory functions were captured by the same economic
groups responsible for managing the pension funds, creating a serious conflict
of interest; furthermore, the private insurance industry, which ultimately ben-
efits from people’s savings, moved towards concentration. Last, but not least,
pension reforms had limited effects on capital markets and growth in most
developing countries.

The chapter then reviews the main experiences of re-reforming pensions and
how countries reversed pension privatization, the laws enacted, basic character-
istics of the new public model, new rights and entitlements, re-establishment of
a public pension administrator, transfer of members and funds and recognition
of past entitlements, financing and new contribution rates, contribution collec-
tion and fund management, supervisory and regulatory changes, governance
and representation of employers and workers, social dialogue. While the rever-
sals of pension privatization need more years to mature, clear and measurable
improvements and positive impacts can already be observed in terms of reduced
fiscal pressures, lower administrative costs, higher coverage and pension benefit
levels, and reduced gender and income inequalities.

Pension privatization can be reversed quickly, in as a little as a few months.
For those countries considering rebuilding their public pension systems, there
are eleven main policy steps: They are to: (i) start social dialogue to generate
consensus and launch communication campaigns; (ii) constitute a technical
tripartite reform committee, in-charge of designing and implementing the
re-nationalization of the pension system; (iii) enact law(s) with the main char-
acteristics of the pay-as-you-go defined benefits scheme, in compliance with
ILO social security standards; (iv) create a public pension institution/ admin-
istrator ensuring tripartite governance; (v) transfer members from the private
to the public system; (vi) transfer the accumulated resources of the individual
accounts; (vii) set new contribution rates and start collecting contributions
for the new public pension system; (viii) close the contribution collection
mechanism of the private system; (ix) implement inspection services and
contribution enforcement mechanisms; (x) create the unit or entity in charge
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of investment management of the public pension scheme; (xi) close the private
sector pension supervisory and regulatory body.

This chapter and the country case studies in this book document the underper-
formance of private mandatory pensions, and abstract lessons for governments
intending to improve their national pension systems. Strengthening public
social insurance, coupled with non-contributory solidarity pensions, as recom-
mended by ILO standards, have improved the financial sustainability of pen-
sion systems, made pension entitlements better and more predictable, allowing
people to enjoy a better retirement in their older years. The responsibility of
States to guarantee income security in old-age is best achieved by strengthen-
ing public pension systems.
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1. Argentina

Fabio Bertranou, Oscar Cetrangolo, Carlos Grushka
and Luis Casanova

1.1. Summary of reforms related to pension
privatization and its reversal

1993 The pension system following the 1993 privatization:
1st pillar: defined benefit (DB) pay-as-you-go (PAYG) scheme

2nd pillar: defined contribution (DC), fully funded scheme, private administration

2007 Law 26.222 introduced partial reforms towards a public pension system:
1. Cap on commissions charged by AFJP

2. Raising of the accrual factor of the PAYG scheme from 0.85 per cent to
1.5 per cent for every contribution year; allowing workers to opt out of the
private second pillar and return to the PAYG; establishing the PAYG pillar as
the default scheme; shifting some contributors from special schemes to the
PAYG scheme.

Oct - Dec 2008 Reversal of the privatization, re-nationalization of the pension system:
LLaw on Pension Mobility - Law 26.425

The new model: The system consists of a public PAYG DB scheme and a
non-contributory Universal Basic Pension (PBU).

Rights and entitlements: PAYG pension at age 65 (men) and 60 (women)
with a replacement rate of approximately 74.5 per cent (35 years of contri-
bution). Pension-tested non-contributory pension (~US$ 233) from age 70.

Administration: By ANSES, the public entity (pre-existing) in charge of ad-
ministering Argentina’s public pension system.

Transfer of entitlements: All members and their respective accumulated pen-
sion rights were transferred to the public Argentinian Integrated Pension System
(AIPS) administered by ANSES. Benefit calculations follow the DB formula.

Contributions: The Federal Public Revenue Administration (centralized tax
collection authority) is responsible for collecting contributions. Workers con-
tribute 11 per cent and employers 10.17 per cent respectively.
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Supervision: By a National Congressional Commission and an advisory board
consisting of representatives from trade unions, the pensioners’ association,
employers, the government and banks. The Commission may give non-bind-
ing recommendations. With the elimination of the individual accounts, the
Superintendence of the AFJP (individual account funds) was closed.

Solidarity, gender and social impacts: Accrual rates increased from
0.85 to 1.5 percent, which in combination with the Universal Basic Pension
led to increased benefit and coverage levels. Gender equity improved, as did
the benefits for low-income groups. The government also invested the pension
fund in infrastructure projects.

Fiscal impact: US$ 25.5 billion were transferred from private funds to the
public fund, eliminating the public system’s deficit and decreasing the govern-
ment debt from 53 to 38 per cent between 2009 and 2011

1.2. Introduction

Argentina has been one of the pioneering countries regarding pension system
development in Latin America, beginning at the turn of the 20th century. After
achieving considerable coverage in the 1950s and accumulating high reserves in
the 1960s, Argentina had a maturing pension system, with decreasing reserves.'
Among the many changes to the regulatory framework, the 1968 reform was
noteworthy given that it introduced parametric changes and made substantial
progress in unifying the system. During the 1980s, the pension system experi-
enced large deficits (Ministerio de Trabajo, Empleo y Seguridad Social, 2003).
At the same time, there was growing social discontent with system outcomes
given that pensions did not meet the levels promised.

