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Shift to private pension system: The case of Poland and
Israel'

Moshe Manor?, Joanna Ratajczak’

Abstract: Following Chilean experiences as well as the World Bank suggestions post-
-communist Poland and post-collectivist Israel—underwent deep reforms which led
to the privatization of old age security. The aim of the article is to compare the Polish
and Israeli paths of pension privatization in the last thirty years. The main conclu-
sions are: (1) the economic, demographic and political environments at the moment
of the design and implementation of the pension reform were quite similar in both
countries; however (2) the scope and scale of the privatization was different: in Poland
there was only partial shift towards private pension system while in Israel full privati-
zation of the system was implemented; (3) the decisive factors were: the inertia of the
already existing pension systems and the power of foreign influencers; (4) the retreat
from privatization in Poland and the increase in Israel took place due to the different
mix of disadvantages of the new pension arrangements, short-term political aims and
international pressure.

Keywords: pension system, pension privatization, private pension system, Poland,
Israel.

JEL codes: K31, K38, P36, P52, N3.

Introduction

Pension systems have undergone many reforms in the last few decades. Some
of them were aimed at a shift towards private pension systems. These may in-
volve: (1) management (storing information, collecting pension contributions,
asset management, structure of assets, especially the size of the share of non-
tradable bonds and delivering annuities of insurance products) or (2) pen-

1 Article received 10 October 2019, accepted 16 March 2020.

2 Financial and economic consultant and lecturer of business administration, 3 Haorev St.
Rosh Haayin, 4855011 Israel, ORCID: https://orcid.org/0000-0003-4111-9115.
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orcid.org/0000-0002-2709-4698.
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sion financing (the shift from a public pension contribution towards a private
one, which results in the transformation of legal regime: from public law to
civil law) (see also Palmer & Gora, 2004, pp. 16-17). It has to be stressed that
the shift towards private pension systems may be connected with only one of
the changes mentioned above or a combination of them: it means that what
is called a shift towards a private pension system can be of different scope
and scale in different countries. Moreover the shift towards private pension
systems is quite often labelled as a privatization of the pension system and
treated accordingly as a part of paradigmatic or systemic pension reforms
(e.g. Miiller, 1999, 2000; Orenstein, 2013). However, it is quite ambiguous as
to what pension privatization means, as well as to what is called partial or full
pension privatization.*

The first paradigmatic shift towards a private pension system was per-
formed in Chile in 1981 and had its followers in Latin America (Barr &
Diamond, 2016). The Chilean example inspired the World Bank to propose
that such a shift should become a key element of the pension reform for post-
socialist countries (World Bank, 1994). The shift towards private pension
schemes was assumed to meet demographic challenges and the secondary
goals of the pension system, especially economic growth accomplished thanks
to an acceleration of domestic savings. This approach was criticized for both
theoretical and empirical reasons (Orszag & Stiglitz, 1999; Barr, 2002) and
the World Bank modified its proposition (Ramesh, 2006; Orenstein, 2013,
pp. 269-270).

The purpose of this paper is to compare two countries: Poland and Israel
with regard to their shifts towards private pension schemes and further devel-
opment of these paths. To achieve this goal political economy and comparative
analysis are used. Both countries abandoned a controlled economy and intro-
duced the market economy only in the last three decades. They were facing
similar economic challenges even though their political background (Poland—
communist dictatorship and Israel—democracy with a socialist centralized
economy) differed substantially.” Both countries decided to implement a shift

* In the literature concerning economics of the welfare state and the public sector there are
basically three types of privatization distinguished (Barr, 2012, pp. 71-72): (1) privatization of
production, (2) privatization of financing and (3) privatization of production and financing. In
the first case only the ,,production” of an obligatory pension, fully or partly, is shifted from public
towards private management companies as sub-contractors which, on behalf of the public au-
thority, are responsible for investing the funds and mostly for paying out annuities. Privatization
of financing means that the obligatory pension contribution is shifted from public financing to-
wards private financing, which results in moving from public individual pension entitlements
towards private ones. When both these shifts take place simultaneously pension contribution
becomes private and is managed by private institutions. This classification can be extended by
the third dimension, i.e. regulation (more Barr, 2012, pp. 73-75).

> See section 4.
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towards a private pension system: Israel did it step by step over two decades,
Poland conducted a systemic pension reform in 1999. In both countries this
shift was called “privatization of the pension system”, both in English publica-
tions (Miiller, 1999; Fultz, 2012; Hagemejer, Makarski, & Tyrowicz, 2015) and
in Polish (Zukowski, 2013) or Hebrew ones (Spivak, 2013) which can lead to
many misunderstandings (Gora, 2013; p. 15-16). The Polish and Israeli pension
systems have undergone further pension reforms and have been analyzed in
the literature (Fultz & Ruck, 2008; Tompson & Price, 2009; OECD, 2015; Yosef
& Spivak, 2008). However there has been no research so far which compares
both paths towards conversion into private pension systems. This article ad-
dresses this gap and is split into three main sections: the case of Chile as a first
example of fully shifting towards a private pension system and in the second
and third sections of this paper the Polish and Israeli paths and experiences
within this area, followed by conclusions.

