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In the dozen years since the countries of Central Europe set out on a path of economic 
and political transformation, many of their social security schemes have undergone 
considerable change. In some instances, governments have undertaken far-reaching reforms 
in the wake of major political debates (e.g., privatization of old-age pensions); in others, 
change has been more incremental and less politically contentious (e.g., disability pension 
restructuring); and in still others, changes have occurred because governments declined to 
take action (e.g., erosion of family allowances by inflation). The year 2002 is still an early date 
for taking stock of these changes, especially in the area of old-age pensions, where evolution 
is by its nature long-term. Yet time enough has passed to allow a preliminary evaluation of 
some of the reforms. Important criteria for such an evaluation are reflected in the three 
themes of this meeting: (1) the effectiveness of the reforms in achieving the goals that 
motivated them; (2) the extent of equity, or lack thereof, in affecting groups within the 
population; and (3) the extent to which the reforms have contributed to the fundamental 
purpose of social security, that is, adequate and predictable protection against a range of 
risks. 

 
To capture the real challenge that reform presented, it must be viewed against the 

backdrop of all the events in Central Europe at the time. The context was by all measures 
extraordinary. The early years of transformation of most Central and Eastern European 
countries brought economic crises unlike anything experienced under socialism. Runaway 
inflation, sudden and widespread losses of jobs, and expanding poverty among those of 
working age created an urgent need for new forms of social security. The new governments' 
capacity to deliver such measures was an immediate test of their legitimacy in the eyes of 
populations whose sense of their own security had been shaken. In most countries, the 
governments moved quickly to adapt existing social security schemes to the crisis: criteria for 
early retirement were liberalized, new family benefits were established in an effort to 
compensate for inflation and the removal of subsidies on basic commodities, and disability 
adjudicators looked with sympathy on those unemployed with minor ailments who sought 
economic refuge in the pension system. 

 
As their economies gained a measure of stability in the mid-to-late 1990s, virtually all the 

governments set about the task of restructuring social security. These measures were aimed 
at reshaping earlier emergency measures, containing rising scheme costs, and adapting 
certain features of the pretransition schemes to the new needs of people in market 
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economies. These efforts too were influenced by factors specific to the Central European 
environments. Without developed institutions of civil society geared to participate in the give 
and take of reform deliberations, the deliberations often lacked a richness of perspectives. 
Some reforms were enacted without solid public understanding of the need for action or a 
consensus of support by the government's social partners. After the enactment of reforms, 
frequent changes in the ruling coalitions led to mid-course modifications in the new policies, 
as each new regime sought to put its own mark on them. The experience needed for sound 
financial management of social insurance schemes – i.e., actuarial analysis and projections – 
was in short supply. These gaps resulted in adoption of some laws whose financial 
implications were not well understood. Moreover, in societies ending an era of collective 
ownership and management, privatization of most things, including social security, seemed 
attractive and proceeded without excessive scrutiny. In sum, in Central Europe in the 1990s 
the challenges were many, great, and sudden and the learning curve steep. Any meaningful 
account of what social security restructuring achieved, and did not achieve, must take this 
extraordinary context into account. 

 
In what follows, I will be discussing briefly aspects of work in progress at ILO Budapest 

that has been supported by the Ministry of Employment and Solidarity of the Government of 
France. In particular, I will describe work that relates to three areas of social security: old-age 
pensions, disability pensions, and family benefits. The discussion of old-age pension reform 
will draw on national case studies of Hungary and Poland, the regional leaders in pension 
privatization.1 That of disability reform will draw on work now underway regarding the Czech 
Republic, Poland, and Estonia, which represent, respectively, high, medium, and low levels of 
spending in this area.2 My treatment of family benefits will draw on our on-going analysis of 
reform efforts in the Czech Republic, Hungary, and Poland, which also exemplify different 
approaches.3 

 
In general, the studies show that reforms in all three areas of social security have been 

shaped by similar contextual pressures that themselves evolved as the decade progressed. 
In the early 1990s, the immediate shocks of the transition were the chief impetus for change, 
leading politicians to adapt preexisting social security schemes to provide economic refuge. 
Later in the decade, as expenditures rose, the need for fiscal constraints became a driving 

                                                 
1  The studies are "The Hungarian Pension System Before and After the 1998 Reform" by Mária 

Augusztinovics (coordinator), Róbert Gál, Ágnes Matits, Levente Máté, András Simonovits, and János 
Stahl, and "The Polish Pension Reform of 1999" by Agnieszka Chlon-Dominczak. They appear in 
Pension Reform in Central and Eastern Europe, Volume 1, Restructuring with Privatization: Case 
Studies of Hungary and Poland, edited by Elaine Fultz, Budapest: ILO, 2002. 

2  Forthcoming ILO publication, Disability Pension Restructuring in Central Europe, edited by Elaine 
Fultz and Markus Ruck (in preparation) 2002.The contributing authors are, for the case study of the 
Czech Republic, Jiri Biskup and Mariam Kotrusová; the Estonian case study, Lauri Leppik; and the 
Polish case study, Irena Wóycicka (coordinator), Anna Ruzik, and Hanna Zalewska.  

3  Forthcoming ILO publication, The Gender Dimensions of Social Security Reform in Central Europe, 
edited by Elaine Fultz and Markus Ruck (in preparation) 2002. The contributing authors are Silke 
Steinhilber, international consultant on gender issues; the Czech Republic: Magdalena Kotynková 
and Vera Kucharová; Hungary: Erika Lukács and Mária Frey; and Poland: Irena Wóycicka 
(coordinator), Borzena Balcerzak-Paradowska, Agnieszka Chlon-Dominczak, Irena Kotowska, Anna 
Olejniczuk-Merta, and Irena Topinska. 
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force in social security reform, most notably in those countries where governments embraced 
economic "shock therapy" in the hope of a speedy transition. 