In addition to the parametric changes, the 1993 reform implemented a struc-
tural reform by introducing an individual capitalization component, the DB,
fully-funded scheme, thereby creating a mixed system. Despite the optimistic ex-
pectations generated by the new system, its poor performance within a context
of deteriorating economic, labour market and public finance indicators placed
heavy pressure to reform it again following the serious economic crisis of 2001-
2002. By this time, the low coverage rates and the lack of redistributive elements
of the DC individual accounts made it clear that the scheme would be unable to
ensure adequate levels of pension benefits following the crisis.

' See Figure 1 for more details.
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Under these circumstances, it was not surprising that the main reforms of the
past decade have aimed to: (a) improve coverage by expanding the contributory
financing sources and the contributory and semi-contributory components of
the system, and (b) introduce changes in benefit financing and calculation by
restoring a DB, PAYG scheme supplemented by tax revenues.

Throughout history, pension policies have followed many paths, with varying
priorities linked to the political economy of each period. In the 1990s, the pri-
ority was to rescue the system from the perceived long-term financial crisis, an
overly-generous design and the consequences of a labour market characterized
by informality. By contrast, during the years after the crisis (2001-2002), the
macroeconomic environment showed encouraging results regarding growth
and employment, enabling priorities to shift toward improving benefit coverage,
unfortunately with insufficient attention to benefit adequacy.

This paper explores the circumstances behind the counteracting reforms of the
Argentinian pension system during the past two decades. It reviews the main
institutional changes in the pension system (from a historical perspective) in
relation to their outcomes in terms of coverage, benefits and financing, as well
as with regard to the special, changing features of the macroeconomic environ-
ment. In view of the considerable advances made in terms of coverage, this paper
discusses the challenges of maintaining high coverage and other challenges the
system will face over the next few years.

1.3. The variable path of pension reforms in Argentina

1.3.1 The evolution of the pension system prior to the 1993 structural
reform: from collective capitalization funds to a PAYG scheme

Argentina has a long history of social protection, and it is a pioneer in developing
social security in the region (Mesa-Lago, 1978; Arza, 2010). Initially, the pension
system was highly fragmented since each pension plan was essentially a private em-
ployer-type arrangement that had its own eligibility requirements, contribution
rates and benefit rules. These pension plans were collective capitalization schemes.
It was not until the late 1960s that an overall reform was carried out, effectively
reducing the number of pension funds to two schemes: one for self-employed
workers and the other for employees. This reform eventually became a PAYG
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approach (introduced in 1954) and nationalized, government-managed pension
funds (Isuani and San Martino, 1995; Feldman et al., 1986).2

The coverage of the elderly grew steadily until the early 1980s, when the increase
in the number of beneficiaries kept pace with the growth of the prospective ben-
eficiary population (Isuani and San Martino, 1995).

The financial position of the public pension system began to deteriorate in the
carly 1960s, when it struggled to cover accumulated pension liabilities (Dieguez
and Petrecolla, 1974; 1977), and as a consequence, the pension funds faced legal
claims. When pension reserves were exhausted, pension fund resources were le-
gally declared unseizable in 1966 (Feldman, Golbert, and Isuani, 1986). Later, in
the carly 1970s, the system was well-balanced (Cetrdngolo and Grushka, 2008).
By the end of the decade, however, it began to accumulate a financial deficit,
which increased during the 1980s (Figure 1) and triggered “the pension system
crisis”. This justified a structural reform of the public pension system (Ministerio

de Trabajo, Empleo y Seguridad Social, 2003).

Figure 1:  Expenditure in pension benefits of the Argentinian pension system and its
contributory financing, 1944-2013
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Source: Bertranou, Cetrangolo, Casanova, Beccaria (2015).

The standardization of the system only partially affected the system because: i) some special
schemes remained (judiciary and foreign service, among others); i) members of the provincial
and municipal public administrations were excluded from the employees’ scheme; iii) following
this reform, in 1973, professional associations were authorized to implement supplementary
schemes that were self-financed by their insured members (Feldman et al., 1986).
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The pension system crisis resulted from several factors:

o The exhaustion of the pension surplus, which had accumulated during the
carly years of the system before it gradually moved towards maturity;

o The growing rate of informal workers and the non-payment of pension con-
tributions, which contributed to the deterioration of the system’s dependen-
Cy ratio;

o Theageingof the overall population (falling fertility and increased lifespans);

o Institutional weaknesses (for example, the granting of considerable disability
benefits and allowing the proliferation of special regimes); and

e A volatile macroeconomic environment (high inflation) and the misuse of
pension policy instruments to support macroeconomic fiscal policy (for ex-
ample, “fiscal devaluations” through a reduction in employers’ contributions
to strengthen the international competitiveness of companies).’

Additionally, the pension system was losing credibility among the public due to
the (relatively) low level of pension benefits (compared with the legal replace-
ment rate, which varied between 70 and 82 per cent).

1.3.2 The structural reform of the 1990s: the mixed scheme*

In the early 1990s, the pension system had several problematic characteristics:
poor transparency for contributors regarding the level of pension benefits, high
evasion (lack of compliance with contribution payments), high annual deficit,
non-compliance with the regulatory framework in that pension benefits were
below the level determined by law, which resulted in considerable debt with
beneficiaries (Cetrangolo and Grushka, 2004; 2008). In this context, there was
growing consensus on the need for deeper reforms, albeit with differences re-
garding their specific nature.

This policy was introduced as part of the anti-inflationary programme based on a fixed exchange
rate during the late 1970s. A similar policy was followed during the 1990s “convertibility” pro-
gramme (currency board).