1. The Chilean case

Prior to the reforms Chile had a financially unsustainable PAYG pension sys-
tem with a high deficit which included numerous special schemes intended for
different groups (Asher & Vasudevan, 2008, p. 6). More than a decade before
the reforms the system was considered to be unfair, abused by interest groups
and not focused on those who needed it most (Iglesias-Palau, 2009, p. 8). In
1981 Chile adopted a free market economic model and implemented pension
reform (De Mesa & Mesa-Lago, 2006, p. 154).

The reform shut down the old PAYG programs for new joiners and intro-
duced new, mandatory, fully funded pension funds of defined contribution (DC)
type®, managed by private management companies (AFP’s). The contribution
rate was set at 10%, for all employees (Asher & Vasudevan, 2008, pp. 7-8). In
1981 the total transition cost (implicit deficit) was estimated at 136% of GDP.
Only three years later, in 1984, its annual amount was 5% of GDP and later de-
clined to 2.5% of GDP annually (Chilean Pension Commission, 2015, p. 54).

The reform has been treated as successful as pension funds (1) contribut-
ed greatly to the development of the Chilean financial market (Hermes, 1995,
p- 117)” and became the main actors in financing infrastructure projects (Asher
& Vasudevan, 2008, p. 13); (2) generated relatively high return rates. However,
some problems also arose (Orenstein, 2013, p. 270): (1) weak competition;

® In defined contribution (DC) type annuities are based on the affiliates’” accumulation,
while in the defined benefit (DB) type annuities are based mostly on valorized earnings in the
reference period and the contributory period.

7 In 2018 funds’ assets amounted to 70% of GDP (OECD, 2019, p. 211).
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(2) high commission charges; (3) insufficient coverage and (4) low replace-
ment rates®, especially for women.

To solve the first two problems some parametric reforms have been intro-
duced since 1981: management fees were modified and reduced by about 70%
(Asher & Vasudevan, 2008, pp. 17-18) and every two years bidding on fees
was introduced: all new joiners were assigned to the pension fund which of-
fered the lowest management fee. Furthermore in 2002, six years before the
financial crisis, Chile was first to develop and fully operate an age-based de-
fault pension model which offered five funds with different risk profiles ac-
cording to the age of the fund’s member (Hormazabal, 2012, pp. 4-5). The
results in 2008-2009 proved that the system succeeded in protecting the old-
er members’ accumulation and at the same time allowed the young affiliates
to gain more returns during the first 20 years of contributions (Hormazabal,
2012, pp. 12-14).

Nevertheless the Chilean system still presented some weaknesses: it gener-
ated low coverage and replacement rates.” The main reasons for the above were
the following: (a) contribution for self-employed was not mandatory; (b) low-
paid employees, especially females, suffered from instability of their working
careers. To remedy the issue certain reforms were implemented as of 1996
(Kritzer, 2008, p. 77): (a) contribution became mandatory for the self-employed;
(b) a new PAYG solidarity pillar fund, financed by tax in order to raise mini-
mum pensions was created as well as a government guarantee for a minimum
benefit from the funded pillar; (c) the contribution rate was increased to 14%
(Santoro, 2017, p. 1); (d) pension credits for raising children were introduced.

These reforms led to an increase in coverage rate (contributors to wage earn-
ers) from 50%-60% prior to reforms to 86.7% in 2018 (OECD, 2019, p. 207),
which is the highest value in Latin America. The Chilean pension system has
also been successful in terms of satisfactory returns of all AFPs', limited fiscal
expense and later on also reducing management fees as well as the introduc-
tion of the age-based default model. On the other hand the system is not able
to provide adequate annuities, also for permanent contributors: net replace-
ment rate amounts to 37.3% for an average earner compared to OECD average
of 58.6% (OECD, 2019, p.155). Adjustments have been introduced, but they
are still insufficient (Barr & Diamond, 2016, pp. 5-8), so poverty relief remains
one of the profound challenges.

8 Defined as net income after retirement divided by net income before retirement.

° In 2008 net replacement rates amounted to 37.3% for average-earners, the same as prior
to the reforms, and lower than OECD average of 58.6% (OECD, 2019, p. 155).

' However some indicate that high return rates, especially in the first decade after the re-
form were due to the high return rates of government bonds and bank deposits guaranteed by
the stat, in which the funds’ assets were solely invested (Barr & Diamond, 2010, p. 170).
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2. The Polish case

2.1. Reasons and concept

After more than fifty years of being a satellite state in the Soviet sphere of influ-
ence, in 1989 Poland began the transformation to democracy and a free mar-
ket. The transition process was characterized by institutional changes and soci-
etal, political and economic instability. One part of the Polish society protected
the status quo, the other opted for individualization and free choice to achieve
increase in individual welfare. The family underwent profound changes such
as growing instability, lower marriage and fertility rates (Kotowska, Jozwiak,
Matysiak, & Baranowska, 2008, pp. 798-821). However, the aging process was
to accelerate only a decade later (European Commission, 2017, pp. 12-20).
Privatization and restructuring of the economy resulted in an increase in un-
employment (up to 15%), a decrease in GDP in 1990-1991 accompanied by
very high inflation rate (250% in 1989), an increase in government budgetary
deficit and relatively high external debt (Kowalski, 2009, 2013, p. 129, 182).
The political scene was very unstable: the government often changed and pre-
mature elections took place (Kowalski, 2013, pp. 160-163).