 
At the same time, reform in the three areas of protection under scrutiny here differed as a 

function of their size and importance. Across the region old-age pension reform dominated 
policy consideration. Reform debates featured a clash between neoliberal economists who 
sought to privatize national pension schemes and supporters of traditional social insurance. In 
Hungary and Poland, where the former prevailed, the complexity of radical reform was 
underestimated and led to rough starts in privatization.  

 
By contrast, efforts to restructure disability pensions have been incremental, leaving the 

preexisting schemes more or less intact but recasting some of their features to match the 
new environments. The thrust of reform has been to sharpen eligibility criteria and to remove 
some of the previous social-welfare functions of the pension schemes. 

 
In the area of family benefits, reforms were guided by a variety of sometimes contradictory 

aspirations of governments looking to encourage higher national birth rates; of prolife groups 
seeking restrictions on abortion; and of advocates of gender equality looking to EU provisions 
of equal treatment of men and women. In general, the result of reform has been to target 
family benefits toward larger families and low-income families. At the same time, in two of the 
three countries, inflation and budget cuts have seriously eroded family benefits. 

 
 

OLD-AGE PENSION REFORM 
 

In the late 1990s, Hungary and Poland enacted major reform legislation that called for 
replacing part of their public, pay-as-you-go pension schemes with systems of commercially 
managed individual savings accounts.4 Under this radical reform, the pension schemes will 
no longer pool risk among covered workers, and the benefit formulas will no longer 
redistribute income toward workers with low incomes. Instead, each worker will receive a 
private pension benefit that reflects his or her own individual savings, plus investment 
earnings, less administrative charges. In conjunction with privatization, the public pension 
schemes in both countries are being scaled down, and all new entrants to the work force are 
required to join the new mixed pension system. The monthly contributions made by and on 
behalf of these individuals are divided between the public system and a private pension fund 
of their choice, with about one-fifth going to the latter.5 In addition, large segments of those 
who had already entered the work force in each country were given a one-time choice of 
either joining the mixed system or of remaining entirely in the public one. In Hungary, this 
choice was extended to all current workers, whereas in Poland it applied to everyone between 
the ages of 30 and 50. In both countries, workers exercised the option to join the mixed 
system in far greater numbers than the governments had predicted.6 

                                                 
4  The Hungarian reform was enacted in 1998 and the Polish reform, in 1999. 
5  In Hungary, 6 percent of the 28 per cent contribution rate is being diverted to the private tier for each 

new member, whereas in Poland the amount transferred is 7.3 per cent out of the 36.59 per cent 
contribution rate. 

6  In Hungary, the government estimated that 1.5 million workers would join a private fund, whereas two 
million, or 40 per cent of the economically active population, actually did so. In Poland, the 
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Poland, in a major reform of its public pension scheme, also replaced the defined-benefit 
system with a new notional defined-contribution system under which benefits will be based 
strictly on past contributions, thus eliminating income redistribution toward low-income 
workers in the first tier of the pension system as well. The reform will cause benefit levels to 
decline automatically as the life expectancy of the population increases. It is expected that this 
adjustment will incline workers to delay retirement. Hungary, on the other hand, opted to 
maintain its public defined-benefit scheme but enacted changes in the benefit formula that in 
coming years will reduce income redistribution toward low-income workers.7 

 
Together these reforms make pension benefits more individualized and earnings-related in 

the two countries, so that each worker will receive a retirement pension that more closely 
reflects his or her own lifetime earnings and contributions. For workers who die during the 
accumulation phase, the mandatory private pension savings can be passed on to survivors 
as an inheritance, further reinforcing the highly individualized nature of the reformed systems.  

 
It will of course take several decades to assess the results of this radical pension 

restructuring. In the short run, however, certain common patterns of the countries' early 
experiences cast light on the challenges and effects of getting the new private schemes up 
and running, and provide as well a limited basis for projecting their future performance. Based 
on the ILO studies of Hungary and Poland, I will describe four such early patterns. They relate 
to: (1) the individualization of worker contribution records, (2) the new private benefit package, 
(3) the performance of the new private funds, and (4) the transition costs that both countries 
are incurring as they move from pay-as-you-go financing to prefunding of pensions. 

 
Individualized contribution records  

 
Both the Hungarian and Polish reform laws require that the public pension authority 

establish individual accounts for each worker to keep track of his or her pension contributions 
as well as of those made by the employer. The creation and maintenance of such records is 
central to the systems of individualized benefits that both reforms aim to provide. However, as 
a result of the rushed development of the legislation in each country, at the moment of 
implementation of the reforms, neither country had the necessary information technology in 
place. 

 
In Hungary, the lack of an individualized record-keeping system did not prevent the 

launching of private pension funds, since the responsibility for making the required transfers 
to the funds resided with employers, not with government. The effect in Hungary has been 
rather to reduce the transparency of this area of pension administration, since there were, 

                                                                                                                                                         
government estimated that 50 per cent of the work force would join, but the actual total, 9.7 million 
workers, exceeded 60 per cent. 