* Mesa-Lago (2008) classifies the pension system reforms implemented in Latin America during
the 1990s and defines “mixed schemes” as those whose structure combines a DB component
with a DC component. The other two types of reform are substitute and parallel models. The
substitute models replaced the PAYG scheme with a DB scheme with individual pension sav-
ings accounts, while the parallel models created an individual-account capitalization pension
scheme operating simultancously with a DB scheme.
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By mid-1993, influenced by the reform context prevailing in the region and
particularly by Chile’s 1981 pension reform, a paradigmatic reform bill for a
new pension scheme was approved (with amendments) by the Congress after
a lengthy legislative debate. The new pension scheme, the Integrated Pension
System (AIPS), went into effect in July 1994.

The AIPS consisted of a two-pillar system. The first pillar was a contributory
DB pension with 30 years of contributions as the entitlement condition. In
the second pillar, the insured could choose between a DB scheme (a reformed
PAYG scheme with stricter entitlement conditions) and a DC individual ac-
count scheme. If they did not choose, workers were automatically enrolled in
the DB scheme (which was the case for most new entrants to the labour market).

Figure 2:  Members of the defined benefit (DB) scheme and the defined contribution
(DC) scheme, under the second pillar of the Integrated Pension System,
1994-2007.
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Source: Basualdo et al. 2009.

It was claimed that this reform would contribute to: a) ensuring the sustainable
financing of the pension system (in the long term); b) reducing evasion through
individual accounts that create compliance incentives by linking benefits direct-
ly to contributions; ¢) resolving the benefit dilemma (adequacy versus fiscal pres-
sures); and, d) developing and strengthening the capital and insurance market.
The reform also modified the main parameters to be eligible for pension benefits
and increased the statutory retirement age and the number of contribution years
needed to qualify for a full pension.
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The transition costs of this reform (greatly underestimated when it was designed)
and the fiscal cost of some economic policy measures, such as the absorption
of deficits accumulated by the provincial pension funds and the reduction in
the level of employers’ contributions, put growing pressure on Argentina’s fis-
cal accounts (Bertranou et al., 2003; Cetréngolo and Grushka, 2008). Under
these circumstances, an important proportion of Argentinian Pension Fund
Administrators’ (AFJP) funds were destined to buy public debt bonds. At the
same time, growing unemployment and labour informality, together with the
changes in pension system parameters, which strengthened its contributory ap-
proach, undermined the desired objective of increasing the coverage of contrib-
utors and beneficiaries.

1.3.3 The re-reform of the 2000s: the new role of government

In 2002, the change in the macroeconomic context arising from the elimination
of the “convertibility” programme (currency board) system’® caused the real val-
ue of benefits to plummet. Likewise, the individual-capitalization pension com-
ponent was strongly criticized due to the high commissions charged on workers’
contributions and the high contribution rates related to the mandatory disabil-
ity and survivors insurance.

The public considered the financial sector one of the culprits of the country’s
socioeconomic debacle at the turn of this century. Public confidence in the
banking system and in the DC, fully-funded pension declined. During the cri-
sis, people had witnessed a widespread failure to respect contracts and property
rights, accompanied by a political crisis and a weakening of the “social contract’.

Thus, at the beginning of the 21st century, the pension system had considerable
deficiencies in three key areas that define its performance: financial sustainabil-
ity, coverage and benefit adequacy. In this context, following the 2001-2002
socioeconomic crisis, improved macroeconomic, fiscal and labour market indi-
cators provided the justifications for the government to once again reform the
social security system (Bertranou et al., 2013).°

The macroeconomic currency board was in force from 1991 until 2001. Its main action was to
establish a fixed exchange rate, which pegged the peso to the US dollar.

Between 2003 and 2008, the annual GDP growth rate was 8.5 per cent and formal wage em-
ployment in the private sector grew 70 per cent. The ratio of tax revenue to GDP also rose
almost 10 percentage points between 2004 and 2013.

95



Reversing Pension Privatizations

926

Following the economic crisis, there was a reversal in the negative trends in eco-
nomic activity and employment. Real annual GDP growth approached 9 per
cent between 2003 and 2005. At the same time, the larger pool of workers in
formal employment automatically increased the payroll taxation base, but real
wages showed an important decline in the first year after the crisis. In 2002-
2003, accumulated inflation reached 43 per cent while nominal wages were stag-
nant. Similar reductions in real benefits led to a better financial position of the
social security system. The positive effect on the government budget was also the
result of other fiscal measures, including the introduction of new taxes (export
duties), the higher tax-collection rates (value-added tax (VAT) and income tax)
and measures to limit fiscal expenditure in real terms, attributable to the public
debt restructuring and the freezing of some disbursements in a context of high-
er inflation (particularly between 2002 and 2007). This generated fiscal space,
which leveraged economic recovery and growth between 2003 and 2007.

Despite a major debate promoted by the government in 2002-2003 on the fu-
ture of the pension system, which involved different actors, experts and institu-
tions (national and international), it was not until 2007 that the first significant
changes were incorporated into the pension system. Regarding the individual
capitalization accounts, in that year (prior to the re-reform), the government
implemented measures with the aim of increasing the weight of the PAYG, DB
pension scheme. These measures included:

i. Allowing workers to choose between being covered under the zew PAYG,
DB scheme (with a higher benefit, sce below) or under the individual cap-
italization DC scheme. Before this reform, contributors in the individual
capitalization scheme were not allowed to subsequently switch to the PAYG
scheme;

ii. Making the PAYG, DB pension scheme the default scheme for all new la-
bour market entrants who did articulate their choice (“undecided”) as well
as for soon-to-be-retired persons with limited accumulated funds in the in-
dividual account system. Before this reform, the “undecided” new entrants
were assigned directly to the individual fully-funded scheme.

iii. The transfer of contributors of some special schemes to the PAYG scheme.”