After 1989 two parametric pension reforms initiated the shift (1991, 1994)
(Zukowski, 1994). The original Polish pension system delivered wide coverage
(more than 90% of workers), a relatively high replacement rate (70%), steady
valorization of pensions, redistribution towards lower paid workers/pensioners
and numerous pension privileges. From the mid-80s the social pension fund
(FUS) suffered from a significant deficit (Bielawska, 2014, p. 116), which was
predicted to increase in the future unless pension reforms were undertaken
(Chton, Géra, & Rutkowski, 1999, pp. 8-10).

Three reform options were considered (Hausner, 1998): (1) the social ap-
proach (1990-1996), aimed at the protection of pensioners with no cost limit;
(2) a sustainable approach (1992-1996), aimed at the reduction of pension costs
(especially state subsidies) through parametric changes; (3) a structural approach
(1991-1999), supporting economic growth and sustainability in the long term.
Because of conflict within the government the Government Plenipotentiary for
Social Security Reform was constituted (Ratajczak-Tuchotka, 2010). The office
followed the third option of the pension reform and was deeply inspired by
the World BanK’s concept'' (Géra, 2003, p. 19). It was called “Security through
diversity” and proposed partial substitution of PAYG social pension insurance
by a funded component (open pension fund, OFE) and change in the pension

' 'The World Bank affected the Polish concept both by spreading knowledge and financial
support (organizing conferences and seminars; sending its workers e.g. Michal Rutkowski to
work on the Polish pension reform) (Tompson & Price, 2009, pp. 141-144). The new pension
expert elite dominated the scene: even other experts’ pension reform proposals were totally ne-
glected.



M. Manor, . Ratajczak, Shift to private pension system: The case of Poland and Israel 87

formula from a DB to a DC one. Political consensus existed during the concep-
tualization and passing of the pension reform. Trade-offs were made with the
opponents of the reforms (Ratajczak-Tuchotka, 2013). However some issues
remained unsolved, e.g. the removal of early pensions or delivering annuities
from the funded pillar which caused a lot of political and economic strife in
the coming years (Tompson & Price, 2009, p. 151).

The systemic pension reform was introduced in 1999. Only a partial shift
towards a private pension system took place: instead of a public supplier (ZUS),
private suppliers (OFE) managed by private companies (PTE) were created.
The shift towards private financing did not occur: the obligatory social pen-
sion contribution rate did not change and was only split between two manda-
tory pillars; 2/3 of the contribution remained PAYG and 1/3 became funded.
The partial shift towards private pensions (instead of one fully privatized in
providing and financing) was justified by two reasons: a complete shift to-
wards a funded system did not diversify risks properly and caused transition
costs which would be too high (Chlon et al., 1999, p. 5). The social campaign
was confusing and resulted in persuading people that the privatization mix
would address all demographic, macroeconomic and political risks (Chlon et
al., 1999, p. 6)."* It also made the public believe that obligatory funded pension
entitlements were private savings. Introduction of OFE was perceived as a “for-
ward escape strategy” from the current unsustainability of the public pension
system (Golinowska, 2014, p. 97) but was not a part of the transition (Gora,
2013, pp. 8-9). Such a systemic reform was possible because the shift towards
a private pension system addressed society’s aspirations to build up individual
savings and their liberal idea of justice on the one hand and lack of knowledge
and experience in the financial market on the other. Poland as a beginner in
the free-market economy wanted to show readiness for paradigmatic reforms
to foreign creditors and investors.

2.2. Problems and further developments

There were three main problems which accrued: lack of technical preparation
for the reform (Gdra, 2003, pp. 22-23; Chlon-Dominczak, Franco, & Palmer,
2012, p. 42); the very high operating costs of pension funds and too little com-
petition between them (Fultz, 2012, pp. 11-12); additionally transition costs
were underestimated.

It must be stressed that Poland entered the pension reform with a high pub-
lic budget deficit (Bielawska, Chton-Dominczak, & Stanko, 2017, p. 15) and
problems with transition costs additionally deteriorated public finances." The

'2 Which was identified in the literature as a pension myth (Barr, 2002).

' The transition costs amounted to 0.3 % of GDP in 2000 and increased to 1.6% of GDP in
2010 (in the period 2000-2010 altogether 14.5% of GDP). The general government deficit stood
at 3% of GDP in 2000 and 7.6% of GDP in 2010 due to the great recession.
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reasons were: (a) the income from government property privatization, which
was aimed to cover part of transition costs, appeared much lower than expect-
ed and was targeted differently (Ktos & Marchewka-Bartkowiak, 2009, p. 9;
Marchewka-Bartkowiak, 2011, p. 4); (b) the lower contribution in the PAYG
pillar since a large share of contributors divided the pension contribution be-
tween PAYG and funded pillars and uniformed workers were moved into a sep-
arate pension system again; (c) higher costs of running PAYG pensions (post-
poning by six years the elimination of early pensions without their reduction,
termless prolonging of preferential regulations for miners).