7  Digression (redistribution) in the pension formula, although gradually decreasing, will continue until 
2009; and the pension scale (valuation of countable years of service) will not become linear before 
2013. 
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and are, no records with which to track employer transfers to the private funds and thus to 
monitor the compliance of individual firms with statutory requirements.8 

 
In Poland, by contrast, it was the public pension authority, ZUS, that the reform charged 

with transferring a portion of each worker's contribution to the private pension fund of his or 
her choice. Hence ZUS's establishment of individual pension accounts was indispensable to 
the implementation of the Polish reform.9 With little lead time for preparation, ZUS began 
implementation with its plans for the required information systems still on the drawing board. 
As a substitute, ZUS quickly improvised a paper reporting form. Ambiguities on this form and 
general confusion among employers led to a very high rate of initial reporting errors: in the 
range of 50 per cent of all documents actually submitted were flawed. This effectively 
paralyzed the new system. ZUS initially failed to make 95 per cent of the required transfers to 
private funds. Nearly three years later, as we were finishing this phase of our project 
(December 2001), ZUS continued to face a large backlog of unrealized transfers and was still 
unable to complete 20-30 per cent of the required current monthly transfers. (See Tables 1 
and 2.) 
 

Table 1. Old-age contributions transferred to open pension funds in Poland 
(in PLN M) 

In PLN m. Planned Realised Arrears 

1999 3 268.5 2 262.7 1 005.9 
2000 total 11 073.0 7 591.0 2 783.5 
From 2000 10 067.2 7 283.7 2 783.5 
From 1999 1 005.9 307.3 698.6 
2001 total (plan) 14 372.0 6 088.3 

(until end of August) 
 

From 2001 10 890.0   
From 2000 2 783.5   
From 1999  698.6   

Source: Chlon in Fultz (2002a), p. 164. 
 

                                                 
8  Given these difficulties, Parliament repealed the requirement for monthly employer reports identifying 

the individuals on whose behalf contributions are made. The public pension authority is still required 
to establish individual accounts, but without these reports it has so far been unable to do so. 

9  This was also essential to the successful implementation of the new notional defined contribution 
scheme to be launched in 2009.  
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Table 2. Flawed documents by type, Poland 
(percentage of documents flawed) 

 Manual 
 

PLATNIK program Electronic transfers  

June 1999 52.78% 34.01% 13.65% 
February 
2000 

35.62% 12.86% 9.94% 

July 2000 23.05% 6.89% 6.81% 

Source: Chlon in Fultz (2002a), p. 145.  
 
The private benefit package 

 
Both reforms placed heavy emphasis on getting the new private pension funds up and 

running quickly. Both also deferred important decisions related to how the amount of the 
private benefit would be determined. In Hungary, the reform law requires that inflation 
adjustments reflect changes in annual wages and prices equally. Government's taxing 
authority assures that it is in a position to fulfill this requirement. For the moment, however, 
nothing assures that private firms will be in a position to do likewise.10 

 
In Poland the uncertainties are more extensive. As of this date, there is legislation in place 

that governs how contributions will be collected, but there is none that regulates how private 
benefits will be provided. Specifically, there are no rules that specify how a worker at 
retirement will be able to convert his or her savings to an annuity, i.e., whether through a 
single annuity company, one of multiple competing companies, or through the insurance 
industry. Further, there is no guidance as to what factors may or may not be taken into 
account in the life expectancy tables that are central to this conversion, most notably, whether 
men and women will have identical periodic benefits or whether women will have smaller 
benefits that reflect their greater life expectancy. Nor has the manner of computing cost-of-
living adjustments been resolved. 

 
These uncertainties left workers who were given a one-time option to join a private pension 

fund (or not) ill-equipped to assess the risks and benefits of one option versus the other, a 
choice, in all likelihood, of considerable consequence for their future retirement security.  

 
Early performance of the private funds 

 
It is the long-term performance of private pension funds that will determine their success 

rather than the yields in early years. Still, the early performance in Hungary and Poland 
provide cause for some concern. The ILO studies show that the average yields on workers' 
contributions, in real terms, were negative in both countries during the periods under 
examination. In making this calculation, our national researchers did not follow the usual 
industry practice of computing yields based on returns to balances in the individual accounts. 

                                                 
10  One approach would be for the government to issue bonds whose yields are indexed for inflation and 

wage increases. A few countries offer inflation indexed bonds, but none to date has offered wage 
indexing; and the Hungarian government has not issued either form of security. 
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Rather, they compared the balances in workers' individual accounts with their contributions, 
before administrative fees had been deducted. 
 

Using this methodology for both countries, our studies show that the real value of workers' 
assets, as represented by their contributions, not only failed to grow in real value, but actually 
declined. In Poland, during January 2000-June 2001, real returns for all firms across the 
industry ranged from a high of -3 per cent to a low of -14 per cent. In Hungary, in 1998-2000, 
for the industry as a whole, the rate of return averaged -4.1 per cent (7.1 per cent growth 
against average inflation of 11.2 per cent).  

 
The studies were not able to account fully for this poor performance. It would seem to have 

little to do with the performance of the equities market. Unlike private pension funds in the US 
and some Western European countries, the pension funds in Hungary and Poland did not 
invest heavily in equities, preferring government bonds, whose rates in recent years have 
been high. In Poland, 60 per cent of workers' savings is invested in government bonds as 
opposed to 27.4 per cent in equities. In Hungary, the private funds have invested 77 per cent 
of worker savings in government bonds, 16 per cent in domestic equities, and a tiny fraction in 
foreign equities. A good deal of expensive administrative machinery has been created to 
follow the rather simple strategy of buying government bonds. 

