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ABSTRACT

Orengtein examines the political and ingtitutiona processes that produced fundamenta pension reform in
three postcommunist countries: Hungary, Kazakhstan, and Poland. He tests various hypotheses about
the relaionship between deliberative process and outcomes through detailed case studies of pension
reform.

The outcomes of reform were smilar: each country implemented a mandatory funded pension
system as part of reform, but the extent and configuration of changes differed greetly.

Countries with more 'veto actors' -- socid and indtitutional actors with an effective veto over
reform -- engaged in less radical reform, as theory predicted. Poland and Hungary generated less
radica change than Kazakhgan, partly because they have more representative political sysems, to
which more associations, interest groups, and "proposal actors' have access. Proposd actors shape the
reform agenda and influence the positions of key veto actors. Pension reform takes longer in countries
with more veto and proposal actors, such as Poland and Hungary. Legacies of policy, the development
of civil society, and international organizations aso profoundly affect the shape and progress of reform.

Orengein sees pengon reform as hgppening in three phases. commitment-building, codition-
building, and implementation. He presents hypotheses about tradeoffs among inclusveness (of
process), radicaism (of reform), and participation in, and compliance with, the new system.

One hypothess: Including more, and more various, veto and proposal actors early in the
deliberative process increases buy-in and compliance when reform is implemented, but a the expense
of faster and greater change.

Early chdlenges in implementation in dl three countries, but especialy in Kazakhstan, suggest
the importance of improving buy-in through inclusive deliberative processes, where possible.



ABSTRACT .ttt bbb R RS R R R s 3
1 INTRODUCTION.....ccitieitieisieii sttt b b 6

2 THE POLICY PROCESSFOR SOCIAL SECTOR REFORMS.........coi s sssssssssns 9

21 POLICY LEGACIES. ...ttt sesesses et ss s sesessssssesss s s et s e s s et e bR sne s s s e nsenans
22 POLITICAL INSTITUTIONS AND POLICY ACTORS......cccoeoerrmmeererreneneens
23 INTERNATIONAL ORGANIZATIONS AND IDEAS......cconvrrrerenerereenes

3 STAGESAND TRADEOFFSIN THE POLICY PROCESS..........ccccoveuiune.

31 TRADEOFFSACROSSDELIBERATIVE FORA ...
32 TRADEOFFSACROSSPOLICY STAGES......cocovirerrisisesesesesesssssesesssesesees
33 TIMELINE OF PENSION REFORM IN THREE COUNTRIES
GG 51 R @ T2 21021 €001t 0 T o 1 T TP
TG T O = ) 110 =T T o [ o TR
3.3.3 IMPIEMENTALION. ..ottt

4 IMPACTS OF DELIBERATION ..ottt ssisse s asesssss st ssssssssssnessassesssneans 20

5 PROCESSAND OUTCOMESIN KAZAKHSTAN, HUNGARY, AND POLAND ..o 21

D51 KAZAKHSTAN ettt sttt etttk et e £ b e £ £ b et sE bR £ e E e b et £ b b et ne b e Re et e b e be e s e e b e se e e et e nn s
5.1.1 Policy Legacies
512  Commitment-building

L300 T @ Y= 1o o0 T o 11 g PP
514 Implementation.............
515 Conclusions.................
52 HUNGARY ..
521  POlCY LEJACIES ...ttt
522  Commitment-Building
LI T O =1L 1o =T T Vo [ o TR
LI 1 110'0] = .07 1= L1 o] o TR

525  Conclusions
5.3 POLAND .ttt sttt E et ettt
5.3 1 POIICY LEJACIES ..ottt
532  Commitment-Building
53.3  Coalition-Building: Phase ONe.........cccccvenrninnsenessneceneennseenns
534  Coalition-Building: Phase TWO........ccccceeenrnnninesssiseseeseeseesennens
535  IMPIemMENtatioN........ccoocierrereceseec et
B.3.8  CONCIUSIONS.....oiuiieirtieitieiei ettt ses et sea bbbt £ ettt bbbt

6 ACTORSAND THE POLITICAL-INSTITUTIONAL CONTEXT ....cconirininiinisisise s sssssssssssssssssssssssssssssans 59

6.1 INSTITUTIONAL VETO AND PROPOSAL ACTORS......ootieieeeesesesisses s sesstessesssssssssssessssssssssssassessessessessesssssssnes 60
6.2 PARTISAN VETO AND PROPOSAL ACTORS.... oo ieieeeeteeteeetsetesastsesesssssesesssssesssesastassesasssssesasssssesasssssesssesssssssssnes 61
5.3  INTEREST GROUPS......c.oeiiteiettestt it e etesetesetesetasssestesesssesssessstsssesasesasesasessessssasesresssesssesaseeasesassssesassssesasssnsesasesseesresnnes 61
6.3.1 TradeUnions
6.3.2 PENSIONEI'S' ASSOCIALIONS......ccuiiiiiiitiiiri sttt sttt st et e st b st e e e e b e be s b e e s b e b e be b e sesbs b ebesbasssbs b sbesbasssrsasabens 66
6.3.3  State Pension AdMINISIEAtiONS. ........ccciiiieieieiiee ettt et bbb e e s sbs b e s se b e s st srns 67
6.3.4 Private PENSION FUNOS........ciiiiececictee sttt et et bbb st b et s b st e se b ebsns st seans 67

7 CONCLUSIONSAND POLICY RECOMMENDATIONS ..o sssesaes 68

71  REFORM OUTCOMES......coiiieeieireeiereeseese et sr e seesss e s s b s s e sasn s e nesnsns
7.2 POLICY LEGACIES. ...t sesesss e ssesesssssesesssessenessens

7.3 VETO AND PROPOSAL ACTORS
T4 INTEREST GROUPS........coooitrtitritrtreststsesesestsesesestsssesesese st seasse s e st ae s s e s e s e se s e ae e e s £ s e s e e 4 £ 1 £ e e e s e s e e e eE e nEne e e e re st e e e nene s senene s s e es




75 WORLD BANK INTERVENTIONS.....coottuetiereteererreesessesesssessssessssssssessssssssessssse s sesssssssssssssssesssssessssesssessssassessensassens 71

76 TRADEOFFS ACROSS DELIBERATIVE FORA e 12
7.7 TRADEOFFSACROSSREFORM PHASES.......cccocvivrerererinnnne w12
78 POLICY RECOMMENDATIONS e 13
7.8.1 Policy Legacies........ccovvurunne. Y <

7.8.2  Vetoand Proposal Actors SRR 4C1

7.8.3 Interest Groups.......covvvererenes SRR 41

7.8.4  World Bank Interventions ISR 451

7.85  Tradeoffs Across Deliberative Fora........c.ccovceniceneene cernerenneeens (O
7.8.6  TradeoffS ACrOSS REFOIM SLAGES........ccrreuerreeeireeeereireei sttt 76

8 APPENDIX TABLES.......cooietrteenetsisstsirsesessesestsessessseessssasssssssssessssssssssssssesssssssssssessssessssassssassssassssanssssnsssnsssssssssnsssssssssssnes 78
81 MAJOR CHANGESACROSS STAGES OF PENSION REFORM PROCESS IN KAZAKHSTAN....coveireririenene 78
82 MAJOR CHANGESACROSS STAGES OF PENSION REFORM PROCESS IN HUNGARY ......ccccevevreeieeereenne 79
83 MAJIOR CHANGESACROSS STAGES OF PENSION REFORM PROCESS IN POLAND ......ccoceieveeieeeerieienene 80
WORKS CITED ...ttt b s s ess e bbb se £ £ £ a e AR b bbbttt bbbt 81



1 INTRODUCTION*

This paper derives and tests a st of hypotheses about the influence of politica-ingtitutiona
structures and processes on pension reform in the postcommunist states. In particular, the report seeks
to understand the ways that politica-inditutiona variables have shaped penson reforms in Kazakhstan,
Hungary and Poland. These were the firgt three postcommunist countries to adopt multi-pillar pension
reforms including a funded, private pillar, with advice and assistance from the World Bank. However,
the size and dructure of this funded pillar, as well as numerous other aspects of its regulation, and the
character of amultaneous changes in other pillars of the penson system, differ greatly across the three
countries.  What are the main differences and why did they occur? What impact have politica
processes and ingtitutiona structures had on the outcomes of reform? In answering these questions, this
report ams to draw lessons for future World Bank involvement in nationa socid policy processes.

The type of pension reform implemented in Kazakhstan, Hungary and Poland -- what | will call
"fundamental” (Rutkowski 1998) or "mullti-pillar reform -- goes beyond making significant changes to
the parameters and dructure of the pre-exising state system. It is characterized by the partid
replacement of the former sate system with a mandatory pension system, in which individuds save for
retirement through defined contributions to speciad penson accounts.  Penson funds invest these
contributions on individuas behdf and a the end of his or her working life, the contributions and
invesment returns, minus fees, are usad to purchase an annuity that provides the individua with
retirement income.  This type of system is cdled a "funded” system, because pensions are backed by
actudly-exiging money, on deposit with a penson fund. Such penson privatization represents a
"paradigmétic shift" from the Bismarckian and Beveridgean modds of old-age security that have
dominated in Europe for over a century (Muller 1999). It is part of a globa trend towards cresting
"private markets for public goods' (Graham 1998). Multi-pillar pension reform is, however, distinct
from the Chilean modd. Chile adopted a penson system that relies amost entirely on a private, funded
pillar, with a modest minimum pension guarantee. While the multi-pillar modd advocated by many at the
World Bank (1994) often includes a private funded pillar, as in Chile, it does not seek to diminate
public pay-as-you-go systems entirely, nor doesit recommend sole reliance on private, funded systems.

As in Western Europe and Latin America, state-run pay-as-you-go (PAYG) penson systems
have predominated in postcommunist Europe since the second world war. A PAYG sysem isonein
which current tax revenues finance current benefits. Such a system is based on an intergenerationd pact
in which today's workers support today's pensioners, and in turn are promised support in their old age
by a future generation of workers. The state establishes, maintains and administers this socia contract.
PAY G penson systems have served the first generations of participants well, but now face a number of
problems, particularly population aging, that have caled into question the future of PAYG systems in
countries around the world (World Bank 1994). In postcommunist Europe, PAYG systems aso
suffered a series of shocks in the 1990s, related to market trangtion. Economic downturn caused

" The author gratefully acknowledges the research assistance of Agnieszka Chlon (Poland), Ilean Cashu and Hilda
Eitzen (Kazakhstan) and ViktoriaDanics (Hungary). The author would also like to thank Estelle James, Robert
Palacios, Michal Rutkowski, Roberto Rocha, Emily Andrews and participants of an October 22, 1998 brown bag lunch
for their extremely useful comments on earlier drafts of this paper.



contribution rates to PAYG systems to drop as unemployment and "gray" market economic activity
increased. At the same time, posicommunist pension systems were often used to dleviate labor market
adjusment, by moving older workers into early retirement (Cangiano et a. 1998; Andrews and Rashid
1996). This led to the growth of a large implicit public penson debt that threstens to make current
systems unsustainable (James 1998a, 274). In posicommunist countries, the system dependency ratio,
the number of pengon beneficiaries to the number of contributors, has risen sharply during the trangition
(Cangiano et a. 1998, 10; Andrews and Rashid 1996).

Governments have attempted to adjust in a number of ways. 1n some countries (Poland, Latvia,

Bulgaria, Slovakia), governments raised taxes to finance increased penson expenditures.

In other

countries (Hungary, Czech Republic, Crodtia), governments controlled spending by cutting benefit
levels, in a systematic or ad hoc manner. Still other countries (Kazakhstan, Romania, Russia) contained
pension spending through the accumulation of sizeable payment arrears (Cangiano et d. 1998; Andrews
and Rashid 1996).

TABLE 1. PENSION SYSTEM DEVELOPMENTS, 1990-1996

Pension

expenditure/
GDP

Number of
Pensions

Average
Pension in
real terms

Pension
revenues/GD
[=]

Number of
contributors

Contributio
nrate

PAYG
financial
balance

Kazakhstan | Broadly Increasing in Increasing asa | Declining Declining Declining Broadly
constant at early 1990s, percentage of since 1993 balanced,
about 4.5%, then GDP except for
but large declining, arrears
arrears, upto | reflecting
about 2% of demographic
GDP at end- factors and
1996 emigration

Hungary Broadly Rising rapidly | Sharp dropin Dropping Declining Broadly PAY G balance
constant (at (20 percent real terms rapidly constant at deficit
about 10% of | during 1989- (25% from because of very high deteriorating
GDP) 95), reflecting | 1990-95) due | base erosion, levels (35%), by about 2%

sharp increase | tolessthan inthe declining in of GDP
in disability full price presence of 1997 between
pensions, but indexat'n, and | high 1991-95
aso early fall inreal contribution
retirement value of entry | rates

pension

Poland Pension Increased Generous Rising in the Declining Increase in Sharp
expenditure rapidly asa pension early 1990s, the early deterioration
ratio doubled result of early | increasesin although not 1990s; in the early
inearly retirement the early as much as broadly stable | 1990s with
1990s, to and disability 1990s, more expenditure, since then budget
about 15%; pensionsin contained real | broadly subsidies rising
approximatel | early 1990s growth after constant since to 6% of GDP
y constant 1991; then in 1992; cut
since then decreasing to 0.5% by

since 1996 1996 plus 2%
for farmers
system

Source: Adapted from Cangiano et a. (1998, 12).




Table 1 shows that Kazakhstan, Hungary, and Poland faced very different pension system
problemsin 1996. Pension expenditure as a percent of GDP ranged from under 5% in Kazakhstan, to
10% in Hungary, to 15% in Poland. Much of this difference can be explained by drategies of
adaptation after 1990. In Kazakhstan, pension expenditures were controlled through the buildup of
subgtantial pension arrears, amounting to about 2% of GDP &t the end of 1996. In Hungary, pension
expenditures were controlled a pre-trangtion levels by less-than-full price indexation of benefits, while
system dependency grew dramaticaly. In Poland, eased digibility criteria for pensons and increased
benefit levels in the early 1990s caused pension expenditures to double as a percent of GDP. It is
worth noting that Poland has one of the highest levels of pension expenditure in posicommunist Europe,
despite having a relatively young demographic profile, especidly compared to Hungary. The ratio of
people aged 60 and up as a percentage of those 20-59 years old was 29.9% in Poland, compared to
35.6% in Hungary in 1996 (Schrooten et d. 1998, 6-7). The only common feature of the pension
crises in dl these three countries was the drop in compliance rates. However, in their different ways,
each of these countries pension systems experienced severe financia drains. After trying a variety of
drategies to adjust to the new burdens placed on their pension systems, the three countries examined in
this report dl opted for fundamenta reform.