The first “wave” of pension fund reforms was aimed at protection of the
insured: reduction of costs, especially for the biggest pension funds and the
abandonment of very aggressive customer acquisition as well as changes in the
calculation of the guaranteed return benchmark and changes in investment
policy towards a more aggressive one (Table 1).

The second “wave” of pension fund reforms addressed the problem of tran-
sition costs and its consequences for public finance. Poland had been making
preparations for EU-accession and had aimed at fulfilling the convergence
criteria related to the debt deficit (no more than 3% of GDP) and government
debt (no more than 60% of GDP), so the pressure was even higher, especially
as Poland had been suffering from the “chronic” excessive deficit of the gen-
eral government sector (Bielawska, 2014, p. 117). The changes (Table 1) were
aimed at both diminishing the total pension contribution amount to the pen-
sion funds (decrease in the pension contribution rate, introduction of volun-
tary participation) and a reduction in pension funds’ assets (e.g. redeeming of
assets invested in state-bonds'?, obligatory transfer of individual pension capital
to PAYG before retirement) as well as withdrawal of the private pension funds
from the decumulation phase of pension capital. It shows quite a clear direc-
tion: the state was withdrawing, step by step, from the private pension system.

There were some additional factors which facilitated the process. Firstly, af-
ter the pension reform lost its owner as the Government Plenipotentiary’s post
was annulled, supervisory competencies were, following several transitions, ul-
timately transferred to the Polish Financial Supervision Authority. Secondly,
the EU became a more and more important actor on the “pension scene” in
Poland: directly due to the Maastricht criteria and changes which led to the
inclusion of pension subsidies in the public debt (Golinowska, 2014, p. 97;
Bielawska, 2014, p. 120); indirectly by requiring the applicant’s own financial
contribution to access the EU funds which competed against the rising gov-
ernment subsidies for the pension system. Thirdly, the global financial crisis
2007-2009 contributed to restriction or temporary suspension of the contri-

' Remitting of state-bonds was justified by “rolling up” the state debt: the government issued
state bonds to cover transition costs from the old to the new pension system and OFE bought
them with pension contributions, so the interests paid were unnecessary costs.



Table 1. Reforms aimed at open pension funds (OFE) since the paradigmatic

pension reform

Group of pension

reforms Year Changes
Privatization of the 1999 |~ introduction of obligatory open pension funds, contribution
pension system rate of 7.3%
2002 |~ moving of uniformed workers to the separate pension sys-
Changes in mem- tem
bership 2012 |- ban on acquisition of new members
2014 |- participation in pension funds becomes voluntary
2011 |~ reduction of pension contribution to pension funds from
7.3% to 2.3% (and an increase to 3.1% in 2017)
Reduction of pen-
sion funds’ assets - voluntary contribution to pension funds at the level of 2.92%
2014 |- redeeming of 51.5% of assets invested in state bonds (about
PLN 153 m, i.e. about 8% of GDP)
- the pension provision from the pension fund has to be trans-
. 2009 | ferred monthly to the PAYG pillar and paid out together with
Phasing out pen- the pension from PAYG pillar
sion funds from
the decumulation - introduction of “security slide”—ten years before retirement
phase 2014 pension capital in OFE can be transferred monthly to PAYG
pillar, so that at the minimum retirement age all pension
capital is registered in the PAYG pillar only
- contribution fee set to 7% maximum
- changes in the amount of transfer fee (for changing the
2004 | OFE)—flat rate provision
- changes in the management fee—introduction of regression
Reduction of pen- scale
sion ‘funds’ C‘TSts - maximum contribution fee lowered to 3.5%
and Increase In 2010 |- changes in management fee—introduction of maximum
competition be- nominal fee level and success fee
tween them
2011 | - removal of transfer fee (for changing the OFE)
- maximum contribution fee lowered to 1.75%
2014 | - reduction of maximum management fee to 0.6% of net assets
annually
2004 |~ changes in calculation of the internal benchmark for pen-
sion funds
2011 |~ increase in investment limits for shares listed on the Warsaw
Changes in invest- Stock Exchange by 2.5% annually from the previous 40%
ment strategies 2013 | - increase in limits on foreign investments
- ban on investing in state bonds
2014 | - pension funds are obliged to invest 90% of assets in equities

- introduction of an external benchmark for pension funds

Source: Authors’ compilation.