 
Two further observations on the business practices of the pension funds are of interest. In 

Poland, for 1999 and 2000, marketing expenditures dominated their administrative spending. 
As Table 3 shows, the Polish funds invested very heavily in efforts to attract members. In 
2000, following the termination of the open season (when workers had been free to select a 
fund), the private funds continued to spend heavily on marketing. These expenditures dwarfed 
other administrative costs, exceeding the industry's next largest expenditure category fourfold. 
Marketing costs alone exceeded the funds' membership fees by ten per cent. Most of these 
operating deficits were covered by capital injections by parent or holding companies. 
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Table 3. Consolidated profits and losses for Polish pension fund societies in 2000 
 (In thous. PLN) 

Total revenues 726 614.36 
Costs of operational activities, including: 1 646 007.34 
Sales  811 375.76 
Transfer agent or registry of individual accounts  213 093.36 
Advertising  68 041.27 
Fees for Supervision  942.21 
Reserve fund  103 951.07 
Guarantee fund  7 135.47 
Custodian fees  1 229.91 
Taxes and other payments  31 946.93 
Amortisation  38 558.21 
Other costs  369 735.31 
Profit/loss from sales - 919 392.98* 
Profit/loss on operational activity - 915 815.57* 
Net profit/loss - 847 883.04* 

* Include items in addition to preceding table entries. 
Source: Chlon in Fultz (2002a), p. 190. 

 
In Hungary, investment fees differed sharply depending which of the two types of pension 

funds were collecting them. In 2000, in funds where the investment manager was chosen 
competitively, management costs absorbed 8.5 per cent of gross returns. (See Table 4.) 
These funds were the smallest with the lowest market share. On the other hand, in those 
funds that used an investment manager from another company with the same parent firm, 
investment fees were 23.8 per cent, or nearly three times as great. The second group 
includes the largest funds with the largest market share. Since gross rates of return for the 
two groups were indistinguishable, the superior performance of the smaller firms resulted 
from their lower fee structure. What is particularly disconcerting is that despite this erosion of 
the returns of the larger firms, they have thus far experienced no attrition in membership. On 
the contrary, their market share has been increasing relative to their smaller competitors. This 
finding suggests the need for regulation to protect fund members against excessive charges. 
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Table 4. Investment management performance in Hungary, 2000 

Fund management  
Competitive 

(Group 1) 
Insider   

(Group 2) 
TOTAL 

Number of funds  11 13 24 
Share in assets (per cent)
  

9 91 100 

Investment return (per cent) 
 - gross 

- net 

 
7.7 
7.1 

 
7.4 
5.9 

 
7.5 
6.0 

Cost of fund management 
as per cent of 

- total value of assets 
 total amount of gross return 

 
 

0.6 
8.5 

 
 

1.5 
23.8 

 
 

1.5 
22.3 

(Averages calculated with weights of asset values) 
Source: Augusztinovics et al., in Fultz (2002a), p. 78. 
 
Transitional financing costs 

 
The shift from a pay-as-you-go pension scheme to a mixed pension system inevitably 

creates financial strains.11 The country must build up reserves with which eventually to pay 
prefunded pensions while at the same time continuing to meet current pension obligations 
associated with the pay-as-you-go scheme. Today both Hungary and Poland are experiencing 
such strains that magnify the fiscal difficulties already confronting both schemes. 

 
In Hungary, the individual accounts are being funded by diverting 6 per cent of the 28 per 

cent social security contribution (that is, just over one fifth) to the private tier for each new 
enrollment in the private system. In Poland, the amount diverted is 7.3 per cent out of the 
36.59 per cent (again, roughly one fifth).12 

 
This shift requires either new sources of revenue to pay this and the next generation of 

retirees benefits owed them under the pay-as-you-go scheme, cuts in their benefits, or some 
combination of these two possibilities. Figure 1 gives a sense of the magnitude of these 
transitional financing costs in Poland, where they grow steadily until 2050 when their 
accumulated value will equal 100 per cent of projected GDP. 

 
In order to cover these costs, both reforms cut benefits in the public scheme (so-called 

"internal financing"). These cuts do not imply a transfer of benefits from the public to the 

                                                 
11  There are several ways to define and assess these transitional costs. See Augusztinovics et al. in 

Fultz (2002a), section 4.1. 
12  The figures quoted are total contribution rates for old-age, disability, and survivors, the two latter of 

which are still financed from the public pension scheme. In this sense, privatization of old-age benefits 
is greater than one-fifth. 
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private tier, since no significant amount of benefits will be paid from the private tier for at least 
two decades. The cuts rather amount to imposed belt-tightening on this and the next 
generation of workers who, for decades to come, will receive lower benefits from the public 
pension system as a way of offsetting, on a macroeconomic basis, losses of public scheme 
revenues. Our study of Poland quantifies how the transition costs will be distributed over the 
next half century. Two-thirds will be met by cuts in public pension benefits, one-fourth by 
increased government borrowing, and the remainder (roughly, one-twelfth) from privatization 
revenues. (See Figure 2.) The study also estimates that, without the extra burden of 
transitional financing, pensions in the public scheme would have been nearly twice what is 
now projected for 2050. 

 
Figure 1. Cumulative transitional financing costs in Poland, 2000-2050 
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Source: Chlon in Fultz (2002a), p. l73. 

Figure 2. Transition costs and sources of financing in Poland 

0 . 0 %

0 . 5 %

1 . 0 %

1 . 5 %

2 . 0 %

2 . 5 %

2 0 0 0 2 0 0 5 2 0 1 0 2 0 1 5 2 0 2 0 2 0 2 5 2 0 3 0 2 0 3 5 2 0 4 0 2 0 4 5 2 0 5 0

y e a r

%
G D P

p r i v a t i s a t i o n  r e v e n u e s c r e d i t p u b l i c  p i l l a r  s a v i n g s
 

Source: Chlon in Fultz (2002a), p. 172.  
 