The World Bank has been recommending to countries around the world that they enact
fundamentd pengon reform in which "some of an individud's pension is financed by preretirement
savings, which are privatedly managed” (James 1998a, 275). The modd advocated in The World
Bank's Averting the Old Age Crisis (1994) contains three pillars, that may be weighted and configured
in various ways.

1. A mandatory, publicly managed, tax-financed first pillar for pension redistribution
2. A mandatory, privately managed, fully funded second pillar for savings
3. A voluntary third pillar for people who want more protection in their old age.

Thefirg pillar, in this view, should be more redistributive than most current PAY G plans, and be geared
towards achieving the Beveridgean god of basic income support. This can be achieved through a flat
benefit (asin Argentina or the United Kingdom), a means-tested benefit (asin Audridia), or a minimum
pension guarantee (asin Chile). Because of their mainly redidtributive function, they can be financed, in
part, from generd tax revenues. The second pillar provides a means of pension savings, in the form of a
date-mandated, privately-managed sysem.  Penson benefits in this pillar ae fully-funded.
Contributions are defined, but the level of benefits depends on the outcome of investment decisions.

The World Bank assumes that funded pillars will be more sustainable than pay-as-you-go systems and

competitive private management will lead to better returns than public management. A voluntary third
pillar can be organized in a number of ways, for instance as enterprise- or industry-based funds, mutua-

benefit societies or private insurance, and offers supplementd benefits.

Countries around the world -- mostly in Europe and Latin America -- have implemented multi-
pillar sysems. And many postcommunist countries are congdering implementing them in the future
Exiging multi-pillar systems have been implemented both with and without World Bank assistance, and
they have differed dong severd dimensions. Perhaps the key dimengion of difference isthe rdative Sze
of the private and public pillars. For example, in Latin America, Chile phased out its public pay-as-you-



go system, Uruguay chose alarge public pillar, and Argentina fel somewhere in between. But there are
other important differences. One concerns whether the employer or employee chooses where to invest
the funds. Audrdia, for ingance, built its mandatory, funded pillar on top of a voluntary system of
occupationa (employer) pensions that dready covered 40 percent of the population in 1986. Hence
employers choose where to invest (World Bank 1994, 274) (although increasingly workers are being
given some choice here). However, many other countries base their systems on individua choice among
competing penson investment funds. Another important design difference concerns whether, and for
whom, the funded system is mandatory. In Peru, private funded and pay-as-you-go public systems
coexist, and workers can choose to participate in one or the other. In many other countries, however,
al or some categories of workers must participate in the funded system. Findly, some reforms concern
mainly the firg pillar. Sweden and Itay, for instance, both switched to defined-contribution firgt pillars
that remain largely pay-as-you-go (James 1998a, 278).

In the postcommunist countries, smilar variation can be observed. Kazakhgtan is phasing out its
PAYG fird pillar and replacing it with a minimum penson guarantee, while Hungary or Poland both
decided to maintain large, earnings-related fird pillars. However, they are doing this in different ways.
Hungary isrationdizing its defined benefit firdt pillar, while Poland chose to introduce a “ notiond defined
contribution” system with individual accounts (described below). Kazakhstan will have a much larger
private to public ratio than either Hungary or Poland, and dl three countries chose different ways of
organizing and regulating their new private pillars. How did policy legacies and indiitutiond Structures
influence the design of fundamenta pension reforms? What influence did particular interest groups
have? And how have differencesin the politica processin each country shaped outcomes?

The following three sections develop a generd modd of the socid sector reform process and
use it to derive testable hypotheses about the role of policy legacies, politica-inditutiona factors and
internationa influence in fundamenta pension reform. These hypotheses are tested through comparetive
case dudies of the policy process in Kazekhgtan, Hungary and Poland in section five. Section six
derives comparisons and some generd lessons about the impact of the mgor actors in postcommunist
pension reform. Section seven presents policy recommendations based on the case study findings.

2 THEPOLICY PROCESSFOR SOCIAL SECTOR REFORMS

2.1 POLICY LEGACIES

In Bringing the State Back In, a path-bresking 1985 book that heralded the rise of a "new
ingitutiondism” in the socid sciences, Margaret Weir and Theda Skocpol presented a model of socia
sector policy change. Elaborated to explain the different ways in which states embraced or did not
embrace Keynesian palicies in the 1930s, the modd showed how Sate structures and policy legacies
shaped the adoption of economic reforms.




FIGURE 1. A MODEL OF INSTITUTIONAL INFLUENCESON THE POLICY PROCESS

Policy-rdevant intelectud
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Source: Margaret Weir and Theda Skocpol, " State Structures and the Possibilities for ‘Keynesianism':
Responses to the Great Depression in Sweden, Britain, and the United States,” in Bringing the State Back
In, eds., Peter B. Evans, Dietrich Rueschemeyer, and Theda Skocpol, Cambridge: Cambridge University
Press, 1985, 119.

While previous modds had emphasized the demands of socia groups or new idess (intellectua
innovations) as being at the root of the switch to Keynesian palicies in the 1930s, Weir and Skocpol
demongrated that these factors by themsalves could not explain important variations in the ways that
Britain, Sweden, and the United States implemented Keynesian policies. Their andysis showed that the
content of radica policy change is heavily influenced by previous state structures and policy legacies.
Waeir and Skocpol found that pre-existing policy biases, inditutions and programs determined the
gpecific forms that Keynesianism took in each country.

The finding that indtitutiona structures and policy legacies have a srong impact on the direction
of change will not surprise anyone with experience of socid sector reform in the postcommunist
countries. Studies have shown that inditutiona legacies of the communist welfare state regime are the
most important factorsinfluencing socid policy during the post-1989 trangtion (Ringold 1999), including
high socid spending. Policy legacies of the early trandtion period are dso crucid (Cain and Surdg
1999). Decisons and non-decisons taken during this time congrain the choices of policymakers
congdering fundamentd reform.

Weir and Skocpol showed that government socid policies are the outcome of a complex, path-
dependent process whereby paliticians, usudly sStuated in postions determined by the indtitutiond
configuration of the old system, respond to ideas generated or interpreted through the mechanisms of
the old system, and respond to socid groups whose interests and expectations are also influenced by,
and expressed through the old system.  Given the heavy weight of existing state structures and policy
legacies, even the most radica reforms tend to run through the channels cut by previous state policy.

This modd suggests the hypothess that policy legacies influence the design of socid sector

reforms. One of the key policy legacies in the area of pension reform is the Sze of the penson system,
and particularly the size of the implicit pension debt (IPD), "the present vaue of the pension promises
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that are owed to current pensoners and workers because of ther participation in the old system”
(James 1998Db, 459). Based on previous research (James 1998b), we would expect countries with high
implicit pensgon debt, and therefore a higher cost of financing the trandtion to a private, funded system,
to choose a lower private share and a larger public pillar.  As James writes, "The larger the implicit
pension debt (IPD). . . . the greater the likelihood that this method will be used. Most countries that
ended up with a large, hence earnings-rdated, public pillar had a high IPD in the old system " (James
1998h). We would aso expect other aspects of penson reform to reflect continuities with previous
policy designs and indtitutions. Thus hypothesis 1 predicts:

H1: Policy legacies influence present reform choices. In particular,

- Countries with higher implicit pension debt will choose a smaller private pillar and
retain a larger PAYG public pillar, in other words, lessradical reform.
Other pension reform design elements will build upon the legacies of pre-existing
pension institutions.

Although Weir and Skocpol's moded offers a useful way to andyze the influence of politica
indtitutiona variables on economic reformsin a domestic context, it aso leaves some important eements
out. In particular, the recent spread of penson reforms internationally raises the need to include the
mediating role of politicd inditutions and the influence of internationa organizationsin the modd. Fgure
2 presents a modified mode of the socia policy process, building upon the Weir and Skocpol's
emphasis on policy legacies. These changes are discussed in the following sections on mediating
politicd inditutions and the influence of internationd actors.

FIGURE 2. MODIFIED MODEL OF THE SOCIAL POLICY PROCESS

Policy discoursein < > Policy interventions by
internationd organizations internationd organizations

N

Policy-rdevant intellectua

innovations
State
structures Adtvities of politidiens ———p Government policies
and policy and officds . .
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2.2 POLITICAL INSTITUTIONSAND POLICY ACTORS

Politica inditutions have a great ded of influence in determining which actors are mogt influentia
inagiven policy area. They not only define who the relevant policymeakers are, but dso strongly shape
opportunities for effective interest group mobilization. Different indtitutions structure the policy process
and mediate relaions among policy actors in different ways. They render policy-makers more or less
insulated from some interest groups and parties, and more or less responsive to some others. But which
politica indtitutions are the most important in shaping and mediating the policy process? Politica
ingtitutions can be divided into numerous categories, including authoritarian versus democratic systems,
presidential versus parliamentary systems, mgjoritarian versus consensus democracies, etc. One recent
effort to move beyond these overlapping dichotomies suggests that systematic effects of politica
indtitutions on policy can best be studied by looking a the number of "veto players' or "veto actors'
involved in a particular policy area under particular inditutiona arrangements (Tsebelis 1995). The
approach taken here builds on Tsebdis framework for understanding how inditutions structure the

possibilities of policy change.

Veto actors. According to Tsebdlis, veto players can be divided into three groups. indtitutiond veto
players, who have a condtitutional right to exercise veto power over legidation; partisan veto players,
who have the effective power to veto legidation by virtue of their position as part of a mgority in
parliament or a governing codition; and other veto actors, who may vary by policy area within one
country or even one government, but may include interest groups tha are strong enough or mohilized
enough to effectively veto policy in aparticular area. In Tsebdis system of counting, veto players with
identical policy positions are counted as one actor. Tsebelis develops the hypothesis that: The greater
the number of veto players, and the greater the distance between their policy positions, the more
policy stability (and less change) thereislikely to be (Tsebelis 1995, 293).

For the purposes of this study, where our concern is with explaining the nature of radica policy
change in penson systems it is useful to formulate the corollary to this principle:

H2 (prdiminary): The fewer the number of veto actors and the less distance between them,
the greater the opportunity for change in the scope and size of the PAYG pension system.

Proposal actors. Onelimitation of Tsebdlis framework isthat veto actors are often not the only actors
making proposas for reform. Indeed, veto actors may not have strong or fixed policy preferences. In
some cases, veto actors do not reved policy preferences until late in the process, and in others they
change postions over time as a result of Sde-payments or ddiberation and the consderation of
dternative proposas.

Building on Tsebdlis framework, | therefore define and examine the importance of "proposa
actors' in addition to "veto actors' in the policy process. Proposal actors often have a separate and
independent influence on reform, acting as intellectud agenda-setters for reform.  In complex policy
aress, where veto actors do not have the relevant expertise to develop their own concrete policy
positions, they may rely on proposa actors to determine policy preferences for them, or to set the
genera terms of debate and the range of policy optionsin a particular area. While veto actors have an
indtitutiona, partisan, or Stuationd veto over reform, proposa actors play a critica role by introducing
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intdllectua innovations, setting agendas, and defining the range of feasble policy outcomes. Some
proposa actors are also veto actors, and this clearly strengthens their position in the policy process, but
some are not, and ill manage to have a subgtantid influence on the outcomes of reform. To
reformulate Tsebelis hypothes's, the greater the number of veto and proposal actors, and the greater the
distance between them, the lessradicd policy changeislikely to be.

H2 (revised): The fewer the number of veto and proposal actors and the lesser the distance
between them, the greater the opportunity for change in the scope and size of the PAYG
pension system.

Interest groups. Interest groups may be of two types: civil society interest groups that represent
independent, non-state actors, and state interest groups that represent the interests of some part of the
state bureaucracy. Interest groups that wish to access the policy process can attempt to act as veto or
proposa actors or as both. Often interest groups are not concerned with the overall shape of reform,
and do not develop fully-elaborated reform proposals, but instead seek to alter some facet of reform
that is of paticular interes to them. Regardless of ther objectives, interest groups find thelr
opportunities redtricted by the structure of paliticd inditutions. Some political inditutions offer better
access to critical "veto points' in the policy process than others (mmergut 1992), or privilege certain
types of access. For ingance, an interest group that has close relations with a dominant party in
parliament may have a good chance of influencing palicy in a parliamentary system, but little chancein a
presdentid sysem. Thisleadsto the following hypothess:

H3: The impact of interest groups depends on their relations to and distance from
important veto and proposal actors, their ability to mobilize constituencies to exert
pressure at critical veto points, and their ability to act as veto or proposal actors
themselves.

2.3 INTERNATIONAL ORGANIZATIONSAND | DEAS

While only domestic actors have veto power over reform, internationa organizations often have
a powerful agenda-setting capacity, through the formulation and diffusion of reformideas. In developing
country socid poalicy, it isimpossble to ignore the role of internationd ingtitutions, particularly the work
of the World Bank in producing "paliticaly-rdevant intdlectua innovetions' (see Figure 2). Deacon's
work on the evolution of a "globd socid policy discourse’ provides one way of assessng the role of
international organizations (Deacon 1997). Deacon shows that international organizations -- and
individua consultants and staff members within them -- contribute diverse perspectives that together
form part of a globa socid policy discourse that congrains nationd policy. Internationa organization
aso intervene directly in nationa socid policy processes. the World Bank offers advice on socid safety
nets and sets conditions on socia policy loans, the IMF imposes loan conditions that often limit socid
sector budgets, the European Union digtributes structurd funds and promotes an obligatory socid
chapter; USAID funds policy development and public outreach. Deacon argues that the World Bank
and IMF have been the mogt influentid internationa actors in postcommunist socid sector reform
(Deacon 1997).
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World Bank involvement in postcommunist socid sector reform therefore can be divided into
two categories. contributions to policy discourse and direct policy interventions (see Figure 2). World
Bank direct interventions include dl forms of technica assstance, including the sending of missions,
financid assgtance, and the secondment of Bank employees to nationd policy offices. For ingance, in
Poland a World Bank officid was gppointed head of the Office of the Plenipotentiary (OP) for Socia
Security Reform. Other activities of the OP aso were supported by the World Bank. Interventions of
this sort provide one mgor channd by which policy innovations are transmitted by the Bank to
particular nationd arenas. Globa socid policy discourse includes publications and conferences
sponsored by the World Bank, and the production of ideas. Both direct policy interventions and
contributions to globa socid policy discourse play a powerful role at different times, and in different
ways. Thisleadsto afourth hypothess.