(89]
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bution rate (e.g. Latvia, Lithuania, Estonia) or even the termination of obliga-
tory pension funds (e.g. Hungary) in the countries which had shifted towards
private pension schemes. Poland did not suffer much from the financial crisis
but it boosted the discussion about the funded pillar (Golinowska & Zukowski,
2011; Bielawska et al., 2017, p. 21). Fourthly, in 2008 the Constitutional Court
adjudicated that the obligatory pension contribution remain public (and not
private) (183/10/A/2008), which enabled a reduction of pension contributions
towards OFE in favor of the PAYG pillar and a redemption of pension funds’
assets put in state bonds in 2013 (163/10/A/2015). Fifthly, the process of equal-
izing and raising the minimum retirement age, which began in 2013, was can-
celled in 2017 following a pre-electoral promise of the incumbent Polish pres-
ident. Sixthly, due to the forecast of behavioral economics and existing asym-
metry of information only 15% of OFE members joined the pension funds for
the second time when they were given the choice.

2.3. Challenges

The first reduction of obligatory pension contribution rate from 7% to 2.3% in
2011 reduced the government debt by 0.6 % of GDP in the reference year; re-
deeming 51.5% of OFE assets located in state bonds diminished public debt by
5 pp of GDP in 2014 while further changes in the contribution rate and mak-
ing pension funds voluntary accounted for the reduction of transition costs
by 0.3-0.4% of GDP (Bielawska et al., 2017, p. 50). To improve the balance
of the current social insurance and public finance a complete termination of
OFE was announced: in 2020 the pension capital has to be either transferred
from OFE to an individual voluntary Pension Retirement Account (IKE) and
charged with 15% fee for the state (default option) or to the PAYG pillar with
no fee (on application).

It has to be stressed that the public narrative about pension funds was large-
ly one-sided and selective all the time. Initially pension funds were shown as
the most important and desired part of the systemic pension reform. Ten years
later OFEs were presented as the costliest part of the pension system, both on
the micro'™ and macro level (Fultz, 2012, pp. 15-16). All of it contributed to
the erosion of trust in the pension funds and the financial market. One of the
outcomes is that the actual share of employees was much lower than predicted
in the new Employee Pension Plans (39% < 75%; Palasz, 2019).1

Shifting towards a private pension system was aimed at the so called second-
ary goals of the pension system. Some of them were achieved such as the de-

!5 However until 2012, the real return on OFE was the highest among all CEE countries
which privatized their pension system (Bielawska et al., 2017, pp. 40-42).

'S This proposal was accompanied by the introduction of employee pension plans in autumn
2018. These are quasi-obligatory plans which started in July 2019 and are aimed at building up
national savings for development (Ministry of Development, 2016).
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velopment of the financial market, but some results did not meet the expecta-
tions. This applies especially to acceleration of the economic growth which, as
Barr and Diamond indicate, depends strongly on country-specific factors (Barr
& Diamond, 2010, p. 72). Shifting the management of assets towards private
institutions only increases the political risk in the funded part of the pension
system as the Polish case shows: long-term stability of the pension system was
given up in favour of short-term fiscal goals (Bielawska, 2014, p. 120).

It must be said that the shift towards a private pension system was only part
of the systemic pension reform 1999. From the micro point of view the cru-
cial part was the implementation of the DC pension formula both in the payg
(NDC) and funded (FDC) parts of the obligatory pension systems. Introduction
of very equivalent pension formula resulted in much lower replacement rates
and an increase in poverty rates for all insured people, especially for women
(Ratajczak, 2019, p. 91). The poverty issue has not been properly addressed by
the politicians so far.

3. The Israeli case

3.1. Reasons and concept

In the last 30 years Israel has faced many reforms of the pension system as part
of broader economic reforms. “East European Jewish immigrants to Palestine
viewed the Zionist and the socialist revolution as complementary and insepa-
rable goals and sought to create an economy in which market forces were con-
trolled for the benefit of society as a whole” (Kay, 2012, p. 101). Consequently
until 1985 the Israeli economy was centralized and controlled by the govern-
ment and by an umbrella organization of all labor unions in Israel “Histadrut’,
both ruled by the Labor Party. The Histadrut represented 80% of the workforce
and also owned 25% of the economy’s capital in all fields, including pension
funds (Ben Porat, 2008, p. 94). This structure was successful until 1973 when
the war and the oil crisis broke out and the government gradually lost control
over the economy: budget deficit in 1980-1984 was 13.2% of the GDP and an-
nual inflation stood at around 400% (Ben Basat, 2002, p. 6).

In 1985 a stabilization program was introduced by a national unity gov-
ernment of the big parties Likud and Labor in cooperation with employers,
Histadrut and the Bank of Israel (BOI). The program included a price freeze
and a sharp reduction in the government deficit. In the following years infla-
tion plummeted and the deficit shrank to 0.6%-3.6% (Ben Basat, 2002, p. 6).
The success of the stabilization programme allowed the Ministry of Finance
(MOF) to start a series of structural changes, including pension reforms which
were designed according to the American agenda and aimed at opening the
economy to international investors; reduction of the government involvement
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in the economy; development of high-tech industry and achieving a sustain-
able growth.

The reasons for the reforms were not strictly economic but they also were
based on neoliberal economic beliefs, political motives and international re-
lations. The major powerful forces that drove the reforms were MOF seniors,
BOI and the academic community, mostly educated at American universities.
Assistance came from politicians of both parties and from the USA, Israel’s
main ally against the Arab countries supported by the USSR.