These schemes provide preferential retirement conditions for those affected, including fewer
contribution years required for a full pension, lower retirement age and more generous benefits
than those granted under the general scheme. Some of these schemes were reinstated beginning
in 2005.
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This amendment to the 1994 Pension Act included a cap on AFJP commissions,
which were considered the highest in Latin America (Ministerio de Trabajo,

Empleo y Seguridad Social, 2003).

The 2007 reform also changed the parameters that determine the benefits to be
received at the legal retirement age. Initial benefits for those who were covered
by the PAYG scheme grew as a result of the increase in the accrual factor from
0.85 per cent to 1.5 per cent for every year of contribution (with a minimum of
30 years and a maximum of 35 years). Additionally, a Universal Basic Benefit
(PBU) for all new pensioners was introduced.

In December 2008, in the middle of the international financial crisis, the indi-
vidual capitalization scheme was eliminated when its members and beneficiaries
were all transferred to the PAYG scheme, and the AIPS was established.?

The main reasons for abolishing the fully-funded scheme were: a) the financial
losses of the pension funds in the context of the 2008 international financial
crisis; b) the desire to avoid the future value of benefits from being affected by
fluctuations in the financial markets; and, c) the high percentage of pensioners
in the individual capitalization accounts system who did not qualify for a mini-
mum pension, meaning that the government would be responsible for paying a
large share of the benefits (Danani and Beccaria, 2011).

Moreover, the fully-funded scheme was not “mature” by the time of the reform.
By 2004, the pensions paid by the AFJP represented 3.8 per cent of the total
benefits paid by the whole system. These pensions from the funded scheme thus
represented only a small fraction of the total pension benefits of those enrolled
in the fully-funded scheme. The main components of the total pension bene-

fit were the basic pension (PBU) and the “compensatory” benefit (the accrued
benefits under the former PAYG).

How was the pension reform reversal possible? It is important to keep in mind
the specific political climate of the country following the crisis. The deep discon-
tent of citizens with the pro-market reforms of the previous decade also extend-
ed to the individual-capitalization accounts component of the pension system.
In addition, there was growing awareness that this component would be unable
to achieve the benefits promised to future pensioners.

When it eliminated the individual capitalization pension scheme component, the government
committed itself to guaranteeing that all members would receive equal or better benefits than
those they were entitled to prior to the reform; however, this was nearly impossible to define, since
the individual capitalization scheme did not guarantee any defined benefit (Mesa-Lago, 2009).
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From another perspective, the financial sector (closely linked to the AFJP) was
viewed as the major party responsible for the crisis, for which reason it had little
leeway to oppose the reform. It is also possible that many of these financial insti-
tutions felt relieved that they would no longer have to justify low levels of future
benefits to contributors. The government also had a large majority in Congress,
enabling the rapid adoption of the reform.

Like other reforms (such as the moratoriums and the 2007 reform), this pension
bill was discussed, passed by Congress and implemented within a short period.
The government project to re-nationalize the pension system was announced at
the end of October 2008 and the new Pension Act was passed without major
changes and approved by both houses of Congress only a month later (Hujo and
Rulli, 2014).

The main actors affected by the reform —such as the AFJP and trade unions-
had no time to react because they did not expect the measure and there was
no opportunity for formal participation in the process (Hujo and Rulli, 2014).
On the one hand, the reform was supported by trade unions. Both the General
Labour Confederation and the Argentinian Workers' Central Union —the two
leading trade union federations in Argentina— expressed their full support for
this policy initiative. Furthermore, the reform initially had overwhelming public
approval —Latinobarémetro reported that there was 89.5 per cent support for
government control of pensions in late 2008 (Carnes and Mares, 2013). On the
other hand, the AFJP association,” which was against the reform, prepared a
counterproposal to the nationalization of the AFJP bill. The main points of this
proposal were: a) it allowed members to enrol in either of the two systems: the
PAYG or the fully-funded schemes; b) it agreed to pay a minimum pension after
five years of contributions instead of the original 30 years; ) it created a second
AFJP fund to lower risks; d) it eliminated commissions when funds generate
negative returns; e) it increased contributions to 11 per cent of gross wages; and,
f) it created a voluntary savings scheme.

?  'The president of this institution learned about the reform from the newspapers (Hujo and Rulli,

2014).
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1.4. Impact of the re-reform on coverage, pension
adequacy and sustainability

The re-reform implied a strengthening of government management of the sys-
tem (through the elimination of the privately-managed individual account DC
scheme). The new Pension Act did not include any provisions regarding cover-
age and benefit adequacy, however. These two issues were addressed by other le-
gal instruments (laws and decrees) implemented beginning in 2005 to: (a) solve
the problem of low population coverage of the pension system, and (b) restore
the real value of benefits by ensuring their automatic, flexible adjustment, in ac-
cordance with the financial performance of the overall pension system.

The re-reform did have an impact in terms of improving short-term funding,
yet the impact on the long-term sustainability is unclear. Section 3.3 discusses
some of the factors unrelated to the re-reform that may influence the financial
sustainability of the new system (AIPS).

1.4.1 Coverage extension through wide-ranging but short-term
policies: the moratoriums

From 1992 through 2004, coverage rates of the population had fallen by more
than 10 per cent. In response to this decline, the government introduced several
ad hoc measures to increase coverage. The figure below illustrates coverage rates
of contributors and the share of the population over age 65 receiving a pension,

disaggregated by sex.

Due to the employment difficulties encountered by adults approaching the le-
gal retirement age, a benefit called Early Retirement was created through Law
25865 in 2004, aimed at benefitting individuals who had completed the num-
ber of contribution years required to access a pension benefit (30 years) but had
not yet reached legal retirement age (60 for women; 65 for men). Few old-age
pensions were granted under this scheme: between 2005 and 2010 (when it was
discontinued), only 47,184 people in this category received pensions.