H4: The World Bank influences pension reform through direct interventions and through
contributions to global social policy discourse. Greater exposure to World Bank ideas and
greater World Bank intervention in policy planning should therefore lead to more
fundamental pension reform.

This section has developed a set of hypotheses based on the Weir-Skocpol model, and recent work by
Tsebelis and Immergut on how political indtitutions structure the opportunities for policy change.
However, amgor economic reform process redly cannot be captured by a static model, but has to be
understood as a dynamic process that evolves across time.

3  STAGESAND TRADEOFFSIN THE POLICY PROCESS

The penson reform policy process can be divided into three digtinct ages. commitment-
building, codition-building, and implementation. Dediberation a each stage in the policy process has
different purposes, actors, and outcomes, and takes place in different deliberative fora This section
describes the three stages of the policy process and the mgor deliberative fora It suggests that
policymakers face two sets of tradeoffs in reform ddiberation: tradeoffs across policy stages and
tradeoffs across ddiberative fora. A brief description of the three policy stages, fora, and tradeoffs is
followed by adiscusson of the specific timeline of reform in Kazakhstan, Hungary, and Poland.

Commitment-building. The policy process for penson reform begins with a variety of actors, each
with digtinct interests and points of view, trying to decide whether to make a commitment to reform. In
the commitment-building phase, the main actors are government agencies, their consultants (including
those from internationd organizations), indtitutional veto actors, political parties, and in some cases civil
society interest groups. Commitment-building can be considered to have started when the government
fird takes officid action towards developing a pension reform proposa. Often, a multiplicity of
government agencies and consultants present a range of fundamentaly different proposds for penson
reform at this sdage. The distance between proposas may vary, but in postccommunist Europe, they
have tended to be polarized into ones that call for a "rationdization” of the existing penson system, and
ones that cdl for "fundamenta reform” (Rutkowski 1998; Nelson 1998). Reformers objectives during
the commitment-building stage are to persuade key veto and proposa actors to support reform, and for
the government to adopt a single proposa for penson reform through a vote of the full cabinet.
Reaching this point, however, involves extensve bargaining, debate, and negotiation, during which
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conflicting conceptions of the public intere and the weight of specid interests come into play.
Fundamenta decisions about the nature of reform are usudly made a this stage. In dl the cases studied
here, government commitment to reform was sgnded by the creation of a specid office or working
group for pension reform. | define the creation of such a specid office, with a clear mandate to develop
and pursue asingle type of penson reform, as the culmination of the commitment-building phase.

Coalition-building. Once government commitment to a Sngle program of penson reform has been
secured, a second phase of the ddiberative process begins, that of codition-building. Government
commitment to reform is often not enough. Legidation is usudly required, so pendgon reform must be
carried out through alegidative process, in which the rules of legidative procedure must be followed. In
al cases, this means getting the reform passed by mgority vote in parliament. The legidative process
empowers partisan veto actors -- the parties that make up a governing or single-issue codition in
parliament.

Because penson systems depend on the participation and trust of the population, interest
groups cannot be ignored either. Some interest groups may be effective veto actors, others proposa
actors, others potentid future veto actors, and others possible sources of anti-reform mobilization.
Pension reform requires spontaneous mass compliance to succeed, so any anti-reform mohilization is a
mgor threat. A public information campaign is usudly launched to win “diffuse’ support from the
population for reform, and to provide necessary information about how to participate in the reformed
sysem. The two objectives of the codition-building stage are: 1. To get the reform passed in
parliament; and 2. To win diffuse support of the population and organized interest groups to prevent
anti-reform mobilization.

Implementation. A further deliberative dage begins with implementation of reform legidation.
Although implementation normdly is not consdered a stage in the policy-making process, it should be.
Numerous issues arise in the early implementation stages that were not resolved in reform legidation,
and cry out for further regulation or legidation. Ddiberation at this stage tends to accentuate the role of
business organizations involved in implementation, and interest groups that may be aggrieved by some
aspect of the reform.  Wholly new actors often enter the process, in some cases created by
implementation.  Amendments and changes during the implementation phase often result. The
implementation phase never properly ends, but deliberation within it is likely to be particularly intensein
thefirs few years.

3.1 TRADEOFFSACROSSDELIBERATIVE FORA

Deliberation among actors in the socid policy process takes place through three distinct types of
deliberative fora, whose ingtitutiona structure marks the course of negotiation:

1. Governmenta bodies

2. Paliamentary bodies
3. Public ddiberative bodies
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Governmentd bodies include the full cabinet, economic committees of the government, and specid
pension reform working groups. Parliamentary deliberative bodies include standing committees of the
parliament, specia parliamentary committees, party caucuses, and plenary sessions. Public ddiberative
bodies include the tripartite councils for socid and economic accord that are common in postcommunist
Europe, and other bodies that bring together representatives of government and non-date actors.

It is important to point out that al penson reform actors (government agencies, consultants,
politica parties, busness and civil society organizations) may engage in ddliberation in multiple fora and
that some actors are privileged in one forum as opposed to another. For instance, deliberation in
parliament tends to empower partisan veto actors, while ddiberation within the government may focus
on the concerns of key ministers, and ddliberation in public bodies may empower certain interest groups
over others. Internationa organizations and their consultants are generdly most influentia in deliberation
within governmenta bodies and weekest in public deliberative bodies, dthough they can counteract this
weekness by funding public relations campaigns that have an impact on debatein al three fora.

Secondly, while reform programs may have to be debated in dl three types of deliberative fora,
ddiberation in one forum may substitute for debate in another, to some extent. For ingtance, trade union
representatives may agree not to hold up penson legidation in parliament if it is first negotiated in a
nationa tripartite council. Opponents of reform within the government may choose not to raise
objections in the cabinet, but instead to pursue their concerns in parliament, where they have a grester
chance of success. Likewise, excluson of actors from negotiations in one deliberative forum will often
cause them to seek representation in another. This discussion suggests the following hypothesis:

H5: There are tradeoffs across deliberative fora. In particular,
Choice of deliberative fora systematically influences reform outcomes because certain
fora empower certain types of actors;
Exclusion of actors from one deliberative forum will often cause them to be more
active in another.

3.2 TRADEOFFSACROSSPOLICY STAGES

In addition to tradeoffs across ddliberative fora, path dependency across policy phases means
that developments in one phase have repercussons in succeeding phases. This again implies tradeoffs
across phases. |In particular, veto and proposal actors excluded from deliberation at one stage in the
policy process often become more active in a later tage. Since basic design issues are decided &t the
commitment-building stage, excluding one or more veto or proposal actors from deliberation at this
dage is expected to produce agreement around a more radica reform proposa more quickly.
However, excluded veto or proposa actors have more reason to mobilize during the coalition-building
or implementation stages, and therefore may be able to block or delay reform, or exact grester
concessions a these stages.  Including actors earlier might reduce their anti-reform mobilization, but
cause lessradica or dower reform. These consderations suggest the following hypothesis:

H6: There are tradeoffs across phases of reform. In particular,
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The smaller the number of veto and proposal actors involved in design of reform at
the commitment-building phase, the faster and more radical the reform.
However, excluding veto and proposal actors at the commitment-building phase may
cause them to mobilize effectively against reformin later phases.
Inclusive negotiation of basic design issues at the commitment-building phase will
reduce the potential threatsto reform at later stages, but at the expense of more time

and less radical reform.

3.3 TIMELINEOF PENSION REFORM IN THREE COUNTRIES

The timdines for the commitment- and codition-building phases of the policy process in
Kazakhstan, Hungary and Poland are mapped in Table 2. Time provides a useful proxy for the
inclusiveness of the ddiberative process and the strength of veto actors at particular sages. Time aso
represents one of the greatest costs of reform. The three cases presented here exhibit a wide variation
in deliberative time. This variaion corrdates with mgor differences in the number and distance of veto
and proposd actors involved in pension reform in the three countries. Kazaekhstan had the shortest
deliberative process, of seven months, while Hungary occupies an intermediate position, and Poland had
the longest deliberative process. The following section introduces comparisons between the three cases

acrosstime, stages and deliberative fora

TABLE 2. TIMELINE OF PENSION REFORM IN THREE COUNTRIES

Kazakhstan Hungary Poland 1 Poland 2

1 Government takes officia action to

begin planning reform November 1996 June 1995 December 1994
2 Government establishes special

office/working group solely November 1996 April 1996 April 1996

responsible for pension reform
3 Government approves unified reform March 1997 May 1996 April 1997

project
4  Reform laws submitted to parliament May 1997 May 1997 June 1997 May 1998
5 Parliament passes reform laws June 1997 July 1997 August 1997 December 1998
6 Reformimplemented January 1998 January 1998 January 1999
7 Commitment-building (1-2) 0 months 10 months 16 months
8 Caoaadlition-building (2-5) 7 months 15 months 32 months
9 Totd (1-5) 7 months 25 months 48 months

331 COMMITMENT-BUILDING

Commitment-building is the process by which a government comes to agree on the fundamenta
design of a penson reform program. Time to commitment varies congderably across the three cases,
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from 0 months in Kazakhstan to 10 months in Hungary to 16 months in Poland. A large part of the
reason why Kazakhstan moved so swiftly is that it had few veto actors and thus avoided extensve
debate within the government over its commitment to reform. Kazakhstan aso was quick to establish a
sngle governmenta commisson for pension reform, under the direct authority of the prime minigter, with
full approva of the president. The commission was headed by aleading reformer, Grigori Marchenko,
and included officids from dl reevant government agencies.

Governments in Hungary and Poland took far longer to reach a clear government commitment
to pension reform. This was because of the relative multiplicity of veto and proposd actors involved in
the commitment-building process. In Hungary, pension reform plans were daborated by three separate
governmenta agencies. aworking group in the Ministry of Finance with World Bank assistance, a group
of experts in the Ministry of Welfare cooperating with German consultants, and the Pension Insurance
Fund, a quas-autonomous state agency whose supervisory board included elected representatives of
the mgjor trade unions and business associations.  Attempts to reconcile these three plans took 10
months. In Poland, commitment to a single reform proposa was held up for 16 months by a dispute
between the Minigter of Labor and Socia Policy and the Minister of Finance over basic design and the
objectives of reform. The Minister of Labor’s proposa caled for a set of amendments to the first-pillar
date system, while the Minister of Finance advocated setting up a funded second pillar and re-regulation
of the voluntary third pillar. Their mutua vetoes resulted in a galemate within the government until a
new prime minister was gppointed and he replaced the Labor Minister with one who was sympathetic
to multi-pillar reform. At that point, the government established a specid Office of the Plenipotentiary
for Socid Security Reform, at first under the authority of the new Labor Minigter, and later under the
prime minister’ s office, amaor turning point in the reform effort.

Commitment-building in Hungary and Poland took longer than in Kazakhstan because ther
politica ingtitutions empowered a broader range of veto and proposa actors. In Hungary and Poland,
with their parliamentary democraic inditutions, government decisons require a mgority vote of the
cabingt, and thus individud ministers leading sufficient factions can play an effective veto role in the
commitment-building phase. Kazakhstan's authoritarian indtitutions centralize power in the presdency
and make individud government minigers less likely to formulate dternative reform proposds. Civil
society organizations dso face greater sanctions for voicing oppogtion in Kazakhstan and fewer
opportunities to access the policy process. Since pension reform deliberations were kept secret, civil
society groups did not even know about the progress of governmenta pension reform proposals until a
commitment had been reached. Tight information controls in the Kazakh case reduced the scope for
open debate and ddliberation within and outside the government. However, Kazakhstan also made an
important strategic decison to establish a specid working group for pension reform from the outset,
inviting dl the mgor players to the table, and thus heading off the potentid for individua agencies to
work on their own independent programs. In the other two cases, the lack of a single working group
early on and the existence of multiple governmental veto and proposal actors caused internal deadlock
in the commitment-building phase.
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332 COALITION-BUILDING

Poland (32 months) and Hungary (15 months) aso had longer consultative processes in the
codition-building stage than Kazakhstan (7 months), for smilar reasons. Kazakhgtan's authoritarian
political ingtitutions reduced the number of veto actors and enabled the government to push its reform
program quickly through the public ddiberative and legidative processes. Neither the parliament nor
any political party were veto actors in Kazakhstan because of a clause in the Kazakh condtitution that
dlows the presdent to force some urgent legidation through parliament under threet of dissolution.
After four months of ddiberation within the government specid commisson for pengon reform, the
Kazakh reform plan was published in the pressin March 1997. Public ddiberation continued until May
1997, when a dightly revised program was presented to parliament and passed in June 1997 with minor
changes. Negotiation with actors outsde the closed specid commission in Kazakhstan took only three
months.

Hungary's codition-bullding process was congderably dower. Hungary spent nine months
elaborating reform proposas and winning the support of ministers and partisan veto actors within the
government cadition. At the start of 1997, the government spent four months in public deliberation,
including discussions in Hungary's tripartite council and mestings with a wide range of public interest
groups, socid inditutions, and political parties. As a result of this prior work, and the fact that the
government had alarge mgority in parliament, the parliamentary process in Hungary went exceptionaly
quickly, for a parliamentary democracy. Approximately two months after being submitted, the maor
penson reform laws were passed by parliament, for a totd of 15 months, compared to seven in
Kazakhstan.

Poland had the longest codlition-building process, in pat because the full sat of reform
legidation could not be pushed through before the end of the parliamentary term in September 1997.
The center-left codition government included strong internd factions that opposed the reform,
necesstating a Sngle-issue codition with one of the main oppogtion liberd partiesin parliament. In this
context, the new plenipotentiary decided to pursue the least controversa part of the reform legidation
firg, with provisons that would tie any future government to a specific timetable for reform Hausner
1998). Three laws were passed in August 1997, but two of the most controversia laws were left for
the next government to prepare. In the second stage of codition-building in Poland, parliamentary
ddiberation turned into a lengthy orded. Poland’s two-stage process, finally completed in December
1998, resulted in the longest codition-building process of the three cases considered here. Poland's
numerous veto and proposa actors, changing over time and across electora cycles, contributed to its

length.