In Hungary, in the absence of long-term financial projections, the transitional financing 
burden is harder to analyze. What can be said at this point is that the revenue loss to the 
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public scheme is being offset by the combination of less generous indexation of pensions and 
the government subsidy to the pension fund. In this sense, pensioners and taxpayers are 
bearing the burden of the transition.13 (See Table 5.) 
 

Table 5. Revenue gains and losses from the Hungarian pension reform 
Compounded values at the end of 2000 (billion HUF) 

 
LOST GENERAL GOVERNMENT REVENUES 
1  Employees' contribution diverted to MPPFs  - 201.7 
2  Reduction of employers' contribution (∗)  - 144.1 
3  Together (1+2)   - 345.8 
COMPENSATORS 
4  Pensioners (indexation)   + 153.9 
5  Pensioners (widows' or widowers' increase)   -74.9 
6 Employees   + 153.1 
7  Together (4+5+6)   + 232.1 
8  NET LOSS OF GENERAL GOVERNMENT (3+7)   - 113.8 
REALLOCATION WITHIN THE GENERAL GOVERNMENT 
9  Disability benefits reallocated to SSPS  - 103.5 
10  Government compensation to SSPS   + 170.4 
11 NET LOSS TO SSPS (8+9+10)   - 46.9 
 
(*) This item is not fully comparable with the rest as it relates to only two years 
Source: Augusztinovics et al., in Fultz (2002a), p. 87. 

  
These transitional costs make pension privatization very costly, diminishing the retirement 

security for a generation and more of workers which could otherwise have enjoyed 
significantly higher pension benefits. 

 
In sum, our studies indicate that the challenges of pension privatization in the form of 

commercially managed individual accounts are turning out to be a more complex than 
anticipated. Administrative problems have seriously impaired the creation of the new 
accounts and jeopardized their accuracy. Deferred government decisions leave questions 
unanswered about how future pension benefits will be computed. High private administrative 
costs are eroding workers' savings in individual accounts, while security of public schemes is 
being diminished by benefit cuts required to meet the costs of transition.  

 
It seems to be the nature of public policy making that, when the pendulum swings in a new 

direction, it sometimes overshoots, requiring subsequent corrections in the search for the 
optimal course. Our studies suggest that, in Hungary and Poland, radical pension 
restructuring may have overshot in this way. 
 

                                                 
13  The picture is complicated, however, by additional changes made at the time of the reform: a two 

point reduction in the employer contribution and a modest benefit liberalization for widows. In this 
fuzzy situation, what can be said is that the reduction in the employer rate has increased the burden 
to be borne by pensioners and workers. 
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DISABILITY PENSION REFORM 
 

Compared to the efforts to restructure retirement pensions, disability pension reform in 
Central Europe has been limited and incremental. Some reforms have succeeded in 
improving the effectiveness, equity, and security of these schemes, but others problems with 
these schemes have not yet been addressed. The three countries where the ILO has 
commissioned studies – the Czech Republic, Estonia, and Poland – initiated their shift from 
planned to market economies with substantial differences in disability-related spending. Even 
so, their reforms exhibit some common features that reflect their shared past and the 
challenges they continue to face in transformation. In what follows, I will briefly discuss the 
conditions that motivated reform, the reforms themselves, and the early results achieved. 

 
The need for reform 

 
In 1989, the new governments of Czechoslovakia, Estonia, and Poland inherited pension 

schemes that emphasized medical aspects of disability, giving little attention to the interaction 
of an individual's impairments with specific work-related requirements. These schemes also 
had in common imprecise eligibility standards that gave rise to unwanted variation in the 
evaluation of disability status. They did not provide or encourage the kind of vocational 
rehabilitation that might have returned pensioners to work in regular (non-sheltered) settings. 
In the early years of transition, these conditions caused pension expenditures to rise as 
workers with minor disabilities sought economic refuge from unemployment in the disability 
schemes.14 In addition, the new governments moved quickly to adjust pensions to offset the 
effects of inflation or to raise benefit levels in real terms. Together, in the early 1990s, these 
factors caused scheme expenditures to rise significantly. (See Table 6.) 

 
Table 6. Disability pensioners and disability pension expenditures, 1990 and 1995 

Country Disability pensioners Expenditures on disability 
pensions 

(% of GDP)  
 1990 1995 Growth 

(%) 
1990 1995 

Poland 2,600,000  3,400,000 31% 2.60 % 4.30 % 
Czech. 429,000 480,000 12% 1.31 % 1.45 %  
Estonia 40,500 53,000 31% <0.50 % est15 0.80 % 

Sources: Wóycicka et al., Appendix Table 5; Leppik, Chart 2; and Biskup and Kotrusová, 
Table 5, in Fultz and Ruck, editors (in preparation) 2002a. 

 
The reforms  
 

In the mid 1990s when their economies had gained a measure of stability, all three 
governments passed disability reform legislation. The intended thrust of the reforms was to 
                                                 
14  With lower unemployment, the Czech Republic experienced this trend to a lesser degree. 
15  Estimated by Leppik, based on 1992 expenditures.  
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contain rising costs and formulate standards that better captured genuine cases of inability to 
work. The common core of the new laws was to (1) sharpen eligibility standards and increase 
the consistency of decision making, and (2) emphasize the replacement of lost earnings as 
the central function of the schemes by removing certain social welfare aspects. The reforms 
passed incrementally in all three countries. The Czech Republic and Poland took action in 
1995 and 1997, Estonia in 1998, 1999, and 2000. 