In early 2005, the eligibility requirements for benefits were temporarily eased
(until April 2007) thanks to the creation of a “pension moratorium,” which al-
lowed workers and their beneficiaries to become eligible for pension benefits de-
spite not having accumulated the minimum number of contribution years. The
pension moratorium, later named the Pension Inclusion Plan (Plan de Inclusién
Previsional), was based on amendments to a law that had been enacted in 1993
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Figure 3:  Declining population coverage, 1992-2004
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and which made it easier for workers to enrol in a voluntary scheme for debt
regularization through contributions for self-employed workers. This special
scheme enabled workers with incomplete or non-existent employment records
to become eligible to receive a pension benefit (Arza, 2012a). Once this benefit
has been granted, beneficiaries may request their outstanding monthly payments
of the debt regularization scheme to be discounted. This moratorium serves as
a transitional measure: it helps only the current cohorts of people born before
1945, those with no employment history, and those born between the 1950s
and mid-1970s (with incomplete employment records). In the future, younger
cohorts will not be able to declare contribution years through a plan designed to
recognize the debt generated prior to September 1993.

Through these special moratorium programmes, the number of pensions paid
grew by 2.6 million from 2005 to 2012, representing over 44 per cent of the cur-
rent total of pension-related benefits. This increase in the number of benefits in-
creased the system’s pension coverage performance to over 90 per cent. Coverage
rates had been deteriorating steadily between 1994 and 2004. Pension coverage
in Argentina is among the highest in Latin America (Rofman and Oliveri, 2012).

The provisions effectively contributed to extending coverage, especially to the
most vulnerable adult population: women and people with limited education,
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Figure 4:  Pension coverage and composition of total pension benefits for three
groups: contributory, moratorium and non-contributory benefits
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who are more likely to have precarious jobs and periods of unemployment
(Bertranou et al., 2011). The redistribution function of social protection had
thus been significantly strengthened (Trujillo and Villafafie, 2012; ILO, 2012;
Gasparini and Cruces, 2008). In 2012, payments associated with the new ben-
efits of the moratorium represented 2.1 per cent of GDP while the moratori-
um payments collected amounted to around 0.1 per cent of GDP, resulting in
a net cost of 2 per cent of GDP. In addition to the moratorium plans, coverage
of non-contributory pensions rose significantly beginning in 2004. The num-
ber of beneficiaries increased from 0.3 million in 2003 to 1.4 million in 2013,
mainly due to the increase in non-contributory disability pensions (from 82,000
to 900,000) and non-contributory benefits for mothers of 7 or more children
(from 59,000 to 330,000).

In August 2014, Congress passed a new Moratorium Law. This law enables the
recognition of unpaid contributions from 1993 to 2003. This new measure in-
cludes a means test to prevent those who already have a survivors’ pension from
receiving another benefit.’

1 Around 30 per cent of the new beneficiaries under the 2005 moratorium were already receiv-

ing another pension benefit. Initially, the legislation governing the moratorium plans did not
restrict eligibility only to the elderly without pension benefits.
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In contrast to other experiences in the region, the expansion of pension cov-
erage was mainly based on ad-hoc and transitory measures as well as a positive
economic context. This allowed these measures to have an immediate impact.

Today (in 2017), with the entitlement conditions in force, the 30 contribution
years needed for benefit eligibility can be reduced by registering in the pension
moratorium. Thanks to this policy, individuals who have reached legal retire-
ment age but have not contributed to the system may be eligible for the mini-
mum pension benefit. However, this is a temporary measure. In less than 10 years’
time, people who are close to retirement will need to have made contributions for
approximately 10 years; in 20 years, only 10 contribution years will be recognized
in this moratorium; and in 30 years’ time, this measure will concede no benefit."!

If no further ad-hoc measures are implemented (such as the moratorium) and
no substantial changes are made to the regulatory provisions, it is unlikely that
the pension coverage level can be sustained in the current labour market envi-
ronment, characterized by high informality. To resolve this structural problem,
a permanent solidarity component must be incorporated to guarantee pension
coverage, not only for the sake of equity and predictability, but also to ensure
universal coverage in the future. The benefits of this component should be fi-
nanced with general government revenues (Bertranou, et al., 2011).

1.4.2 Restoring the benefit replacement rate: from discretionary
to institutional benefit adjustments

Beginning in 2002, measures were implemented to restore the purchasing power
of pension benefits, which had been affected by the devaluation of the peso. This
policy was carried out in steps until 2008, prioritizing the increase in the real
value of the minimum pension benefit. During this period, benefits above the
minimum were not automatically indexed to inflation but rather increased ad
hoc on two occasions, which caused them to lose their purchasing power.

These discretionary benefit adjustments led to a flattening of the benefit pyr-
amid. While the minimum increased and largely recovered from the shock of
the 2002 crisis, the mean benefit did not (Arza, 2012; Bertranou et al., 2011).12

There are gender differences with respect to retirement age requirements (65 for men, 60 for
women).

Between mid-2002 and mid-2008, the minimum benefit increased by 360 per cent, while the
highest level of pensions grew between 63 per cent and 79 per cent.
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The 2008 Law on Pension Mobility stipulated that all benefits should be adjust-
ed every six months based on a predetermined formula using parameters linked
to the change in the wages of all active workers and in the contributory and tax
resources allocated to the pension system.

In 2007, the accrual rate of the PAYG scheme that recognized contributions
made after 1994 was increased from 0.85 per cent to 1.5 per cent. This provision

was included in the 2007 Reform Act to create incentives for workers to transfer
from the fully-funded scheme to the PAYG scheme.