333 IMPLEMENTATION

In dl three cases, important regulatory decisons were taken after the gpprova of pension
reform legidation and after the start of reform implementation itsdf. In Kazekhdan, severa important
pension reform regulations were written after the officid start of implementation. In Hungary, important
changes in the pension reform law were made post-hoc by a new government, and in Poland severd
aspects of reform, including negotiations on specid privileges and a law on a nationd actuary were
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debated after the passage of the main penson reform legidation. In dl three cases, ddiberation and
policy-making continued into the implementation stage.

New actors dso emerged in the implementation stage and pushed for amendments to the
penson sysem. In Kazakhgtan, for ingtance, trade unions were quiescent throughout the brief
deliberative process, but began to mobilize againgt reform after legidation was passed, pushing for a
reingatement of specia pengon privileges. In Hungary and Poland, newly-formed penson funds
became mgor players in the implementation stage, after having been rdaively uninvolved earlier. In
Hungary, new partisan veto actors in the early implementation stage caused a reversd of some key
aspects of the reform.

Because of tradeoffs across policy phases, problems with implementation are sometimes related
to the excluson of potential veto and proposa actors at earlier phases. Kazakhstan, which had the
fewest inditutiond veto players, and consequently the fastest codition-building stage and the most
radica reform, also faces the grestest chdlenges in implementing reform.  Hungary's commitment- and
codition-building processes focused on gaining consensus within one codition government and its
affiliated civil society organizations, but experienced policy reversas when a different codition came to
power during implementation. Poland, with the most drawn out commitment- and codition-building
processes, may have the least conflictua implementation, since al mgor parties have supported reform
a one time or another.  Although only time will tel, indusveness may enhance efficiency of
implementation.

4 |MPACTSOF DELIBERATION

How have politica-ingtitutional structures and processes affected reform outcomes? When
andyzing outcomes, it is important to distinguish between three types of changes produced through
deliberation among proposa and veto actors acrosstime:

1. technicd changes
2. public-interest changes
3. gpecid-interest changes

Technicd changes are the most numerous outcomes of the policy process. Asthe plan is debated, it is
often enriched by numerous amendments and provisons offered by consulted parties with access to
specidized sources of information. They include al sorts of dterations intended mainly to improve the
efficiency and technical coherence of the program, but tend not to have broad ditributive impacts. This
is one of the most important reasons for a sufficient deliberative process. Extensive deliberation holds
the danger of watering down reform, but it may aso lead to subgtantia improvements (cf. Palacios and
Rocha 1998, 20).

| define "public-interest changes' as changes that have broad distributive impacts, but ones that
are @ther universa or tend to encompass a wide cross-section of groups involved in the reform, for
ingance changes to the retirement age. Such changes do not respond mainly to specific interest group
demands, but rather to differing conceptions of the public good. Public interest consderations lead to
some of the most controversiad debates among veto actors in the pension reform process. Key among
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these is the debate over whether a three-pillar pension system, including a large second pillar, isin the
public interest. This depends on an individua country’s Stuation (Holzmann 1998). The process of a
society debating the interests of its citizens now and in the future is bound to be controversd. Similarly,
the retirement age, which is something that affects dl working citizens, has proven to be a sharply
controversa issue. Often, these debates are not animated by the attacks of pecid interest groups on
obvious public interests, but rather by differing conceptions of the public interest held by different groups
pursuing what they believe is the common good. Proposa and veto actors tend to represent different
conceptions of the public interest.

Specid interest group changes are usudly easy to identify: they include dl types of specid
provisons that affect one or a smal group of interested parties, for indance, specid retirement
provisons for miners, military officers, or judges.

5 PROCESSAND OUTCOMESIN KAZAKHSTAN, HUNGARY, AND POLAND

The following case sudies andyze how different policy legacies, politica inditutions, veto and
proposa actors, and internationd organizations affected the pension reform process and outcomes in
three postcommunist countries. Each case concludes with an evduation of the sx hypotheses
developed in the previous sectionsin light of the evidence presented in the case.

These hypotheses are restated below:

H1: Policy legacies influence present reform choices. In particular,

- Countries with higher implicit pension debt will choose a smaller private pillar and
retain a larger PAYG public pillar, in other words, lessradical reform.
Other pension reform design elements will build upon the legacies of pre-existing
pension institutions.

H2 The fewer the number of veto and proposal actors and the lesser the distance
between them, the greater the opportunity for change in the scope and size of the PAYG
pension system.

H3: The impact of interest groups depends on their relations to and distance from
important veto and proposal actors, their ability to mobilize constituencies to exert
pressure at critical veto points, and their ability to act as veto or proposal actors
themselves.

H4: The World Bank influences pension reform through direct interventions and through
contributions to global social policy discourse. Greater exposure to World Bank ideas and
greater World Bank intervention in policy planning should therefore lead to more
fundamental pension reform.
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H5: There are tradeoffs across deliberative fora. In particular,
Choice of deliberative fora systematically influences reform outcomes because certain
fora empower certain types of actors;
Exclusion of actors from one deliberative forum will often cause them to be more
active in another.

H6: There are tradeoffs across phases of reform. In particular,
The smaller the number of veto and proposal actors involved in design of reform at
the commitment-building phase, the faster and more radical the reform.
However, excluding veto and proposal actors at the commitment-building phase may
pose threats and require greater compromisesin later phases.
Inclusive negotiation of basic design issues at the commitment-building phase will
reduce the potential threats to reform at later stages, at the expense of time and less
radical reform.

Kazakhstan, Hungary and Poland display wide variaion in their policy legacies (discussed above;
see Table 1) and ther political inditutions. Kazakhdan is a presdentid system which "gives the
presdent and his office control over dmost every aspect of the republic's political and economic life"
(Olcott 1997, 106). The presdent is redly the sole veto actor in the system, dthough in the case of
pension reform, he dlocated veto power to a specid working group under the authority of the prime
minister, whom the president gppoints. Parliament is no longer an inditutiond veto actor in Kazakhstan
sance the 1995 condtitution did away with its emerging veto power (Olcott 1997, 112). Hungary and
Poland, by contrast, are mainly parliamentary democracies (athough Poland dso has a directly-elected
president), in which governments are formed by coditions of parliamentary parties. This gives partisan
Veto actors a much grester role in policy formulation. Civil society interest groups aso have greater
opportunities for access to the policy process in parliamentary democracies, through their ties with
politicd paties. Pdliticd inditutions determine the number of inditutiond and patisan veto and
proposal actors in each case, making the policy environment in Hungary and Poland far more
chdlenging for fundamenta reform.

Case studies are organized by hypothesis and policy phase. The first section of each case study
discusses the policy legacies that shaped reform, with a particular focus on implicit penson debt. A
second section covers the commitment-building process, focusing on the main veto and proposa actors
within the government and the role of internationa organizations, including the World Bank, in providing
policy advice. The third section, on codition-building, analyzes the process of ddiberation with interest
groups in public and parliamentary bodies, with an emphasis on tradeoffs across deliberetive fora. The
fourth section, on implementation, looks at the outcomes of reform, and any mgor policy changes that
occurred during implementation, analyzing them in the context of tradeoffs across policy sages. Findly,
a concluding section reviews evidence from each case that speaks to each of the main hypotheses.

51 KAZAKHSTAN
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511 POLICY LEGACIES

At the outsat of reform, Kazakhstan spent subgtantialy less on pensions as a proportion of GDP
than either Hungary or Poland (see Table 1), and had a smaler implicit pension debt (IPD). James
(1998h) estimates Kazahgtan's implicit pension debt (the present value of accrued rights of pensioners
and workers under the old system) at 88% of GDP, compared to 213% in Hungary and 220% in
Poland. Yet despite smaller pension obligations, Kazakhstan experienced a dramatic pension arrears
crigs. Kazakhgan, like Russa and Romania, had initidly controlled pension spending by accumulating
substantial payment arrears to current pensoners Cangiano et a. 1998, 10) and by not indexing
pensions to keep up with inflation. 1n 1996 and 1997, Kazakh pension arrears were so severe that
mass protests of pensioners broke out in cities across the country. A collgpse in state ability to tax was
a large part of the problem, reflecting the extent of the so-called gray economy, as well as a steep
decline in production from Soviet times. Few smal private busnesses paid any pension payroll tax a
al. Mass protests and system failure seemed to call for radica measures, and the Kazakh government
responded with a radical pengon reform, introduced in tandem with an effort to pay off dl exising
pension arrears.

512 COMMITMENT-BUILDING

Proposal actor Veto actor

Working group X X
President X
Total 1 2

Kazakhgtan began its pengon reform process with full governmental commitment to reform.  Its
ability to do o reflected the smal number of inditutiond veto actors in its srong presdentid politica
system. With authoritarian politica inditutions and a centraized policy syle, Kazakhstan was able to
circumvent open disputes between different ministries and government agencies that broke out in the
fird stages of commitment-building in Poland and Hungary. Reformers achieved this by winning
presidentia approva for the reform at the outset and setting up a specid interministerid commisson for
pension reform that would monopolize proposd authority within the government, under the politica
gponsorship of the prime minister. This meant thet the Kazakh reform was dominated from the start by
one proposa actor, whereas Hungary and Poland had several competing ones.

The reform process started in November 1996 when President Nursultan Nazarbaev and Prime
Miniger Akezhan Kazhegeldin appointed Grigori Marchenko Chairman of the Nationa Securities
Commisson and Nataya Korzhova head of a newly consolidated Ministry of Labor and Socid
Protection. Marchenko was put in charge of a specid government working group on pension reform
that included the Prime Minigter, Deputy Prime Miniger and Minigter of Finance, the Chairman of the
Centra Bank, the Minister of Labor and Socid Protection, the head of the Nationad Securities
Commission, two persons from the private sector, and two members of parliament. Marchenko had
previoudy worked at the National Bank of Kazakhstan, and was a protégé of reformist Prime Minister
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Kazhegddin. Marchenko reports that it was important to get people from different agencies to head off
potential misunderstandings and lack of coordination down the road (interview, July 1, 1998).

International organizations were aso involved, providing both policy ideas and direct technicd
assigtance to the pension reform working group. Chief reformer Grigori Marchenko reports being
heavily influenced in his thinking about penson reform by reading Averting the Old Age Criss and
attending World Bank-sponsored conferences (interview with Marchenko, July 1, 1998). The basic
framework for penson reform in Kazakhstan was thus tranamitted largely through reformers own
interpretations of World Bank policy ideas, without direct technicd assstance from the Bank at the
early stages. Direct technical assistance was provided by USAID. The World Bank sent an expert
advisory mission to Kazakhstan in May 1997, after mgjor design decisions had been made. However,
the World Bank later decided to loan $300m to Kazakhstan to implement reform. USAID technica
assgtance gave the man proposd actor an unpardlded advantage. Given the lack of technica
expertise in Kazakhstan and the lack of resources on the part of civil society groups, ‘no one else was
technicaly in a pogdtion to develop a modd’ for anadyzing or developing different penson reform
proposals (interview with Marchenko, July 1, 1998), and thus the working group easily dominated
expert debate.

Secrecy dso enhanced the working group's monopoly on reform proposas, sharply restricting
the ability of civil society and other interest groups to influence reform. Even high-ranking government
offidas in affected minigtries were not informed of the progress of working group ddiberations. This
dlowed the government to develop amore radica reform program more quickly than in other trangtion
countries, dthough at the cost of widespread disapprova from civil society groups and anti-reform
mohilization during implementation.

After four months of deliberation, the working group on pension reform had prepared the
outlines of aradicd, three-pillar reform, in the form of an eight-page * draft concept’ that was published
in the Kazakh press on March 20, 1997. In essence, the draft concept proposed changing the Kazakh
pension system from a pay-as-you-go system paid for by a 25.5% payroll tax to afunded system based
on a 10% employee contribution, with a minimum pension guarantee. The pay-as-you-go system would
be phased out over a ten-year period. Later amendments, however, extended the transition period.
Disability and survivor benefits would be trandferred to the centrd budget, al specid privileges
eliminated, and new recording and financid mechanisms put in place. Private penson funds would
collect and invest employee contributions, aiding the development of Kazakh capital markets.

Kazakhstan's commitment-building process was swift, marked by the quick formation of a
working group on penson reform that brought together al the key governmentd actors. Full
presidentia support and the lack of aternative veto or proposa actors within the government enabled
the working group to produce the most fundamenta reform of the three cases. Later stages of public
and parliamentary deliberation did not substantidly change the basic outlines of reform, agreed in the
working group’s secretive four-month session.

513 COALITION-BUILDING
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Proposal actor  Veto actor

Working group X X
President
Total 1

The codition-building process in Kazakhstan was characterized by cursory public and
parliamentary deliberation. Although the government was obliged to submit the reform program to
some debate, Kazekhstan's strong presidential system meant that there were no red partisan or civil
society veto or proposa actors.  Parliament was the main deliberative forum, but had no actua veto
power. Interest groups still managed to influence the process to some extent, but only within the bounds
of what the main veto actors would alow.

The Kazakh government alocated two months for public discussion of the new penson system.
Public deliberation began on March 20, when the government published its draft concept paper in the
press, and lasted until May 12, when the government approved a revised concept for pension reform.
During thistime, a deputy minister of labor and socid affairsinitiated the solicitation and consderation of
public commentary, collecting approximately 200 letters and interest group comments. However, the
same deputy minigter, a former oppodtion trade union leader, notes that the government had not
previoudy intended to consult with interest groups and that this was undertaken on her own persond
initiaive (interview with Sivriukova, July 6, 1998). In addition, two teams of government representatives
toured the country in April and May to promote the new pension reform concept and gather public
reactions, meetings that were widely reported in the press. Public ddiberations adso took place in
tripartite council meetings in April. The main trade union federation expressed dissatisfaction with the
government proposal and rejected the three-pillar design (Kovcheg, 1 May 1997). The leader of the
second leading trade union accepted reform, because he believed it to be a fait accompli. Still, trade
unions criticized the rushed ddiberative process, saying it deprived interest groups of voicing their
concerns (Kovcheg, 1 May 1997).