 
Sharpening eligibility standards  

 
All three governments responded to perceptions that eligibility standards for disability 

pensions were "soft" and "unobjective" by giving increased attention to the functional 
dimensions of disability. No longer was it sufficient to diagnose individual medical 
impairments; it was now necessary to determine as well whether an inability to function 
actually exists.16 This is a major shift in perspective, and it has proven difficult to achieve in all 
three countries. Still, it indicated a new policy intention to link disability evaluation to a 
claimant's ability, or lack thereof, to cope with the actual requirements of a job.17 

 
Emphasis on income replacement  

 
All three reforms sought to narrow the purpose of the pension scheme to income 

replacement. Under this shift, pensions were viewed not as compensation for medical 
conditions per se but as replacement of earnings lost as a result of an impairment-related 
inability to work. These reforms can be seen as part of a general movement in Central Europe 
toward pension schemes that are more earnings-related and have fewer social welfare 
dimensions. In each country, the narrowing of the pension scheme's purpose involved 
reassigning social welfare functions to other agencies or programs.18 

                                                 
16  A functional eligibility criterion had existed in the Polish system before the 1997 reform. However, 

ZUS physicians looked mainly at a person's state of health rather than at his or her actual degree of 
inability to work. After 1997, the functional criteria became the decisive factor. 

17  In Estonia, invalidity pensions were replaced by work incapacity pensions which, unlike the former, 
were supposed to take account of the pensioner's residual abilities. In the Czech Republic, disability 
was redefined as a decline in earning capacity and, correspondingly, a new evaluation procedure 
measured loss of work capacity as a percentage. In Poland, the disability pension, now renamed the 
inability-to-work pension to stress its linkage with functional capacity, was available only to those with 
a demonstrated functional loss. The Polish reforms also shifted responsibility for eligibility 
determinations from medical boards to individual doctors, centralized their supervision, and establish 
new requirements for their education and training. It authorized a publicity campaign by the social 
security institution, ZUS, against physicians who improperly issued certificates supporting sickness 
absences, some of which were used as a basis for disability claims.  

18  In Estonia, the government sought to make the disability pension formula reflect cumulative 
contributions more closely and, at the same time, created a new scheme of social benefits to 
compensate people with disabilities for certain extra costs (e.g., specialized transportation, adaptive 
technology, personal care services). The Czech reform eliminated pension supplements that had 
been provided to address special disability-related needs. (However, these continue to be paid under 
the preexisting act, which will continue in force alongside the new law through 2005. It is anticipated 
that these supplements will eventually be provided by the social assistance system.) In Poland, the 
1997 reform separated the task of making eligibility determinations for disability pensions from that for 
other disability-related services and benefits. Responsibility for the latter was shifted from ZUS to new 
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Beyond these common elements, each country also enacted reforms that were 
responsive to distinctive national conditions. In this regard the Polish reforms are particularly 
striking. As the country with the highest ratios of pensioners and expenditures, it adopted 
several cost-control measures, including a shift of the basis for indexing pensions from 
wages to prices; a new training pension that pays a higher benefit for a limited period to 
pensioners who undertake vocational rehabilitation; broader authority for ZUS to pay for 
medical rehabilitation services for pensioners; and several measures that curtail the rights 
and protections afforded pensioners, thereby making it easier for ZUS to terminate pension 
eligibility.19  

 
Early results 

 
In the wake of their reforms, the countries have seen changes in the rates of allowances of 

new disability pensions, in the numbers of pensioners, and in pension expenditures. During 
1996-2000, the number of new allowances declined in two of the three countries, in the 
Czech Republic, by 20 per cent and in Poland, by nearly a third.20 As Table 7 shows, the 
Czech reforms also helped to redress a previous imbalance between full and partial 
pensions. As for expenditures, Poland experienced a drop from 4.2 to 3.8 per cent of GDP, 
due primarily to the tightening of the cost-of-living adjustment in pensions. In the Czech 
Republic, on the other hand, expenditures rose, from 1.45 per cent of GDP to 1.75, most likely 
as a result of pensioners' increasing life expectancy.21 (See Table 8.) In Estonia, the recency 
of the reforms (1998-2000) precludes meaningful assessment of their impact. What can be 
said, however, is that the initial reclassification of pensioners into the new categories 
established by the reform resulted in a net reduction of some 2000 pensioners, or roughly 3 
per cent. 

 
Table 7. Newly awarded disability pensions 1990, 1996, and latest year  

Country 1990 1996 Latest year 
Czech Rep. 

(Full) 
(Partial) 

38,000 
(23,000) 
(15,000) 

50,000 
(23,000) 
(27,000) 

40,000 (2000) 
(17,500) 
(22,500) 

Estonia 5,600 9,300 11,600 (1999) 
Poland 241,400 151,600 102,400 (2000) 

Sources: Biskup and Kotrusová, Chart 5; Leppik, Table 9; and Wóycicka et al., Appendix, 
Table 4, in Fultz and Ruck (in preparation) 2002c. 

                                                                                                                                                         
Committees for Disability Certification set up under the supervision of the Government Plenipotentiary 
for Disabled Persons. 

19  The right to an administrative appeal in case of a benefit denial was eliminated (although the right of 
judicial appeal was retained). Also repealed was the requirement that ZUS provide notification before 
terminating payment of certain temporary pensions. 