The motives for reforms of MOF and BOI have already been explained. For
the Likud party, which has been in power most of the time since 1977, it was
an opportunity to weaken or ruin the organizations that were affiliated with
the Labor Party, mainly the Histadrut. At the same time the young generation
of the Labor Party perceived the old economic institution of the Histadrut as
a burden because of the conflict of interest between its role as a union and an
entrepreneur and advocated that Histadrut should remain a union federation
only (Ratson, 2010, p. 471). The USA feared Israel’s possible economic collapse
and requested that the Israelis execute reforms designed according to Milton
Friedman’s neoliberal principles in order to gain American economic support
(Kay, 2012, p. 111). This American approach continued also in 2003 when Israel
increased its debt on international financial markets by USD 10 bn. backed by
American guarantee.

Prior to the reforms the pension system consisted of the first pillar of PAYG flat
rate old age pension and the second pillar which included: (a) PAYG, DB, a tax-
financed lifetime annuity plan for government employees only; (b) DB pension
funds with contributions from employees and employers and a lifetime annuity;
(¢) provident funds and executive life insurance with contributions from employ-
ees and employers with the possibility of a lump-sum withdrawal. All funded in-
struments were invested solely in earmarked bonds."” However, pension savings
were not obligatory; only public sector workers and employees under sectoral
agreements were enrolled automatically. Around 43% of Israeli population did
not have any pension arrangement regarding the funded pillar until 2008 when
a mandatory private pension was introduced (Manor, 2015, pp. 90-94).

3.2. Problems and further developments

The pension system faced several problems: (a) an actuarial deficit of pen-
sion funds caused mainly by the population’s aging which had been ignored
for many years'®; (b) low coverage and severe poverty among the population
that did not have any private pension arrangements at all; (c) the future high
budget burden of PAYG and earmarked bonds.

'7 Special non-tradable government bonds issued to pension providers.
'8 In the late 80s actuarial balance was applied for the first time.
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Macroeconomic results of economic reforms have been impressive in the
past 30 years. GDP per capita increased from USD 12.5K in 1990 to USD 41.7K
in 2018 (Country Economy, 2019). The debt to GDP ratio declined from 1.38
in 1990 to 0.61 in 2018 (Bank of Israel, 2019a). Although Israel has remained
in foreign trade deficit most of the time in the past 15 years it has also obtained
a surplus of around USD 9.6 billion in 2018, i.e. approximately 3% of GDP
(Bank of Israel, 2019a).

The pension reforms were intended to stabilize the system and prepare it for
the future difficulties such as ageing and poverty relief; they were also meant
to develop the capital market and reduce the burden on the state budget. The
main steps included introduction of the mandatory private pension pillar to
raise coverage rates and deal with poverty; eliminate a lump-sum withdrawal
before retirement and allow it on retirement only if a minimum annuity was
achieved. The reforms also eliminated PAYG for new joiners and turned the
system from actuarially imbalanced, DB, invested in non-tradable earmarked
bonds, to actuarially balanced, DC, privately managed and invested in capi-
tal markets. To protect the older people’s accumulation from a market crash,
which is one of the main risks for a system invested in capital markets, Israel
adopted the Chilean age-based default model.

The mandatory pension caused groups which did not use to have pension
arrangements in the second pillar to join the new system and enabled cov-
erage rates to jump from 35% in 2009 (OECD, 2011, p. 9) to 78.2% in 2018
(OECD, 2019, p. 207) allowing almost 43% of population to have a future
annuity and reduce future poverty. Major institutions in the capital markets
became pension providers, with total assets of NIS 1.2 trillion (which al-
most equals the annual GDP of Israel) and growth of accumulation contin-
ues with annual contributions of 90 billion NIS and high returns (Bank of
Israel, 2019b). Most of the pension accumulation is placed on the local capi-
tal market while government involvement in pension finance has dropped
from 100% to around 45%.

Management fees in terms of assets dropped from 1.1% in 2005 to 0.7% in
2014 (Giorno & Adda, 2016, p. 33) and to 0.45%-0.5% in 2018 (Ministry of
Finance, 2019a, p. 7). MOF is continuing its efforts to reduce the management
fees by presenting default low-fee funds. All new affiliates who have not cho-
sen a fund are automatically assigned there, which exerts pressure on all funds
to lower their fees.

The average real return of the private funds between 2005 and 2014 amount-
ed to 4.5% compared to OECD average of 2.5% (Giorno & Adda, 2016, p. 32).
According to the research done for this paper based on MOF data, the real av-
erage return in 2001-2019 was 6.04%. According to OECD data (OECD 2011,
2019) net replacement rates have dropped for all types of earners. This result
contradicts the simulation result of 0.83-0.87 (Manor, 2017, pp. 60-61). The
main reason for the above difference is OECD’s assumption of real returns of
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3% (OECD, 2019, p. 144), while in fact the returns were higher. On the other
hand, poverty rates of 19% among pensioners in 2016 are higher than OECD
average of 13.5% (OECD, 2019, p. 187), because mandatory private pensions
only started in 2008 for employees and from 2017 for the self-employed and
lump-sum withdrawals were banned only from 2008.