The government ignored widespread public opposition expressed in the press and public
opinion polls. Groups such as the Federation of Kazakh Trade Unions, the association of labor and
war veterans, and several pensoners associaions came out againgt the reform.  Some government
socid security officiads aso expressed oppostion to the reform (Kazakhstanskaya Pravda 25 April
1997), reflecting limited support and ddliberation within the government itsdf. There is no evidence that
the government concerned itsdf with ralying diffuse support of the population, as only limited resources,
mostly provided by USAID, were dlocated to public relations and public awareness campaigns. Public
support would have been difficult to obtain in any case, snce the government was dedling at the same
time with a massive pension arrears crisis, causing mass protests around the country.*

! In oneinstance, on August 18, 1997, acrowd of several hundred angry pensioners demonstrated against pension
arrearsin the central square of Taraz, acity in south Kazakhstan. They gathered in front of the mayor's office,
blocking traffic on one of the city's main thoroughfares for three hours, chanting slogansincluding, "Give us
pensions!"”, "Wewant to eat!", and "We don't believe you! Y ou lured away our kopeks!" (ExpressK, August 19,
1997).
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The government chose to tradeoff extensive ddiberation and codition-building for quicker
implementation of reform. 1ts main imperative was to submit pension reform legidation to parliament in
time to begin implementation in January 1998. Legidative drafting had sarted dready in April, while
public ddiberation was under way. Nonetheless, ddliberation in the various public fora listed above did
produce a handful of changes Most of these were technicd, including ten to twenty instances of
rewording for consgstency and technica reasons, and about ten aterations made after consultation with
various internationa organizations. However, four new provisions clearly reflected the impact of specia
interest groups, while seven appeared to respond to broadly-expressed public interest concerns.

Initidly, the Kazakh reform intended to eiminate dl specid pension privileges. However,
between March and May 1997, military and interna affairs officers managed to make their voices
heard. Four new provisons granted specid exemptions and benefits to the military, employees of the
Agencies of Interna Affairs and the State Investigation Committee (former KGB). The so-caled
"power ministries’ were the only lobby able to gain a guarantee of specia treatment under the proposed
new sysem. The May 1997 draft exempted anyone with ten years of service or more from being
affected by the change to the new penson system. The power ministries dso won a lower retirement
age and higher bendfits for ther employees under the new sysem. New entrants into the military,
security, and intelligence services and those with less than ten years of service were awarded a 20%
contribution to their penson accumulation funds, paid for by the gstate, double the 10% for al other
categories of employees.

Severa changes also addressed broad public concerns expressed through multiple ddiberative
channds. Kazakhgtan's privatization experience left the public with alow regard for private investment
funds, which trandated into mistrust of private penson funds. This came across clearly in the press and
public meetings held around the country (interview with Marchenko, July 1, 1998). In response, the
government introduced in its revised program a State Accumulation Fund that citizens could chose over
private, non-state accumulation funds. The State Accumulaion Fund would provide greater security
through tighter investment controls and a state guarantee, with the tradeoff of potentialy lower returns.
This provison proved to be very important as more than 85% of citizens initidly entrusted ther
contributions to this sate fund, severdy limiting the extent of private management in the funded pillar.
The State Accumulation Fund's dominant share of the "private’ market had declined to gpproximatdy
70% of total assets by late 1999.

The May 1997 draft concept also promised price indexation of benefits to beneficiaries of the
old sate system. Although legdly, this would reduce indexation levels by supplanting wage indexation,
the March 1997 draft had contained no reference to indexation at dl, and in practice a consstent price
indexation would benefit current pensioners more than the ad hoc wage indexation of previous years.

The May 1997 draft increased from 10% to 15% the amount of payroll contribution allocated
to the old system, and increased from 10 to 15 years the length of time to phase out thistax. Although
this could be regarded as a technicd finance question, the amount of money the government collects had
adirect impact on outlays in the past. When insufficient funds were available, the government had not
paid pensons, but rather dlowed arears to accumulate.  Given this track record, this increase in
contribution rates to the old system will likdy have a srong distributive impact in favor of current
pensoners. The May 1997 draft aso included a vita promise to repay pension arrears, a condition
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demanded by the World Bank for its continued assistance to Kazakhstan and by USAID to reestablish
confidence in the pension system (USAID 1997). The new concept reduced from 30 to 25 (men) and
20 (women) the requisite work periods for minimum pension digibility under the new sysem. It
promised no decline in take-home pay as aresult of the introduction of a 10% employee contribution to
the accumulation funds. Findly, the new draft promised to retain the vaue of disability and survivors
pensions transferred to the state budget, athough the government probably intended this as a method of
controlling costs (USAID 1997).

Public ddiberation over the concept paper from its publication in the Kazakh press on March
20, 1997 to its adoption by the government on May 12, 1997 resulted in only a handful of changes.
Many of these responded to suggestions made by internationa organizations, most importantly USAID
and the World Bank. Only a small number responded to particular interest group or broadly-expressed
public concerns, but some mgor changes were introduced, particularly the State Accumulation Fund
that became the largest pension fund in the first months of the program, reflecting widespread distrust of
private fund managers. A short period of public consultation, and the lack of information about the
pension reform before March 20 were the most important limiting factors.

Public discusson of the penson reform issue increased as the plan moved closer to
implementation and people redized that the program would affect their future benefits. However,
increased public discussion -- and opposition expressed by most groups, experts, and the mgority of
the population in the press and public opinion polls -- had only limited impact on the outcome of
debates in the Mazhilis, Kazakhstan's lower house of parliament.

Parliament was not a veto actor in the Kazakh reform, but it provided an important ddliberative
forum nonethdess. Kazakhdan's presdent submitted the draft penson reform law to parliament
marked "urgent,” a legidative procedure which meant thet the parliament had only one month to debate,
amend, and passthe law or risk being dissolved by the president. In this case, the law would be passed
by presdentia decree. Threet of dissolution militated against making mgor changesto the law. Asone
Kazakh newspaper explained in a news andyss piece, the dissolution threat presented deputies
(Mazhilis) with a difficult dilemma: If they voiced public concerns and voted againgt penson reform, they
would lose their positions and pension reform would be accepted by presidential decree. If the deputies
voted for reform, they would face public outrage in upcoming parliamentary eections in September.
Condtituents in severd digtricts had threatened to recal deputies who voted for reform (Express K, 29
May 1997). Mazhilis (deputies) were truly between arock and a hard place, with little opportunity for
effective voice.

Deputies tried to resolve this dilemma by expressng public concerns and even outright
oppodtion, but a the same time accepting the firm congraints the government team placed around
acceptable compromises. Parliamentary ddliberation thus took two forms: purdly rhetorical deliberation
and a padld, somewhat more secretive, process of actud reform amendments, that were few in
number. Very few parliamentary deputies sooke in favor of the reform program and the pro-reform
sde was represented directly by the government reform team itsdlf, unusud in parliamentary practice.
One newspaper described the debate as "fervent”, but also said that the attempt of the deputies to paint
the reform as "anti-socid"™ tended to bresk down when facing the "threatening” faces of the government
team (Kustanaiskiye Novosti, 27 May 1997). Parliament voted overwhemingly for the reform in
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June, despite the hodtility of many parliamentarians to the reform in full or in pat, in order to guard
againg dissolution.

In the course of ddliberation, the government was forced to concede afew points to parliament.
The main changes were to the system of dtate guarantees, the phasing out of the old state program, the
retirement age, and specia benefits. The Mazhilis voted not to increase the penson age to 65, as
proposed in the government draft, but to end a phased increase dready in progress in 2001, when the
retirement age reaches 63 for men and 58 for women. Mazhilis deputies had protested increasing the
retirement age further on the grounds of the low and decreasing life expectancy in Kazakhstan.

Secondly, the Mazhilis managed to get two specid interest provisons included in the law.
Lower retirement ages were granted to a) citizenswho lived in zones of extreme and maximum radiaion
risk (the top two radiation risk zones) for not less than ten years between 1949 and 1963 (victims of the
Soviet Union's nuclear test program); and b) women in rurd areas with five or more children.
Interestingly, the Mazhilis voted againgt extending specia penson benefits to employees of the interior
ministry and ate investigation office (former KGB) (Selskaya Novi, 12 June 1997). However, specia
benefits for these two groups were reindated in the Senate, a body more closely controlled by the
presdent. The government lobbied insstently for the reinstatement of these specia benefits, despite the
declared god of the reform to diminate penson privileges Panorama, 13 June 1997). Efforts by
senators to grant specid benefits to other groups, including sted workers, miners, prosecutors, and
judges, failed.

However, the mgority of changes introduced by the Mazhilis were public-interest and technicdl,
rather than specia-interest, changes. These included:

Eliminating the 15-year period for phasing out the old state penson contribution, alowing for the
prospect of alonger trangition period.

Obliging the dtate to guarantee the safety of pension contributions to the state accumulation fund,
athough not to the non-state pension funds.

Making funera benefits more generous.

Excluding accumulations in non-gtate pension funds from bankruptcy proceedings.

Allowing participants to choose to change funds twice a year, rather than once.

Allowing participants to withdraw accumul ations when moving permanently abroad.

Promising that any future pension rules would not infringe the interests of contributors.

Requiring natification to contributors when a pension fund has its license suspended.

Adding afew technica conditions to the qudification of penson fund managers and procedures for
the liquidation of non-gate pension funds.

Despite enormous limitations on the legidative process, parliament succeeded in making a few
important aterations to the pension reform law. Mogt of these concerned broad public interests, rather
than specid interest provisons. Most important was the decison to extend the phase-out of the old
date system and grant state guarantees for moneys deposited in the State Accumulation Fund. This
played arole in convincing Kazakh citizens to invest their money in the more secure state fund, given
widespread suspicion of private management companies. As mentioned earlier, gpproximately 85% of
contributions were initidly directed toward the State Accumulation Fund. Limitation of increases in the
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retirement age (to 63/58) may appear to be important, but the effects of this provison will not be fet
until 2001. The government hopes to continue this phased increase at that point (interview with
Marchenko, July 1, 1998).

In the absence of dternative veto or proposa actors, the government managed to preserve the
fundamentals of its reform program throughout the rapid, two-month deliberative process. Reformersin
Kazakhstan sat out to implement a Chilean-style pension reform, and were highly successful in pushing
through therr initid proposd. The Kazakh reform diminates, over time, the current PAYG system and
replaces it with a minimum penson guarantee and a mandatory, funded, second pillar (Rutkowski
1998). The law cdls for price-indexation of the minimum penson twice a year, but no automatic
indexation. From the start of reform on January 1, 1998, dl Kazakh employees are required to invest
10% of their earningsin penson funds. An additiond 15% of payroll continues to be paid by employers
to the exigting State defined-benefit program. Previoudy, the 25.5% contribution rate was paid entirely
by employers. Under the current reform, the contribution rate is reduced dightly, to 25%, with 10%
showing up on the pay-stub of employees as pre-tax income and alocated to a penson fund of the
employee's choice. While more than a dozen private penson funds have been set up, more than 85%
of dl Kazakh employees initidly chose to invest in the State Accumulation Fund, where assets are
guaranteed. All workers who contributed for Sx months into the old PAYG system dso will receive
benefits from it, making the phase-out period last for decades, until the last contributor dies. Workers
entering the labor force less than sx months before the January 1, 1998 gtarting date will derive their
entire benefit from the new, funded system.

This fundamenta reform of the penson system in Kazakhstan was achieved in seven months,
from the gtart of government planning, to the passage of the program in parliament. Its passage was
possble in a paliticd-inditutiona context with only a smal number of veto actors, that did not require
extensive changes as aresult of ddiberation with aternative proposal actors or civil society groupsin the
codition-building phase. Only a smdl number of specid interest groups managed to influence reform
outcomes, notably employees of the military, interior ministry, and security forces.

514 IMPLEMENTATION

Kazakhstan passed the quickest and mogt radica reform to date, measured by the eventua
dominance of the funded share in the new sysem. However, the acceerated legidative process in
Kazakhgtan had a negative impact on legidative qudity and implementation (Rutkowski 1998). Magjor
problems included:

low contribution compliance in the firg months of implementation;
falure to set up private penson fundsin time for the start of reform;
falure to issue dl workers necessary identification numbers,

more generd failure of adminigtrative computer systems;

lack of public information on how the new system works;

lack of confidence in private pension funds or reform more generdly.
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Lack of preparedness for reform implementation was directly related to the speed of reform.
The government was determined to complete penson reform before parliamentary eections in
September 1998 and presidentia éections in 1999. However, this left little time to draft legd
regulaions, inform the public about the program, or adlow prospective penson funds to establish
themsalves and work out business plans. All of these things began to happen as reform was dready
under way.

As a reault, Kazaekhgan experienced serious adminidtrative lgpses in the early months of
implementation. In January 1998, few contributions were collected, leaving the state center for benefit
payments with a substantia deficit. The firgt private penson funds were not founded until March 1998.
Issuance of individud contributors with socid identification numbers continued severa months into the
implementation process. Many regulations needed to supplement the pension reform law were drafted
while the reform was in progress during 1998, with USAID providing vitd technicd assistance
(interview with William Baldridge, USAID, July 2, 1998). For ingtance, the regulation "on qudification
requirements applied to the licensee, founders and managerid dtaff of the accumulative penson funds'
was registered on February 11, 1998. Similarly, the regulation of the Nationa Penson Agency that
provided for issuing licenses to owners of greater than 25% of shares of open pendon funds was
registered on March 18, 1998. Since the codition-building phase is the time reformers have to draft
reform legidation, a longer and more inclusive process would have dlowed better eaboration of
proposas. It would have adlowed bringing important partners, such as the private penson funds, into
the process a an earlier Sage, causing implementation to run more smoothly. Public information about
the reform would have been distributed sooner and more extensvely had a longer public debate
occurred, alowing a variety of different actors to plan and adjust their behavior accordingly. A longer
time-frame might dso have alowed complicated technical and information technology problems to be
worked out before the start of reform.