20  In Poland, the trend was volatile. The yearly allowances of new pensions totaled 154,800 in 1997, 
141,100 in 1998, 152,800 in 1999, and 102,400 in 2000.  

21  Disability pensions awarded before retirement age can be paid until a pensioner's death. 
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Table 8. Disability pension expenditures as a percentage of GDP 1990, 1995 and 2000 

Country 1990 1995 2000 

Poland 2.6 4.3 3.8 
Czech Republic 1.31 1.45 1.75 
Estonia < 0.5 (est.) 0.8 1.1 

Sources: Wóycicka et al., Appendix Table 6; Leppik, Table 13; and Biskup and 
Kotrusová, Tables 6 and 11, in Fultz and Ruck (in preparation) 2002c. 

 
The reforms have not, however, improved the return of disabled pensioners to work. This 

result is not surprising since rehabilitation was not an explicit objective of the reforms in two of 
the three countries. Only the Polish reforms contain provisions that target this goal directly, 
and these measures, while positive and useful, fall short of addressing the full range of 
factors that influence a disabled pensioner's decision to try to return to employment. Most 
notably, the reforms do not attempt to make work a financially attractive alternative to benefit 
status. In the absence of such reform, pensioners with some residual work capacity but low 
skills (and thus low earning power) have little incentive to seek employment. Neither do they 
give pensioners the work incentive of a clear and reliable road back to benefit status in the 
event that their effort to resume work fails.22 

 
Moreover, disincentives to rehabilitation within the pension schemes are reinforced by 

barriers of the larger environments of the three countries. Educational systems still serve the 
disabled less well than other citizens and equip them with lower levels of education and skill. 
Modern systems of vocational rehabilitation are still under development. In recent years, 
significant advances have been made in community-based social services supporting greater 
independence of persons with disabilities, but this too is still a developing area. Public 
education campaigns to change the attitudes of employers or the general public, though 
increasing, are still a relatively recent phenomenon, as are civil rights laws against 
employment discrimination and other forms of discrimination based on disability.23  

 
Together these conditions can constitute an agenda for action in the countries studied here 

and in others where disability reform is still a work in progress. Clearly this agenda reaches 
beyond pension reform alone. Yet pension reform is an essential component, needed both to 
promote and reinforce progress on other fronts. Moreover, disability pension schemes can 
serve as an engine for change in vocational rehabilitation, creating incentives for pensioners 
to use their full remaining potential and, through payment and reimbursement mechanisms, 
encouraging more relevant and cost-effective types of rehabilitation services. 

                                                 
22  In addition, only the Estonian reforms required that disability pensioners who reach retirement age be 

shifted from disability to old-age status. The continuing mix of pensioners of working and retirement 
ages on the disability pension rolls in the other two countries complicates the task of devising work 
incentives for disabled pensioners of working age. 

23  One recent effort is the Phare Consensus project on prevention of social exclusion of disabled 
persons (1999-2000). The project focused in particular on increasing employment of disabled persons 
and included a public awareness campaign.  
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FAMILY BENEFITS 
 

In a third dimension of the ILO Budapest research on social security reforms in Central 
Europe, we commissioned studies of postsocialist changes in family benefits in the Czech 
Republic, Hungary, and Poland.24 This investigation has proven to be particularly complex 
because of the number of different individual benefits that this category comprises, the 
frequency with which the three governments changed them during the 1990s, and shifting 
categories in the time series statistics that were used to trace the impact of reforms on 
government spending and household budgets.  

 
In what follows, I will briefly describe the benefits we studied, the various motivations for 

reform and the resulting policy directions, and the timing of action. Then I will make a few 
observations on the results. 

 
Family benefits are usually taken to include those payments provided in cash or in kind to 

support the raising of children. Our studies therefore excluded benefits that focus on general 
poverty alleviation (e.g., general social assistance). The Czech study examined three family 
benefits (the child allowance, the social allowance, and the parental allowance); the 
Hungarian study, four (the family allowance, child-care allowance, child-care fee, and child-
raising benefit); and the Poland study, six benefits (the child-care benefit, the child-raising 
allowance, the family allowance, the alimony fund, the guaranteed periodic benefit, and 
benefits for pregnant women and women raising children). This unwieldy collection of benefits 
is still only a subset of the universe of family benefits that exist in the three countries, 
testimony to the broad scope and complexity of social security arrangements for families in 
these countries during the socialist period. 

 
The motivations for reform of family benefits were complex and sometimes conflicting. Our 

studies point to four factors that appear to have moved the reform process.  
 

Foremost and most immediate among these was the new governments' need in the early 
years of transition to use family benefits, like other forms of social security, to provide relief 
from the effects of inflation, job loss, and poverty. This required undoing the close coupling of 
family benefits and employment that had prevailed during the socialist period. This decoupling 
was achieved in several ways: by making the benefits universal, by income-testing them, and 
by creating certain new ones. 

 
Later in the 1990s, fiscal pressures provided a strong impetus for change. These 

pressures resulted in greater income-testing of family benefits, in benefit cuts, and in the 
failure to adjust benefits fully for inflation. The shift to income testing was most marked in 
Poland, where today eligibility for nearly all family benefits is predicated on the income or 
means of the family. It was less marked in the Czech Republic, where income testing was 
applied to some but not all benefits and the tests themselves were not highly restrictive.25 In 
Hungary, income testing (of the examined benefits) was adopted in the mid 1990s and then 

                                                 
24  These analyses are part of larger studies of the gender dimensions of social security reform in the 

three countries, as cited earlier.  
25  94 per cent of two-parent families with one economically active parent received the child allowance 

before it was income-tested (1996), and 93 per cent received it afterward (1999).  
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abolished later in the decade.26 In addition, the Hungarian government declined to adjust 
some benefits regularly for inflation (e.g., the family allowance); and the Polish government 
cut the duration and amount of some benefits, adopted a lower social minimum, and changed 
the benefit indexing base in the mid 1990s from wages to prices.  