As per the reforms introduced in 1994 and 2007, the replacement rate of the ini-
tial benefit is equal to the PBU" plus the additional benefit linked to wages and
contribution years, equal to 45 per cent of the average wage of the last 10 years for
a worker who has completed 30 contribution years (up to 52.5 per cent with 35
contribution years).'* Both components of the benefit are indexed in accordance
with the Law on Pension Mobility; however, the PBU has lagged behind com-
pared with the minimum pension increases granted during 2002-2006. Thus, the
PBU has lost ground in terms of the average wage, which has affected replace-
ment rates of medium- and high-income workers more than those of low-income
workers, who stand a better chance of being included in the minimum benefit.

The table below summarizes the benefit formula under the different schemes
discussed above.

Table 1:  Pension benefit formula under the different schemes of 1994, 2007 and 2008

Scheme 1994 2007 2008- Re-reform
(Law N° 24.241) (Law N° 26.222) (Law N° 26.425)
PBU

Both schemes Universal Basic Benefit (PBU)
+ 1.5 per cent*N1*wage

Pay as You Go 0.85 per cent*N2 *wage 1.5 per cent * N2* wage 1.5 per cent * wage “ N
Individual

Capitalization Individual capitalization accounts

Accounts

Notes: N: years of contribution (30 to 35 years). N1: years of contribution to the old system (before 1994)
(30 years <= N1+N2 <= 35 years). N2: years of contribution to the PAYG scheme after 1994 (30 years <=
N1+N2 <= 35 years). Wage: average salary of the last 10 years of contributions.

Originally, in 1994, the value of the PBU was approximately 25 per cent of the mean wage of
formal workers. By December 2011, this figure had dropped to 13 per cent.

Prior to the re-reform, there was a compensatory benefit for the contribution made before 1994.
This benefit was equal to 1.5 per cent of the average wage of the last 10 years of employment
for every year of contribution for a worker who had completed 30 contribution years (with a
maximum of 35 years).
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1.4.3 Financial sustainability: improvements in the short-term financial
position, but long-term sustainability remains a challenge

The elimination of the individual capitalization component implied the
transfer of accrued funds from the individual accounts to the Social Security

Administration (ANSES).

The Capitalization Pension Fund (the stock of resources accrued in all indi-
vidual accounts of the AFJP) was also transferred and incorporated, together
with ANSES financial surpluses, to a reserve fund known as the Sustainability
Guarantee Fund (SGF). The SGF has the explicit mandate to help preserve the
financial stability of the AIPS and to foster economic development. In 2013, the
SGF portfolio represented 10 per cent of GDP and its net annual investment
return represented around 8 per cent of ANSES’ total income.

The personal contribution flows that were formerly destined to the individual
capitalization accounts increased the contributory resources managed by the
ANSES to around 1.2 per cent of GDP. Nevertheless, the main factors behind
the increase in resources from contributions were employment formalization
and a real wage increase (Bertranou et al., 2015).

The financial strengthening of ANSES also heavily depended on the allocation
of a significant proportion of general taxes (mainly VAT, corporate and personal
income taxes) during the 1990s to finance the introduction of individual capi-
talization accounts. A large share of these resources (over 50 per cent) should
have been transferred to the provinces. After reversal of this reform, the cen-
tral government kept those resources. This, together with the increased taxes
on wages, has improved the current financial situation of ANSES. As the figure
below shows, this continued even in 2010, after pension system coverage and
non-contributory pensions had been extended and a Universal Child Allowance
had been implemented.”

However, new future social protection spending entitlements have been grant-
ed. Their fiscal cost is unclear as no actuarial study has been conducted to assess
their long-term financial sustainability. Some projections made before and af-
ter the 2008 reform (Cetréngolo and Grushka, 2008; Auditorfa General de la
Nacién, 2010; Grushka, 2014; Rofman and Apella, 2015) reveal the persistence
of a “pure” deficit when counting contributions from wages and salaries as the

> For further information on the characteristics of this social protection policy, see Bertranou and

Maurizio (2012).
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Figure 5:  Expenditures and funding composition of the National Social Security
Administration (ANSES), 1995-2013"
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to merge the two GDP series.

Source: Bertranou et al. (2015).

only source of income. This excludes the other sources from investment of con-
tributions and tax allocations. These projections underscore the critical impor-
tance of maintaining tax allocations to finance the AIPS.

The high litigation rate is another aspect hindering the assessment of the sys-
tem’s financial sustainability. While this litigation is not new (Schulthess and
Demarco, 1993), it has recently become a key issue. Legal actions have focused
on the mobility (adjustment) of current benefits, particularly regarding benefit
indexation during 2002-2006, when only the minimum benefit part of each pay-
able pension was adjusted due to severe fiscal constraints at the time. Another
pension calculation formula was based on the determination of the initial bene-
fit at the time of retirement and the indexation of past insured wages.

In 2011, there were over 400,000 outstanding legal actions (Bertranou et al.,
2011). According to Bossio (2012), the application of the Supreme Court rul-
ings to update benefits and determine initial benefits would represent an annual
expenditure of 2.0 per cent of GDP.'

!¢ The breakdown for this figure is 0.8 per cent for the updating of benefits exceeding the mini-

mum amount in 2002-2008, and 1.2 per cent for the determination of the initial benefit.
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Finally, another consideration when assessing the financial sustainability of the
system is the demographic transition of the population. Argentina is currently
undergoing a transition process, also known as a demographic window, where
the proportion of the working-age population is growing relative to the popula-
tion of children, adolescents and elderly adults. Argentina is estimated to be at
an intermediate stage with respect to the ageing of the population. In 2010, the
percentage of the overall population ages 65 and over was 11 per cent, which is
expected to reach 19 per cent by 2050. This increase will be matched by the rate
of adult dependency,'” which is expected to rise from 19 per cent to 34 per cent
in the same period (Grushka, 2015).