More inclusve ddiberation earlier in the process may have dso stymied anti-reform civil society
mobilization in the early implementation stage and increased public confidence in the new private pillar.
Already in July 1997, air traffic controllers and pilots began efforts to reinstate specid privileges they
had enjoyed under the old system (Panorama, 11 July 1997). In September, miners representatives
traveled to Almaty to press ther demands for reingatement of specid retirement provisons
(Panorama, 5 September 1997). In November, stedworkers, miners, and pilots threatened a
nationwide strike on behaf of those professions that lost specid retirement benefits (Kazakhstanskaya
Pravda, 11 November 1997). These clams attracted substantial support in parliament and in mid-
1998 a group of deputies began to consider legidation to reinstate a number of categories of specia
privileges that it had taken away a year earlier. USAID amulations showed that workers in hazardous
professons had in fact lost about hdf their benefits under the reform, but argued that specid benefits
were not affordable.  Instead, USAID recommended that the government should pay for actudly
disabled workers through the disability system (USAID, 23 April 1998). The fact that 85% of Kazakh
citizens and enterprises initidly chose to invest in the new State Accumulation Fund over al private
penson fundsindicates the low leve of confidence in the new private pillar. Implementation problemsin
Kazakhstan can thus be divided into two categories. those that reflected a technical lack and those that
reflected alegitimacy deficit.

30



515 CONCLUSIONS

This section reviews the findings of the Kazakhstan case study in light of the six hypotheses
proposed above. The firgt hypothesis was that policy legacies, particularly the leve of implicit pension
debt (IPD), influence reform choices. Kazakhstan had the lowest IPD of our three cases, and, as
predicted, the most substantid change to the public PAYG system (James 1998b) and the largest
private funded pillar. The second hypothes's is aso borne out by the Kazakh case. Kazakhstan had
the smdlest number of indtitutiona veto actors, and consequently the most rgpid reform process and the
mogt radica change. Interest groups were predicted to have an impact that depended on their relations
to critical veto actors. In Kazakhstan, because of the small number of veto actors, and particularly the
lack of a veto role for parliament or politica parties, interest groups had very little opportunity to
influence the policy process, except for those connected to the "power minidries’ within the
government. Excluson of civil society interest groups contributed to the radical nature of the reform, but
aso to anti-reform mobilization during the implementation sage. The fourth hypothesis sates that the
World Bank influences pension reform through direct intervention and policy discourse.  Interestingly,
Kazakhstan demondrates the power of policy discourse over intervention. Reformers in Kazakhstan
chose fundamentd reform without direct interventions by the World Bank (although with subgstantid
USAID interventions), but under the influence of ideas expressed in Averting the Old Age Crisis (World
Bank 1994) and World Bank-sponsored conferences. Direct World Bank interventions in Kazakhstan
came only after mgor design decisons were made. The fifth hypothess anticipates tradeoffs across
deliberative fora In Kazakhstan, no deliberative forum was particularly powerful, and there does not
gppear to have been much of a tradeoff between public ddiberation from March to May and
parliamentary ddiberation from May to June 1997. Both concerned smilar issues and both ended in
minor, but different, compromises. The sixth hypothes's suggests instead that there are tradeoffs across
policy stages, and indeed Kazakhgtan shows this quite clearly. Rapid deliberation and legidative
drafting in Kazakhstan led to more radical reform, but one that faced extraordinary problems in
implementation, including a failure to found private pension funds before the time they were supposed to
begin collecting contributions.  This contributed to low public confidence in private pendon funds,
displayed by the preponderance of the State Accumulation Fund in the new "private" pillar. Kazakhstan
exhibits both the benefits and drawbacks of a rapid reform with few veto actors, and little input from
dternative proposal actors and interest groups.  As the following two case studies show, democrétic
legidative processes in other postcommunist states have forced reformers to take the interests and
proposds of a variety of actors into account, lessening the extent of change, but increasing public
confidence in the new funded pillar.

5.2 HUNGARY

52.1 POLICY LEGACIES

Hungary had a far higher implicit penson debt than Kazakhgan at the outset of reform,
approximatdy 213% of GDP (James 1998b), with higher socid security payroll tax rates and
gpproximately double the proportion of GDP spent on pensions (see Table 1). Hungary's pension
system was a0 experiencing a worsening fisca baance, that deteriorated by about two percent of
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GDP between 1991 and 1995, and was financed out of the state budget. Payroll tax levels remained
condant a very high levels, while the number of pensioners was increasing rgpidly and the average
penson was faling at smilar rates, about 25% in rea terms between 1990 and 1995 (Cangiano et dl.
1998). Hungary had been adjusting through ad hoc changes in pension levels, which weakened the link
between contributions and benefits. Both ingtitutionaly and fiscaly, the Hungarian penson system faced
severe chalenges in the middle of the 1990s (see Pdacios and Rocha 1998 for a more complete
discussion).

A firg gep in reform came in 1993, when Hungary created a system of voluntary pension funds
in the form of 'mutua benefit societies,’ funded largely by tax bresks. The ideawas to build civil society
by dlowing groups of citizens to found their own voluntary pension funds. Organization of these third
pillar funds had a mgor structural impact on the course of later pension reform in Hungary, as interest
groups involved in the third pillar lobbied successfully to have the second pillar in Hungary organized
adong smilar lines, acdlear ingtance of how policy legacies may influence later reforms.

However, the creetion of voluntary pension funds did not address the underlying fiscal problems
of Hungary's pensdon system. Further progress on penson reform in Hungary was sdled until Lgos
Bokros was gppointed Finance Minigter in early 1995. Bokros was appointed after a year of rule by
the Socidigt Party under Prime Minister Gyula Horn, during which time the government wavered over
economic reforms. The Socidist Party had won parliamentary eections in 1994 on a platform that
promised negotiations toward a broad socio-economic pact, and formed a supermgority codition with
the libera Alliance of Free Democrats. The socid-libera government tried to negotiate a socia pact in
the second half of 1994 (Hethy 1995). But as Hungary edged closer to a fiscd and currency crisis,
Prime Miniger Horn appointed Bokros Finance Minigter to implement an augterity plan in 1995 that
became known as the Bokros package. The Bokros package included mgor cuts in socia sector
expenditures, especidly in Hungary's system of family alowances, which had been a primary source of
poverty relief during the trangtion. Two prominent |eftists within the Socidigt Party, Minigter of Welfare
Pd Kovacs and Minigter for Nationad Security Affairs Bela Katona, resigned in protest against these
cuts (Financial Times, 14 March 1995, 2). This sSgnaled the ascendancy of liberds within the
governing codition and set the context for a new, more radical approach to socia sector reform.

522 COMMITMENT-BUILDING

Proposal actor  Veto actor

Ministry of Finance X X
Ministry of Welfare X X
Pension Insurance Fund X
Prime Minister/Socialist Party X
Alliance of Free Democrats X
Total 3
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Commitment-building in a parliamentary democracy can be a long and painstaking process,
because of multiple veto and proposa actors, and greater ease of access to the policy process by
interest groups.  Commitment-building in Hungary was complicated by the existence of three mgjor
proposa actors in the commitment-building stage: the Ministry of Finance, the Minigtry of Welfare, and
the Pension Insurance Fund. The distance between their proposals was grest (see Table 4). Veto
actors were dso numerous, including the two minidries, the prime minister and head of the Socidist
Party, and the Alliance of Free Democrats, a partisan veto actor whose votes would be needed to pass
the reform in parliament. With twice as many veto actors as in Kazakhstan, and three times the number
of proposa actors, Hungary would be expected to have alessradical and dower reform.

Hungary's three mgor proposa actors put forward their own pension reform proposals in
1995-1996 (see Table 3). The distance between them can be seen by looking at their opposing
positions on implementing a private, funded pillar. Only the Minisry of Finance pushed for a large
funded pillar, while the Minigtry of Welfare and the Pension Insurance Fund advocated rationaization of
the state PAYG system (Nelson 1998). Oppostion was intrandgent, creating a rather polarized
debate.

Activities of the Finance Ministry working group for penson reform were funded by the World
Bank under its Japanese grant facility. Ferge notes that “the better opportunities and resources of the
Minigiry of Finance. . . had a dominant impact on the whole process' of reform (Ferge 1997, 11). In
particular, Ferge points to Finance Ministry dominance in technica capacity, personnd and in aitracting
media attention. This attests to the power of direct World Bank interventions in developing country
policy processes, where dternative proposal actors are unlikely to have access to comparable
resources.

While the World Bank played a vitd role in drengthening the Finance Minidry in internd
governmenta debates, including a phase in which the ministry advocated aradica, Chilean-style reform,
the Bank ultimately advocated a moderate, multi-pillar model with substantid talloring to Hungarian
conditions.

The Finance Minigry initidly proposed a reform plan as radicd as that of Kazakhgtan, but it
was quickly moderated due to internd disagreement within the government. The evolution of the
Finance Minigry's proposd for fundamenta reform is ingtructive, as it shows how reformers themselves
may moderate reform proposas to anticipate opposition from dternative veto and proposa actors.
Under the leadership of Adam Gere, an investment banker whose firm had a large share of the business
managing Hungary's voluntary third-pillar funds, the Finance Ministry working group initialy discussed a
complete phase-out of Hungary's PAYG system (interview with Gere, May 5, 1998). A Hungarian
émigré based in the United States, Gere took a technocratic, non-politica approach to reform and
quickly became almost as controversia afigure as Bokros himsdlf. However, other members of the
working group opposed Gere's efforts a fundamenta reform on two grounds: finance and politica
feadhility. They argued that Hungary's high implicit pendon debot would make it difficult to finance the
trangtion and that it would be paliticaly unfeasible to diminate the PAYG system. A full trandtion to a
Chilean-type system was regarded as "un-European” (cf. Palacios and Rocha 1998, 18) and unsdesble
in a country with a strong tradition of PAY G penson provison.

33



After extensve debate, the Finance Ministry proposed a pension system that would be 50%
pay-as-you-go and 50% funded (Magyar Hirlap, January 29, 1996). The proposa would have
reduced total socia sector contributions from 54% to 44%, with 25% earmarked for pension insurance
and 19% for hedth. Within the 25% pendon contribution, a 15% employer contribution would be
gpplied to a the fird pillar and a 10% employee contribution to mandatory private funds. People aged
40 and under would be obliged to join the new sysem (Napi Gazdasag, December 2, 1995).
Members of the working group who had initialy been skeptical of fundamenta reform, including the
chairman of the supervisory board for the third-pillar pension system, supported it after it was decided
that the organization of the second pillar funds would mirror those of the third pillar, and would be
placed under the same regulatory authority (interview with Laszlo Urban, May 6, 1998).



TABLE 3. PENSION REFORM PROPOSAL SIN HUNGARY, 1996

Ministry of Finance

Pension Insurance Fund

Ministry of Welfare

goals of the 1. reducetherole of the state; 1. ensure pensions proportiond to the 1. provide the aged with income security;
reform 2. make state guarantee partial; number of service yearsand amount | 2. create system that is uniform,
3. increase self-reliance; of contributions paid; mandatory and rests on insurance
4. finance pension insurance without its | 2. wage indexation of benefits; principles.
posing burden on the budget; 3. create the conditions for long-term
5. decrease employer contributions. dtable financing of the system;
4. ensurethe provision of pensions and
consolidation in the short-term.
Character- 1. three-pillar system; 1. labor pension system with two 1. two-pillar pension system
istics of 2. basic penson isPAYG, depends on complementary pillars; 2. PAYG Labor Pension: provison
model income and service years, financed 2. universd basic pension amounting to proportiona to contributions paid
exclusvely from employers 30% of the pensioners income; determined on insurance principles,
contribution; 3. labor penson with less solidaristic 3. contribution split evenly between the
3. second funded pillar financed from elements ensuring 60% of old-age employers and employess,
employees contribution; income, determined based on lifetime | 4. 57-58% replacement rate, no minimal
4. means-tested normative state pension; earnings using a point-system, its pensions,
5. voluntary funded third pillar source is the employers and 5. voluntary pension funds as at present;
employees equal contribution rates, 6. complementary state social assistance
4. voluntary pension funds providing 10%
of pensioners income
type of 1. contribution base is the same as the 1. earmarked income tax reserved to 1. PAYG Labor Pension contribution
financing personal income taxable wage; finance the basic pension; base is equivaent to the taxable wage
2. employers burden significantly 2. labor pension: employer and employee income between min. and max. limits;
decreases while employees contribution; 2. pensions are gross, thus become
significantly increases; 3. budget's full guarantee remains taxable
3. dtate budget expenditure increases as unchanged;
aresult of the means-tested pensions; | 4. leads to decreased contribution rates
4. pension system expenditures decrease
pacing of 1. system dstartsimmediately but only 1. principlesof the new penson system | 1. new system can start in 1-2 years
reform those under 40 have to join; to be worked out by June 1996 and
2. maturation takes 20-25 years summarized in a parliamentary decree
period of 1. widen contribution base in order to 1. uniform retirement age; 1. make retirement age uniform, then
trangition consolidate system in the long-run; 2. linear pension scale; raise retirement age;
2. introduce minimum contribution base; | 3. continuation of valorization; 2. restrict early retirement conditions;
3. decrease employer contribution; 4. determining upper and lower limit of 3. point system to determine pensions;
4. increase employee contribution; contribution base 4. do not count service years without
5. increase retirement age to 65 by 2012; | 5. decrease employer and employee contribution payment;
6. price indexation of benefits contribution rates 5. keep individud records.




SOURCES Magyar Hirlap, " Secure Pensions, A Comparative Table of the Pension Reform Concepts of the MoF, MoW, and Pension Insurance Fund," April 5, 1996 and own

observations.
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During 1995 and early 1996, two other proposal actors in Hungary developed pension reform
proposals, without the benefit of World Bank technical assistance? and with a more conservative
agenda. The Ministry of Welfare developed a competing proposa, asssted by German advisers. The
Penson Insurance Fund (PIF) supervisory board, an dected body made up mainly of trade union
representatives, developed a third proposal. However, the PIF was outside direct government control.
This meant that the PIF was not a veto actor, but aso that the government could not force the PIF to
cease advocding its dternative plan, even as Hungary moved into the codition-building stage.
Deliberation within the government over these three proposals resulted in a deadlock that lasted through
the beginning of 1996.

This deadlock was broken by a change in personnel a the Finance Ministry. Bokros resigned
as Finance Minigter in February 1996, leaving Gere's working group without its top political sponsor.
While this could have weskened or changed the finance minidiry's postion, the new Finance Minister
Peter Medgyessy remained equaly committed to pension reform.  However, he was more willing to
compromise in order to reach agreement.