The total burden of pension on the state budget (including PAYG payments,
support for the old-type pension funds, subsidies for the new pension funds
and tax benefits) was only 7% of GDP in 2014 compared to OECD average of
8.5% (Giorno & Adda, 2016, p. 17). Transition costs that includes the PAYG
pension left to be paid and the support for the old-type pension funds amount-
ed to 2.25% of the GDP in 2018 (Ministry of Finance, 2019b, p. 113, 338). This
burden is expected to be lower in the future and is predicted to make up 1.2%-
1.5% of GDP (Ministry of Finance, 2019b, p. 341).

The 2008 crisis was a significant phenomenon for most of the western econo-
mies and caused a remarkable slow-down of growth; high ratio of government
debt to GDP due to the steps taken in order to rescue the financial system and
to prevent deeply negative returns of pension funds. The impact of the crisis
on Israel’s economy was much more moderate. No financial institution had to
be rescued and the losses of Israeli banks were equal to their annual profits at
worst. The GDP grew in 2008 by 3.3%, in 2009 the growth slowed to 1.3% but
recovered to 4%-5% in 2010-2011.

Government debt to GDP ratio declined from 79% in 2007 to 71% in 2008.
The real returns of pension funds were —-15% in 2008, less than in other OECD
countries, and have recovered continually since 2009. This can explain why
Israel had no need to nationalize pension funds in order to reduce the debt
to GDP ratio, while in part of CEE and Latin America it was one of the major
motives to not shift to a private pension system and return to PAYG system.

The comparison of the reforms in Israel and those in Chile (Section 1) shows
a large similarity: shutting down the PAYG system to new joiners; a shift to
funds which are privately managed, DC type, invested in capital markets sys-
tem; a mandatory pension in the second pillar; development of the local capi-
tal markets using the pension accumulation; reduction of government involve-
ment in pensions and of the burden on the state budget; similar transition cost
to GDP and an ability to bear the cost; high management fees at the beginning
and successful efforts to reduce them later on; and finally the adoption of the
age based default investment model. The main differences encompass low con-
tribution rates in Chile that led to low net replacement rates, while in Israel the
contribution rates and net replacement rates are high; Chile also supports low
earners by providing a minimum pension and strengthening the first PAYG pil-
lar as a complementary step towards poverty relief. So far Israel has not taken
any steps to strengthen the public PAYG first pillar which is much lower than
in the OECD and probably will have to do so in the future.
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3.3. Challenges

The reforms achieved most of their goals. In the long run the Israeli pension
system after the reforms has been stable and capable of facing the issue of age-
ing. The relatively high fertility rate and immigration to Israel also contrib-
ute to the future growth and ability of the next working generation to support
future pensioners. Net replacement rates are expected to be reasonable with
a smaller burden on state budget.

The main problems and challenges are macroeconomic issues that have
a large influence on the pension system. These issues refer especially to the
labour activity among the Haredim and Arabs and relatively low incomes
within those groups. Positive changes have been observed, especially in Arab
society; as for the Haredim, the adjustment is difficult for political reasons.
Other challenges for the pension system are: the current, relatively high pov-
erty rate among pensioners and a lower minimum retirement age for females
than for males.

However, the possibility of return to PAYG system is very unlikely due to
the success and acceptance of the reforms by a major part of Israeli society,
most politicians, the MOF, BOI seniors and academics. Prior to the reforms
most of the Israeli pension system was funded and production was carried out
by non-government entities, mostly private, although it the assets were not in-
vested in capital markets. In this sense the main reforms were introduced in
order to privatize the production. Contributions for other types of savings have
always been popular in Israel'®, hence the implementation of private savings,
including pensions, was very easy and the citizens’ financial awareness could
be taken for granted.

Conclusions

There are some similarities and differences between the Polish and Israeli cas-
es, both in the pre-reform period, in the shift toward a private pension system
itself and in the further developments.

In both countries, similarly as in Chile, the transformation towards a neo-
liberal market economy took place and liberalism became the main ideologi-
cal background both for economic and social reforms.

Both countries, as did Chile, moved towards larger individualization in the
pension system because of the introduction of the DC pension formula and
reduction of inter- and intragenerational redistribution.

¥ Total private savings, including households and business sector, amounted to 23.7% of
GDP according to the Bank of Israel (one of the highest values in OECD).
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However, the institutional starting points were different: in Israel, the shift
towards private management and financing had already existed for non-gov-
ernment workers, especially for those covered by Histadrut or sectoral agree-
ments. The problem which appeared was that coverage was insufficient, which
was also the Chilean case. Also in Poland, for over half a century no private
savings for old age had been made for at least two reasons: there had been no
financial products until the beginning of the 90s and the public pension system
offered both a wide coverage and adequate pensions. Moreover, even after the
establishment and growth of the financial market the Polish society showed
no interest in saving money for retirement (also in voluntary forms), being fo-
cused on everyday consumption (Gorynia et al., 2016, p. 96).