Policymakers should consider social protection needs given that the country
is inevitably becoming an ageing society. In addition to income security in old
age, social health protection, public social services and long-term care need to
be assessed and factored into government plans. At the same time, actual years
of employment in relation to the statutory retirement age(s) should be closely
monitored to ensure a balance between the duration of employment and the du-
ration of retirement. Future employment protection laws could encourage older
workers to remain active in the labour market. Employment and social protec-
tion policies need to be carefully integrated (ILO, 2013).

1.5. Final remarks on the politics of recent reforms
and challenges ahead

The reversal of the privatization had created an overall positive effect, with in-
creased coverage, improved adequacy and financial sustainability. As a whole,
income protection in old-age has been improved and meaningfully contribut-
ed to the well-being of people in old-age, including spill over effects to the rest
of the population. Yet, the continuous reforms of the pension system have not
yet achieved a stable design that would ensure the long term sustainability of
the scheme with regards to benefit adequacy, coverage and financial balance.
Based on the discussion above, some conclusions can be drawn regarding the
performance of the current system in terms of financing and coverage. The rise
in formal employment has succeeded in increasing pension system resources. At
the same time, the favourable performance of the economy since the 2001-2002
crisis and the additional income from general taxation specifically allocated to

7" Ratio between the population ages 65 and over and the population between the ages of 20 and 64.
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the pension system have provided the necessary fiscal space for the government
to improve the social protection of citizens. Old-age coverage has expanded to
over 90 per cent, an unprecedented achievement.

This paper discussed the circumstances behind the reforms of the Argentinian
pension system during the past two decades and how these reforms have af-
fected the three main areas crucial for the performance of any pension system:
coverage, benefit adequacy and financial sustainability. The magnitude of these
changes in such a short period (especially considering that these reforms are de-
signed to have long-term impact) and the lack of solutions for many existing
problems require explanations that go beyond the arguments of the current lit-
erature on pensions.

Certainly, the shift in prevailing views regarding the role of government in the
economy, the participation of multilateral credit organizations, the magnitude
of the macroeconomic crisis (hyperinflation, economic stagnation and reces-
sion) and the political power the government had gained before reforming the
pension system in the early 1990s and in 2008, are key factors explaining the
reforms. Only by considering these circumstances can the agreement of trade
unions and provincial governments to finance the transition with tax revenues,
or the absence of strong opposition from the financial system and AFJP contrib-
utors regarding the return to the PAYG, be understood.

Although the re-reform did not include policy definitions regarding coverage
and benefit adequacy, other policy measures significantly increased coverage
and restored the real value of benefits. Nevertheless, the re-reform improved the
short-term financial position of the social security system, which recorded a sur-
plus despite an increase in expenditures of 3.6 per cent of GDP between 2008
and 2013 due to the extension of social protection coverage (pension benefits,
non-contributory disability benefits and non-contributory child allowances).
However, neither the re-reform nor other policy measures implemented since
2005 have resolved the sustainability and coverage issues that the system will
face in the future.

As in every pension system, there are still numerous pending challenges: a) to
preserve the system’s sustainability by adopting predictable parameters for ad-
ministrators and insured parties to reduce litigation rates (lawsuits brought
against the ANSES by beneficiaries); b) to attain universal coverage without the
need for emergency measures; and, ¢) to improve equity in both its horizontal
dimension, by closing coverage gaps (mainly in terms of contributions during
employment), and in its vertical dimension, by improving replacement rates
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benefit adequacy). Equity across groups (system fragmentation) and across
quacy). kquity groups (sy g

genders (Arza, 2012b; Bertranou et al., 2011; Mesa-Lago, 2009) must also be

improved.

In conclusion, while measure to secure the long-term sustainability of the pen-
sion system are still required, the fundamental changes that have been intro-
duced with the return to the public PAYG pension system, put Argentina back
on track, generating an overall positive effect, with increased coverage, improved
benefit adequacy and providing the basis for achieving sustainable financing.
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2. Bolivia

Carmelo Mesa-Lago

2.1. Summary of reforms related to pension
privatization and its reversal

1996

The pension system following the 1996 privatization:
e Non-contributory pension for individuals ages 65 and over.
e Mandatory defined contribution private pillar.

2006-2010

President Morales launches four years of discussions and consultations to
reverse the pension privatization. The Workers’ Federation, COB, plays a key
role in this effort.

2008

Call for re-reform proposals, explicitly rejecting advice from international finan-
cial organizations. The non-contributory pension (Bonosol/Bonavida) becomes
Renta Dignidad, a universal benefit for all older persons aged 60 and over. RD
is reduced by 25 per cent for those receiving a pension from the contributory
scheme.

2009

Constitutional ban on private administration of social security schemes.
Creation of a public administrator (Gestora Publica, not yet operational). In the
meantime, the two pension funds continued to manage the reformed scheme.
Introduction of strict sanctions for evasion or fraud with respect to social se-
curity system and benefits.

Dec. 2010

Reversal of the privatization and rebuilding a public pension system:

Law No 065 replaced the private system with a new public PAYG system:
Sistema Integral de Pensiones (SIP).

The new model: The new three-tier mixed system consists of a public
non-contributory universal pension for all individuals ages 60 and over, a
contributory, PAYG DB providing old-age pensions, and a semi-contributory
(solidarity) scheme financed by contributions and a solidarity fund. The shares
of the private system are transferred to the solidarity fund.