In early April 1996, the government committed itsdf to developing a unified penson reform
proposa by the end of the month (Nepszabadsag, April 3, 1996). Pressure from internationa
organizations seems to have played an important role in setting this deadline.  Prime Minister Horn
wanted credibility in the West for his Socidist Party, and Hungary had agreed with the IMF to develop
a pension reform program by December 31, 1996. Hungary's eectora timetable aso influenced this
decison. New eections were scheduled in May 1998. The government therefore wanted to implement
reform in January 1998, which did not leave much time.

Medgyessy invited representatives of the Ministries of Finance and Wefare to his office on
April 9, 1996 and told them they had to agree on the outlines of a joint program. During the meeting,
Minigter of Welfare Gyorgy Szabo accepted a partly-funded system, if away could be found to finance
it (Magyar Hirlap, April 10, 1996; Budapest Business Week, April 15-21, 1996). A compromise
was reached, in which the Ministry of Finance program became the main framework document, but the
size of the second pillar was reduced from about one-haf to one-third of total contributions. The point-
gystem for reforming the firgt pillar was taken from the Ministry of Welfare program, aong with alower
labor period to qualify for a fird-pillar penson, 20 years, rather than the 32 or 35 proposed by the
Ministry of Finance. The basic penson would be financed by an 18% employer contribution and the
second pillar by a 10% employee contribution (Magyar Hirlap, April 24, 1996). The reformed system
would produce an estimated average replacement rate of 55-60%.

One proposa actor, the Pension Insurance Fund (PIF), remained outside of this government
compromise. Minister Szabo wanted to find away to get the PIF to agree, at least in principle, with the
outlines of reform. However, this proved impossible.  Ingtead, with the main veto/proposa actors
agreed on the outlines of reform, the government decided to move ahead, wanting to implement reform
before the end of the parliamentary term.  Multiple veto and proposa actors forced government
reformers to compromise on their reform designs. They also caused ddlays, but ultimately an agreement

2 The Pension | nsurance Fund did not have World Bank support to develop pension reform proposals, but it did
have access to another World Bank technical assistance loan (PAHIP) that it may have drawn on to develop and
promote its proposal.
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was reached. The Ministry of Finance, backed by World Bank resources, emerged from the
commitment-building process with the main lines of its reform proposd intact, and a government
commitment to establish amandatory, funded pillar in Hungary.

523 COALITION-BUILDING

Proposal actor ~ Veto actor

Working group X
Prime Minister/Socialist Party

Alliance of Free Democrats

Trade Uniong/IRC

Pension Insurance Fund

Total 2 4

X X X X

The April 1996 reconciliation of the two government programs started a new phase in the
development of reform. Caodition-building in Hungary was mainly a process of working out differences
within the government codition itsdf, which held 72% of seets in parliament. The two partisan veto
actors were the Socidist Party and the Alliance of Free Democrats, a liberd party that was favorably
predisposed to fundamenta reform. The Socidist Party was divided. Because of these divisons, the
voice of the Socidig-effiliated trade unions (MSZOSZ) became highly influentid. Some Socidist
parliamentarians refused to vote for fundamenta reform unless it was first gpproved by the Interest
Reconciliation Council (IRC), in which the Socidig trade unions had a decisive voice. This shifted
ddiberation from the parliament to the IRC. Discussions in the IRC took longer, and produced more
compromises, than those in parliament. Negotiations in the codition-building stage in Hungary caused
some watering-down of reform proposas, anong other things reducing the contribution rate to the
second pillar from 10% to 6-8%. This reflected divisons among the four main veto actors, and the
presence of an dternative proposd actor, till advocating rationdization of the exising PAYG system,
rather than fundamenta reform.

During the cadition-building stage, the main proposa actor was the interminigterid working
group for pension reform, where government reform proposas were eaborated and legidation drafted.
The World Bank was heavily involved in funding and assgting the new interministeria working group.
Several World Bank representatives participated in the 30-member working group as observers, and
provided much of its technica capacity. However, membership of the working group was cast fairly
widdy. Experts from the Ministry of Welfare were included, heping to prepare changes in the firg
pillar. A prominent investment banker, Csaba Lantos, was chosen to head the investment team' charged
with drawing up portfolio management rules and principles related to the introduction of the funded
pension system (Pension Team, 30 May 1996).

Handling oppaosition from the aternative proposa actor, the Penson Insurance Fund, was a key

concern of the government. In July 1996, Minister of Welfare Gyorgy Szabo and State Secretary Tibor
Draskovics of the Minigiry of Finance wrote that the PIF had to be involved in the reform process, in
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order to help with necessary data collection and eventua implementation (Ministry of Welfare, July
1996). However, the government working group continued its work without participation from PIF
experts. The distance between the two proposa's was too great to dlow for meaningful collaboration.
Interestingly, the PIF also had access to a World Bank loan that had been processed earlier and used
the technical ass stance component of thisloan to conduct its own reform agenda.

World Bank assgtance to the working group intensfied, dlowing the employment of numerous
foreign experts. By December 1996, the working group had crested models of the new pension
system, with flexible parameters and a highly detalled legidative proposd, consulted with a variety of
national and international lega experts. Moreover, the working group dominated expert debate within
the country, with cohesive argumentation in a number of important expert and public fora (interview with
Roberto Rocha, May 6, 1998).

A specid parliamentary group became the main forum for ironing out differences between the
two partisan veto actors. The Codlition Parties Working Group on Generd Government Reform was
founded by reformers from the Hungarian Socidist Party and the Alliance of Free Democrats towards
the end of the Bokros period, and dedicated to pushing a liberal reform agenda.  Powerful centrist
members of the Hungarian Socidist Party aso joined the group, including Sandor Nagy and Judit
Csehak, key figuresin socid policymaking (interview with Klara Ungar, August 1998). The codition
parties working group had initidly been undecided about fundamentd reform. In early April, it began to
lean towards supporting the Ministry of Finance proposa (Nepszabadsag, April 3, 1996).

On April 23, 1996, after the forced reconciliation of the Minisiry of Finance and Minigtry of
Whdfare proposds, the Caodition Parties Working Group on Generd Government Reform formally
congdered the joint proposd of the government, and after extendve discussons, lent its full support to
the program. These deliberations proved crucia, since severa parliamentarians with important rolesin
socid policy committees had to be convinced of the wisdom of the government plan. One key player
who came over to the government side was Judit Csehak, chair of the sociad policy committee in
parliament, and aformer welfare minister under communist rule. She would play a critical role in forging
compromises she judged acceptable to parliament, and later in sdlling the program to a wider audience.
It should be noted that Csehak, like other mgjor players in the pension reform debate in Hungary, was
aso involved in satting up third-pillar voluntary mutua benefit societies, and thus had business interests
in the sector. Csehak reportedly fought for higher annuity rates in the second pillar and more
guarantees, especidly of a minimum annuity from the second pillar. She had strong views on the role of
fund managers and was conscious of public acceptability of the program (interview with Tibor
Parniczky, May 7, 1998). The codition parties working group replaced, to a certain extent,
deliberation within parliament itsdlf, cregting a level of agreement among codition parliamentarians that
obviated the need for extensive ddiberation later on.

Parliament dso held severd debates that allowed room for broader public discussion outside
the main partisan veto actors. The first was on May 8, 1996, the day before the government approved
the joint concept of the Minigtry of Finance and Ministry of Wefare. Parliament consdered a draft of
the government's proposal in July and held another debate day on October 13, 1996, called for by the
Hungarian Democratic Peoples Party (MDNP). This enabled parties to repesat their dready clear
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positions on pension reform program (Magyar Hirlap, October 14, 1996). But by this time, a critical
meass of codition parliamentarians supported the reform (interview with Roberto Rocha, May 6, 1998).

Interestingly, the leading right oppaosition party, the Y oung Democrats (FIDESZ), was split over
the government's pension reform program. While some deputies spoke out againgt the reform, others
stayed quiet during the pension reform process. These reformers did not want to urge more radica
changes, such as a further increases in the pension age, which they feared would be unpopular. On the
other hand, they did not want to object to the fundamenta precepts of the program, for fear of wrecking
a reform which some within FIDESZ saw as desrable (interview with Laszlo Urban, May 6, 1998).
The pogtion of the main oppostion paty became important during the implementation phase as
FIDESZ, after winning the 1998 dections in Hungary, enacted severa important modifications to the
reformed penson system. Had this potentid veto actor been possible to include earlier in the reform
process, it might have limited the scope of post-hoc adjustments.

Once the working group hed finished its legidative drafting and modeling, winning the support of
the key partisan veto actors, it set out at the beginning of 1997 to engage in a broad public discusson
intended to rdly diffuse support for reform and bring skeptica interest groups on board. A public
relations campaign was launched and an intensive series of meetings was organized with different interest
groups and top officids from the working group. Minister of Finance Peter Medgyessy was prominent
in many meetings, dong with working group leaders Istvan Gyorffy and Maria Mgor. World Bank
advisers chose to not take an active role in public discourse, to avoid the perception that the reform was
foisted upon Hungary by the World Bank (interview with Roberto Rocha, May 6, 1998). This partial
list of meetings between working group members and various socia groups, compiled from Ministry of
Finance documents, indicates where the government saw potentia interest group opposition and
ggnificant actorsin the debate:

M eetings on Pension Reform, 1997

January 6: Coalition parties
January 7: Pension Insurance Fund
January 8: Parliamentary representatives
January 14: National Alliance of Pensioners
January 15: Council of the Elderly
January 21: Child and Y outh Interest Reconciliation Council
January 22: Board of Directors of SZEF state and municipal employees trade union
January 29: Board of Directors of MSZOSZ trade union
January 30: Hungarian Socialist Party members of parliament
February 4: Interest Reconciliation Council
February 7: Interest Reconciliation Council
February 13: Conference organized by Sandor Nagy (former head of MSZOSZ and PIF)
February 17: Hungarian Democratic Peoples Party (MDNP)
February 19: Hungarian Socialist Party Left Group
February 21: Board of Directors of SZEF trade union
February 26: MSZOSZ Council of Alliance leaders (including PIF President Janos V ago)
February 28: Interest Reconciliation Council
March (various dates): Hungarian Socialist Party MPs
Hungarian Socialist Party Board of Directors
Alliance of Free Democrats (SZDSZ) MPs
March 11: Pension Insurance Fund
March 12: Interest Reconciliation Council
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The most powerful interest group was the Socidist-affiliated trade union federation, MSZOSZ,
which was represented both in the Pension Insurance Fund board and within the Socidist party
parliamentary group itsdf. However, the socidist trade unions aso had their own independent base of
support, and a credible strike threst. MSZOSZ aso dominated the Pension Insurance Fund board, and
thus had a dgnificant gake in the pre-reform sysem. The main forum for reaching an agreement with
the trade unions was Hungary's Interest Reconciliation Council (IRC), atripartite body bringing together
representatives of government, labor, and business for regular meetings on economic and socia policy
issues.

In the firgt of a series of IRC meetings on February 4, 1997, the government proposal met with
fierce ressance from the MSZOSZ trade union leadership. Some trade union representatives
supported the Pension Insurance Fund plan for a reformed PAYG system, and at the Start of
negotiations, MSZOSZ trade union leader Laszlo Sandor expressed opposition to channeling one-third
of payroll tax contributions to a mandatory funded pillar. Employer representatives questioned the
mandatory funded pillar as wel, on the basis of trangtion finance. Finance Minister Medgyessy tried to
counter these arguments by focusing on the time pressure reformers were under, arguing that pension
reform had to happen in 1998, before the upcoming dections (Nepszabadsag, February 5, 1997).

A key dicking point was the hdf-price, hdf-wage penson indexation (cdled “Swiss’
indexation) of pensions proposed in the government bill.  Other issues included whether to adopt the
fird-pillar point system proposed by the PIF, whether years spent raising children and studying at
universities should count as sarvice years, and the benefit formula used in the firgt pillar (Vilaggazdasag,
February 10, 1997). The two sides were so far gpart that MSZOSZ leader Laszlo Sandor announced
that he would lead the workers out on drike if the government submitted its origind proposad to
parliament (Napi Gazdasag, February 8, 1997).

However, a number of sgnificant compromises were reached in the Interest Reconciliation
Council. The government agreed to a more generous benefit formula for the first pillar, to creste a Sate
guarantee for the second pillar funds, and to adlow people the option of paying into the private pillar
during years spent in child-raising or studying at universities, and to count these as sarvice years tha
qudify for minimum benefits.  The trangtion to Swiss indexation was delayed until 2000, and in the
meantime the government agreed to severd above-inflation adjustments to pendon rates (Magyar
Hirlap, February 13, 1997).

Further compromises were made at a conference on February 13 organized by Sandor Nagy, a
former head of both MSZOSZ and the Pension Insurance Fund. Nagy criticized the government for not
paying more attention to the PIF proposd, and yet worked out a deal that would alow multi-pillar
reform to go ahead. While the government had been proposing a 10% contribution to the mandatory
private pillar, and trade unions wanted 3%, a compromise was reached whereby the initia contribution
rate would be 6%, phased up to 8% in two years (interview with Klara Ungar, August 1998; interview
with Roberto Rocha, May 6, 1998, interview with Mihdy Kokeny, August 1998). Other compromises
reached in February 1997 IRC meetings included increased state guarantees for the second pillar,
changes in the rates for crediting years worked under the mixed system, additiond maternity years
counted towards pension digibility, and a two-year waiting period before special occupation groups
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retirement conditions were re-regulated (Ministry of Finance documents, February-March 1997). Thus
trade unions had a moderate, but sgnificant impact on reform. Their effectiveness was determined by
thelr strong links with Socidist Party leaders like Nagy, and their presence within the both Socidist
Party parliamentary group and the PIF.

Pdacios and Rocha estimated the vaue of the most important compromises made during this
period of public didogue (1998, 31), including the delay in implementation of Swiss indexation and an
increase in survivors benefits. They found that these two changes aone would cost between 0.5 to
1.0% of GDP during the first decade or S0 of trangtion, making the total savingsin implicit penson debt
15% less than previoudy. However, Paacios and Rocha aso found that the impact of these changes
would diminish subgtantidly over the long run. They concluded that “the political compromises focused
on the very short term and that the discount rate for politica caculations was high." This suggests the
broad feasbility of making acceptable short-term political deals in order to lock in fundamenta reform
over the long term.