The Polish and Israeli demographic environments at the moment of con-
ceptualization of the pension reform were partly similar: both societies were
relatively young, but Poland had already registered a rapidly declining fertil-
ity rate, which was not the case of Israel. However as in the Chilean case both
countries showed a serious sustainability problem with the running of the
PAYG pension system which was perceived not only as too costly but also as
unfair. It was a very important stimulus for shifting towards a private pension
system but both in Chile and Poland the secondary goals of the pension sys-
tem, i.e. an increase in internal savings, acceleration of economic growth, mo-
tivation for legal employment also played a crucial role. In the 90s Poland suf-
fered from a much higher inflation than Israel but had up to 10 pp lower gov-
ernment deficit and 30-50% lower government debt than Israel; at the same
time, however, Poland also had a very low level of internal savings (Gorynia et
al,, 2016, p. 104). So at the time around the beginning of the pension reform
the situation of public finance was relatively better in Poland than in Israel—
however this was also a key factor which led to the retreat from public-private
mix in pension management in Poland in the coming years.

The shift towards private pension systems in Chile and Israel was part of the
structural reforms which was not the case in Poland. However, in both Poland
and Israel the systemic reform had different scope and scale. Poland conduct-
ed a partial shift towards a private pension system only: about one third of
the obligatory pension contributions collected by the government was trans-
ferred into private pension funds. From that point of view, the Chilean model
previously promoted by the World Bank was useful for Poland, but mostly at
the technical level.® Conversely, following the Chilean example, Israel fully
moved towards a private pension system and replaced the old pension system
with a brand new one.

Moving towards a private pension scheme caused similar problems in Chile
and both analyzed countries: excessive fees, too little competition and non-op-
timal investment strategy in line with participants’ ages. It shows that neither

2 Although those technicalities create a number of economic outcomes.
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Poland nor Israel sufficiently learnt from the Chilean experience and underesti-
mated the market failures (e.g. asymmetry of information), which required state
intervention. Israel consistently followed the path of full movement towards
a private pension system, bearing the transition costs (which were higher than
in Poland*') and learning from private pension system leaders such as Chile
(e.g. introducing of the default age model). One of the key political issues in
Chile and Israel was the increasing influence of the USA both on the economy
and on politics. However, in Israel and Chile the awareness of the importance
of savings had already existed or was an important goal of the publicly financed
financial education. Conversely about a decade later Poland retreated gradually
from the private management of pensions: contributions were reduced, funded
assets were diverted to the PAYG pillar, private annuities were eliminated, and
funded pensions became voluntary.

The mix of unfinished pension reforms, underestimated transition costs
and sources of their finance together with rising pressure of the EU and Polish
aspirations to fulfil the Maastricht criteria led to a domination of a short-term
perspective. The political risk became the key factor and as in the case of the
introduction of private management of the pension system the withdrawal has
been conducted with the political consensus of the consecutive ruling forces and
the simultaneous objection of the financial market. Poland was not an excep-
tion—other Central and East-European countries affected by the consequences
of the financial crisis of 2008 withdrew from the private pension systems hav-
ing approval of the IMFE. On the other hand, Israel went on with the reforms,
despite the transition cost, and gained long-term sustainability of its pension
system which prepared it better for the ageing society and other future chal-
lenges. It also has to be stressed that the USA has always remained the prevail-
ing force behind the full shift towards a private pension system, fostering and
encouraging the culture of individual prudence and faith in the inviolability
of private ownership of pension savings. Luckily Israel did not suffer from the
financial crisis of 2008, so it did not need any international assistance or sug-
gestions from the World Bank and the IME.

Inadequacy of pension benefits remains to be the main problem of all the
pension systems analyzed in this paper. However, it is not caused by the pri-
vatization itself but the change in the pension benefit calculation towards an
equivalent DC pension formula. It is true that the shift towards a private pen-
sion system mostly led to individualization of the pension entitlements, but the
DC pension formula was also introduced without movement towards funding.
Poland remains the only example of this (Chtonn-Dominczak et al., 2012) but
NDC was not the Israeli case. Rising poverty among older people, especially

*! However, it has to be stressed, that the transition costs are differently defined; the Polish
definition is the narrowest, covering the amount of transferred contributions to the funded pil-
lar only (Bielawska et al., 2017).
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females, became the most important factor for maintaining the minimum pen-
sion in Poland and for the introduction of a flat-rate PAYG financed minimum
old-age income in Chile and Israel*’. The second important problem of both
Chile and Israel is the inadequate coverage for low earners. However it is not
the result of privatization; it stems from the lack of proper regulation which
would meet the challenge of short-sightedness, procrastination and insufficient
knowledge (more Barr & Diamond, 2010, pp. 40-43).

One should emphasize here that the shift towards a private pension system
is always only a part of the whole pension reform and should be analyzed in
a very broad context. Considering the limitations of this article it was decided
to focus entirely on the political economy of the issue. Further research could
focus on the effects of involving private sector institutions in running the uni-
versal public system, for example.
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