Entitlements: PAYG DB pension from the age of 55 and 50 for men and wom-
en, respectively with guaranteed replacement rate of 70 per cent assuming
30 years or more of contributions. Universal non-contributory pension is grant-
ed from the age of 60 with a benefit up to approximately US$ 47 per month.

Administration: A new public pension administrator (Gestora Publica), created
(Supreme Decree 2248) in 2015, is expected to begin operations in March 2019.
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Transfer of Entitlements: All affiliates and funds were transferred to the
public system. Individual accounts continue to operate temporarily, under the
management of the AFPs until the new Gestora Publica starts its operation.

Supervision: Pension and Insurance Supervisory Authority replaced the
Superintendency, with the mandate to oversee both pensions and insurances.

Contributions: Workers contribute 12.71 percent and employers, 3 per cent.
High-income individuals pay an additional contribution to the Solidary Fund.

Solidarity, gender and social impacts: Projections indicate substantial
benefit increases for lower-income groups and women. Additionally, the ma-
ternal solidarity pension led to improved gender equity.

Fiscal impact: US$ 5.41 billion were transferred from the private to the pub-
lic system, decreasing public debt from 38.5 to 33.9 per cent of GDP between
2010 and 2011.

2.2. Introduction

In many senses, Bolivia is a unique case in Latin America and the Caribbean
(LAC). The Human Development Index ranks Bolivia as the sixth least so-
cio-economically developed nation among 35 countries in Latin America
(UNDP, 2014). Most of the labour force is in the informal sector (a total of
60 per cent, 67 per cent among women,' and steady wage employment is low,
which makes the expansion of contributory pension coverage difficult. Bolivia’s
poverty and extreme poverty rates were the second highest in the region in 2005
(rural poverty is double the urban rate) but improved to fourth place in 2013
(ECLAC, 2014a, 2014b). The decline in poverty mainly resulted from virtually
universal coverage of the elderly population by a non-contributory flat pension
scheme, the only one of its kind in LAC, and one of just 27 out of 178 coun-
tries worldwide (ILO, 2014/15; ECLAC-ILO, 2015). By contrast, Bolivia has
the lowest contributory coverage of its labour force. The re-reform created new
institutions and benefits but kept individual member accounts, which are still
managed by the AFP given that the public administrative body (Gestora Publica
de Seguridad Social de Largo Plazo, henceforth Gestora) has not yet been es-
tablished (as stipulated by the re-reform law). A serious concern is the long-run
financial-actuarial ability of the system to deliver on the promise of adequate in-
come security for all workers and their families. This chapter examines the rever-

! Seventy-five per cent of non-agricultural employment in Bolivia is informal, a percentage that

increases to 78.5 per cent for women. Both figures are the highest in Latin America (ILO-
WIEGO, 2013).
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sal of pension privatization in Bolivia through the 2010 pension re-reform, with
an emphasis on its political economy and impacts on social security principles.

2.3. Why the government re-reformed pensions
and abandoned privatization

2.3.1 Privatization model

Three major types of pension structural reforms have been implemented in
LAC: a) substitutive reforms, which entirely replaced the PAYG, defined bene-
fit and publicly-managed system with a fully-funded (individual-account), de-
fined contribution and privately-managed (AFP) system; b) mixed reforms that
maintained the public system and added a mandatory private tier; and c) paral-
lel reforms that maintained the public system and created a private system com-
peting with the public one (Mesa-Lago, 2008). Bolivia followed the substitutive
model pioneered by Chile without adequately consulting workers and employ-
ers, as mandated by ILO Conventions and Recommendations. All insured in
the public system were forced to enrol in the new private system. In Chile, those
insured at the time of the reform were given a short period to decide either to
stay in the public system or to shift to the private one. As in Chile, enrolment in
the private system was mandatory for new entrants in the labour force entitled
to coverage. Bolivia’s labour force and socioeconomic features, however, were
quite different to Chile’s, hence making it difficult to replicate the latter’s reform
model. Bolivia’s scheme also had important design flaws and introduced post-re-
form changes that generated significant problems.

2.3.2 The main justifications/arguments for the 1996 pension
privatization did not occur

Several flaws of the public pension system were used to justify the privatization
law in 1996: a) a high level of fragmentation, with a single basic programme
but 38 supplementary funds with significant differences among them; b) low
coverage of the labour force and the elderly, especially women; c) low retirement
ages (50 women/55 men) and high replacement rates (70-100 per cent); d) high
administrative costs (17-20 per cent of contributions, on average); ¢) substantial
evasion, payment delays and under-declaration of wages; ') depletion of the pen-
sion fund (partly due to hyperinflation in the 1980s) and low or negative rates
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of return; and, g) financial imbalances that steadily increased fiscal transfers to
finance a growing deficit (US$ 780 million in 2012 alone), a severe actuarial
imbalance and an active/passive ratio averaging 2.7 to 1 in the basic programme
but below 1 in several supplementary funds (Gersdorft, 1997; Picado and Durdn
Valverde, 2009; Mesa-Lago and Ossio, 2012; MEFP, 2013b).

The structural reform had the support of international financial organiza-
tions but strong opposition from the ministries of labour and health, as well as
trade unions. The draft legislation linked the reform with the privatization of
half of all public enterprises, made politically feasible by assigning 50 per cent
of the stocks to finance an annual non-contributory flat benefit for the elderly
(Bonosol). This garnered support from the major workers’ federation. The draft
legislation also established a pension authority to oversee the private system and
remove power from social ministries. A public relations campaign launched in
1995 led to a limited social dialogue but did not prevent opposition forces from