Despite these agreements in February, resstance from the Penson Insurance Fund and the
trade unions continued until the end of April 1997, when pressure for an agreement intendfied as the
government prepared to submit its proposal to parliament a the beginning of May. The Interest
Reconciliation Council (IRC) reached a fina agreement in its last scheduled sesson (Magyar Hirlap,
April 30, 1997). Thisreflected two additional compromises, one that postponed reform of the disability
penson sysem (interview with Mihdy Kokeny, August 1998), and a second that should have
perpetuated Socidig-affiliated trade union dominance of the Pension Insurance Fund by deegating
seets according to a pre-set formula that favored the MSZOSZ. In addition, the PIF was promised that
it could found its own second-pillar fund (interview with Gabor Futo, August 25, 1998) and some
suggest that the leader of the MSZOSZ trade union, Laszlo Sandor, was promised a prominent place
on the Socidis Party's eectora list and gppointment as Minister of Labor after the 1998 eections
(interview with Laszlo Kdler, August 25, 1998).

Parliament had made IRC approva a precondition for passing the program into law, and when
the socid partners were satisfied, parliament moved swiftly. On May 12, dmost exactly ayear after the
first parliamentary debate day, the government submitted its penson reform plan (Nepszabadsag, May
13, 1997). It conssted of five laws and two parliamentary decree proposas. The government pushed
for the package to be voted on immediately by parliament, after two weeks of study, but the opposition
refused. Deputies complained that the laws were drafted in a very opagque fashion, and working group
head Istvan Gyorffy agreed, but blamed it on the PIF (Nepszabadsag, May 23, 1997). Parliamentary
debate began on June 3 and continued until July 15, with the opposition voicing doubts over financing
the trangtiona pension deficit, and whether private penson funds would redly bring much benfit to the
economy (Nepszabadsag, June 11 & July 16, 1997). The five laws were passed on July 15, 1997,
with support from 55-58% of deputies (Ferge 1997, 13).

A number of observers have criticized the closed and elite nature of the policy process in
Hungary that led up to the acceptance of penson reform legidation in July 1997 (cf. Ferge 1997, 13).
There is no question that the process was mainly one that took place within the government codition,
with some consultation with interest groups connected with the Socidist Party. World Bank and other
experts played a leading role as consultants to the working group, while discussions in the Interest
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Reconciliation Council produced only a moderate level of compromise on the parameters of reform.
Public discusson was taken into account only towards the end of the process, during a time when the
government's priority was to 'sdl' the reform through a concurrent public relations campaign.  Yet, the
main partisan veto actors themselves contained a fairly wide range of interest groups. Codlition debate
was fairly open, and alowed for a wide range of expert views to be expressed. Opponents of the
origind Ministry of Finance proposa within the government codition had to be won over, and eventualy
a wide cross-section of experts were included in the inter-ministerial working group. Opinions of the
Pension Insurance Fund were not accepted in whole, but some compromises with it were reached. The
PIF could have rdlied support in parliament, but it did not. In sum, while pension reform in Hungary
was indeed an expert or elite process, it was adso areatively open and democratic one of deliberation
within a super-mgority government codition. Hungarians are now voting with their feet and choosing to
participate in the new, mixed sysem. Whatever the vaid criticiams, the policy process in Hungary has
produced a reform that has gained the confidence of a wide cross-section of the population, which is
one measure of substantive democratic results.

Hungary's reformed pension system started operations on January 1, 1998. Since then, new
labor force entrants have been required to participate in the new, mixed syslem. Other workers were
given a choice whether to switch. However, guarantees within the new system are provided only for
those with 15 years of contribution at retirement, which encourages workers over the age of 47 not to
join (Palacios and Rocha 1998, 21). In addition to implementing a mandatory, funded pillar, the reform
aso sgnificantly dtered the PAY G fird pillar, phasing in a higher retirement age of 62 for both men and
women by 2009, Swiss indexation (a 50-50 price-wage mix) of benefits by 2001, and a new benefit
formula and tax regime by 2013 (Palacios and Rocha 1998, 22). Thefirg pillar remains PAY G, funded
by a payroll tax of 30% of grass wages for those remaining in the old system, or 22% for those joining
the mixed system.

524 IMPLEMENTATION

One driking feature of the Hungarian reform is the extent of changes it underwent in the early
implementation phase, due to a new partisan veto actor entering the process. When the center-right
party, FIDESZ, unexpectedly won dectionsin May 1998 and formed a government, it shelved plansto
increase the contribution rate to the second pillar from 6% to 8% over a two-year period, as agreed in
the Interest Reconciliation Council (IRC). It dso diminated the quasi-independent Pension Insurance
Fund, bringing penson sysem administration under direct government control and destroying an
important power base of the leftist trade unions. The new government further eiminated the Ministry of
Labor and refused to implement generous percentage increases in pension benefit levels agreed with the
trade unions in the IRC. While reform was not completely reversed, the FIDESZ government
sgnificantly reduced the size of the private, funded pillar, angered private pension fund companies, and
destabilized some of the political compromises that had made pension reform possible in the first place
(interview with Sandor Nagy, August 1998).

These changes demondirate the power that new actors may have when they rise to power in the

implementation phase. They aso underline some of the tradeoffs that reformers face across phases of
reform and ddliberative fora Excluding FIDESZ from deliberation in the early stages of reform
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amplified commitment- and codition-building. Since the government had 72% of seets in parliament,
there was no need to negotiate with partisan actors and interest groups outside the government codlition.
Using the codlition parties working group as a ddiberative forum, rather than a regular parliamentary
committee, o smplified the process, but at the cost of dienating potentia supporters from opposition
parties. When excluded partisan actors suddenly rose to power, they substantially revised the new
sysem. Still, despite moderate reversas, Hungary became the first country in postcommunist Central
Europe to implement fundamenta pengon reform.

525 CONCLUSIONS

As predicted in the first hypothesis, Hungary shows that policy legacies do have amgor impact
on pengon reform design. Hungary's high implicit penson debt played arole in limiting the rdative sze
of the private pillar to about one-quarter of tota contributions. Similarly, the policy legacies of third-
pillar reform in 1993 influenced the shape of the second pillar. Representatives of the third pillar funds
and regulatory agency, including key members of the Hungarian Socidist Party, lobbied successfully to
make the design of the second pillar match that of the third, and to extend the powers of the third-pillar
agency to regulate it.

As expressed in the second hypothesis, the involvement of multiple veto and proposal actors
adso had a powerful influence on reform. The need to compromise among veto actors within the
government about the basic design of reform clearly limited the degree of change, reducing the size of
the private pillar. Negotiations between the government and trade union interest groups resulted in a
further reduction in the size of the private pillar. Hungary's Pension Insurance Fund shows that proposal
actors, even when they do not exercise veto power, can influence outcomes of reform. Pension
Insurance Fund oppostion to a funded pillar bolstered the postion of anti-reform trade unionists and
increased the cost of compromise in the Interest Reconciliation Council. This aso provides evidence for
hypothesis three, that the impact of interest groups is linked to their associations with mgor veto and
proposa actors. Through their close association with both mgor proposa actors, trade unions were
able to substantialy reduce the size of the new private pillar and gain other concessons, while groups
not affiliated with key veto or proposal actors were excluded from the policy process.

The fourth hypothes's suggested that direct World Bank intervention and ideas would have a
mgor influence on the extent of policy change. While the World Bank did contribute greetly to reform
in Hungary, it is notable that while the Bank was involved earlier and more heavily in Hungary than in
Kazakhgtan, Kazakhgtan that produced a reform with a larger private pillar. Greater World Bank
technical assstance does not produce a larger private, funded pillar. Two factors seem to explan this.
Firgt, the World Bank does not dways advocate a larger funded pillar and gives a variety of options
within the multipillar sysem. While Averting the Old Age Crisis was an influentid work, disagreements
persst within the World Bank on the best type of pension reform for a given country, and Averting itsdlf
offers a range of possble solutions. There is dso widespread support within the World Bank for
solutions such as “notiona defined contribution” systems (discussed below) that are not advocated in
Averting. What advice the World Bank gives depends a great ded on the actua consultants employed
in a given country, their ideas, experiences, and predispositions (Deacon 1997). Second, the World
Bank is not the only source of penson reform idess. In the case of Kazakhstan, USAID was




paticularly influential, and pushed for a more radicd variant of reform than some World Bank officids
might have prefered. This suggests that World Bank influence depends on its relations to key veto and
proposa actors. When it gives advice to a single, dominant proposa actor, the World Bank can be
extreordinarily effective. However, when multiple proposd actors are involved in the policy process,
the World Bank can only advocate its podtion in government fora, support a chosen proposa actor
through technicd assistance, and accept find outcomes of reform that depend on domestic political
processes. One clear commondlity is that the World Bank will generdly support reforms that have
some funded component, but this may come in a wide variety of forms. However, even this generd
commitment to privatization is not monolithic. The Bank dso supports penson reforms that have no
private, funded component (for instance in Moldova, see Cashu 1999), under certain circumstances and
loca conditions.

Two find hypotheses concern tradeoffs across deliberative fora and phases of reform. How did
these play out in Hungary? Tradeoffs across ddliberative fora were evident in the intense negotiation of
reformsin Hungary's Interest Reconciliation Council and specia codition parties working group, rather
than in paliament. Negotiations in these two fora sgnificantly reduced the need for extensve
ddiberation in parliament, since the mgor veto and proposa actors and interest groups had dready
been consulted.

Tradeoffs across policy stages are dso visble in the Hungarian case. Hungary moved ahead
with reform in April 1996 by forcing reconciliation between two governmental proposals for reform, but
leaving the Pension Insurance Fund (PIF) out. Thisinvolved atradeoff across phases. Excluson of the
PIF a the commitment-building phase increased the speed and radical nature of reform design.
However, it dso appears to have increased the costs of compromise at the codition-building phase.
The presence of an dternative, non-governmenta proposa actor lent weight to trade union opposition
to reform. In another tradeoff in the codition-building phase, reformers decided to rely solely on the
government codition's super-mgority in parliament to pass reform, without support from opposition
parties. This speeded reform and avoided potential compromises, but had costs in implementation. For
when opposition parties took power after dections in May 1998, they reduced the size of the private
pillar and revoked some of the compromises that had been made by the government in the IRC.
Including opposition parties in codtion-building may have watered down reform, but also may have
avoided post-hoc reductions in the private pillar during implementation.

In the next section, we will see that Poland provides a driking example of reform being

negotiated across politica boundaries of government and oppostion, enhancing the durability of politica
compromises reached on the design of reform.

5.3 POLAND

531 POLICY LEGACIES
In the mid-1990s, Poland's penson system suffered from trangtion policies that dragticaly

expanded digibility for early retirement and disability pensons, causng a rapid rise in the sysem
dependency ratio. As opposed to most postcommunist countries, average replacement rates (as a
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percentage of pre-retirement income) aso increased, from about 60% to about 75% between 1990 and
1993 (Andrews and Rashid 1996, 9). Both of these trends caused pension spending to skyrocket.
Pension spending in Poland ranked among the highest of any postcommunigt trangition country in 1993,
despite Poland's relatively favorable demographic stuation (Andrews and Rashid 1996). Poland aso
inherited a widespread system of specid pension privileges, a history of ad hoc changes in indexation
rates, and an emerging demographic problem. Poland's implicit pension debt was 220% of GDP at the
outset of reform (James 1998b), while payroll tax contribution rates for dl forms of socid insurance
reached 45%. The pay-as-you-go date penson system was managed by a specia pension insurance
inditution, ZUS. A specid farmers penson system, KRUS, was heavily indebted and kept afloat by
government subsdies.

Asearly as 1991, ZUS president Wojciech Topinski and Marian Wisniewski (1991) proposed
a patidly-funded penson sysem for Poland. However, while this proposd had a strong impact in
some expert circles, it was never debated as a government program. Pension reform was perceived by
politicians as an issue that was too controversd to tackle, and there was little agreement on the
substance of reform.

Instead, as pension spending increased from 8.6% to 15.5% of GDP between 1990 and 1994,
Polish governments used ad hoc measures to control spending by changing benefit formulag, indexation
levels and rules on additiona allowances. Poland's Congtitutiona Tribunal put an end to these practices
by issuing decisons that declared ad hoc changes illegd and forced the government to repay any lost
benefits. Only then did government officids take the pension crisis serioudy, and begin to work toward
comprehensive reform. (Chlon et a. 1999, 12; Hausner 1998, 14).

532 COMMITMENT-BUILDING

Proposal actor  Veto actor

Ministry of Finance X X
Ministry of Labor and Socia Affairs X X
Prime Minister/Democratic Left Alliance X
Polish Peasant Party X
Solidarity Trade Union X

Institute of Labor and Socia Affairs

Total 4 4

When Poland began to consder fundamenta reform in 1994, four distinct proposas were
elaborated. The proposds of the Ministry of Finance and Ministry of Welfare were by far the most
important; however, it is notable in Poland that two civil society actors formulated their own proposals.
A proposal by the Solidarity trade union was serioudy debated, while a proposal by and the Ingtitute of
Labor and Socid Policy had a minimd impact. Stll, the presence of dternative civil society proposa
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actors sets Poland gpart from Kazakhgan and even Hungary, indicating a higher levedl of public
involvement in the pension reform process.

However, the main forum of the penson reform debate remained the government, and the
centrd feature of the commitment-building stage in Poland was a year-and-a-hdf long standoff (late
1994 to mid-1996) between the Ministry of Finance and the Ministry of Labor and Socid Affairs over
opposing proposas for reform (Chlon et a. 1999, 12). While Finance Minister Grzegorz W. Kolodko
made a generd proposa for fundamentd reform of the pension system in his June 1994 "Strategy for
Poland,” Minister of Labor and Socid Affars Leszek Miller wanted to rationdize the exiding system.
This polarization of reform proposals within the government set the stage for along debate. Since Miller
was an important figure within the governing Alliance of the Democratic Left (SLD), while Kolodko was
an independent economic expert, Miller initidly had upper hand within the government. The government
initially gpproved the Ministry of Labor's proposals for rationdization in May 1995, which provided for:

establishing abasic pension of 30% of average wage for everyone;

an additiona insurance-based pension for dl those who had contributed to the systerm more
than 15 years, proportiona to an individual’ s earnings and work period;
supplementary pensions based on voluntary contributions;

eguaizing indexation rules for the uniformed services,

limiting and partidly diminaing branch privileges,

gradudly increasing the contribution rate to the farmers penson system;