 
Third, in all three countries family benefits were restructured to provide greater support to 

large families. In Hungary and Poland, these changes were part of larger efforts to redress 
stagnant or declining population growth. They were supported by certain religious groups and 
political parties favoring the restoration of traditional or national values. In Hungary, families 
with three or more children were awarded family benefits without regard to income; and in 
Poland, larger families received a higher child-rearing allowance for their third and each 
subsequent child. In the Czech Republic, although promotion of population growth was not an 
explicit goal of the reforms, there too, larger families received larger child allowances. 

 
A fourth motive for reform was the desire for equal treatment of men and women. Among 

the family benefits examined, some inequalities existed in all three countries with respect to 
benefits for providing care for children at home. Advocates of gender equality urged 
remediation. 

  
The timing of family benefit reform contrasts with that of old-age pensions, where radical 

changes were adopted in some countries relatively quickly. The restructuring of family 
benefits was far more incremental and sustained. These frequent changes resulted in part 
from the multiplicity of benefits in the three countries, which increased reform options. 
Another contributing factor was the income testing of family benefits, which weakened the 
sense of legitimacy that universal benefits and social insurance typically enjoy and made 
these benefits more vulnerable to cost-cutting pressures. 

 
The sequence of reforms was simplest in the Czech Republic. Major changes were 

adopted by the legislature in 1990 and 1993 and implemented in two phases, in 1995 and 
1996. In Hungary and Poland, by contrast, changes were made throughout the 1990s and 
continue today. This complexity is illustrated Table 9, which shows Hungarian reforms for 
1989-2000. 
 

                                                 
26  Even when income testing was applied, it was rather loose, excluding only nine per cent of families 

and seven per cent of children from the family benefit. Lukács and Frey, Table 14, in Fultz and Ruck, 
editors, (in preparation), 2002c.  
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Table 9. Changes in the main family benefits in Hungary, 1989-2000 

 89 90 91 92 93 94 95 96 97 98 99 00 
Family 
allowance  

            

Child-care 
allowance 

            

Child-care fee 
 

            

Child-raising 
benefit 

            

 
 based on personal rights 

 based on employed/insured status 

 based on income test 

 based on employed/insured status and income test 

Source: Based on Gábos András: State of families and family support in the 90s, Social Report 
2000, TÁRKI, 2000, as reported in Lukács and Frey, in Fultz and Ruck, editors (in preparation), 
2002c. 

 
Despite the variety of family benefits and frequency of revisions, it is possible to discern 

several broad patterns of change over the 1990s. The most obvious is the sharp reduction in 
family benefits in Hungary and Poland. In Hungary, in 1990-2000, spending fell by nearly one-
half, from 3.8 per cent of GDP to 2.0 per cent, and in Poland in 1990-98, from 1.7 per cent of 
GDP to 1.06 per cent. (See Table 10 and Figure 3.) As a result, family benefits as a 
component of household income also fell sharply: in Poland (1988-99), from 4.3 per cent to 
1.4 per cent of the income of all households; in Hungary (1993-99), for a family with two 
children, from 17 per cent to 10.8 per cent of household income.27 

 
It is noteworthy that the total share of social benefits in household income remained 

relatively stable during most of the 1990s in these two countries, while the share of family 
benefits declined very significantly.28 This indicates that families were less well protected as a 
category than other beneficiary groups, for example, old-age and disability pensioners. 

 

                                                 
27  The figures for Poland represent the family allowance, child-care fee, and child-raising allowance (the 

benefits for which data are available). See Wóycicka et al., Table 1, in Fultz and Ruck, editors (in 
preparation), 2002c. 

28 In Poland, total social benefits ranged between 31 and 33 per cent of household income during 1992-
99, whereas in Hungary, social benefits dropped temporarily during the mid 1990s and were then 
restored. For a family with one child, for example, social benefits were 21 per cent of household 
income in 1993, 16 per cent in 1997 and 20 per cent in 1999, whereas the three family benefits 
dropped from 9.2 to 5.7 per cent over this period. 
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Table 10. Hungary: GDP per capita, total family benefit expenditures,  
and family benefit expenditures as a percentage of GDP 1990-2000, (in 1990 HUF) 

 Year GDP per capita Total expenditure in 
billions 

Family benefits as a % 
of GDP 

1990 201 573 78,5 3.8 

1991 177 324 74,6 4.1 

1992 171 221 69,7 3.9 

1993 169 466 64,4 3.7 

1994 176 020 58,8 3.3 

1995 177 158 45,2 2.5 

1996 176 630 36,6 2.0 

1997 185 675 34,4 1.8 

1998 192 641  38,8 2.0 

1999 200 338 38,7 1.9 

2000 201 915 39,6 2.0 

Source: CSO Statistical Yearbooks and Statistical Yearbooks of the National Health 
Insurance Fund Administration, as reported in Lukács and Frey, Table 11, in Fultz and 
Ruck, editors, (in preparation) 2002c.  

 
Figure 3. Poland: family and maternity benefits as percentage of GDP 1990-98 

 
Source: Hagemejer, K. Liwinski, J; and Wóycicka, I., Poland: Social Protection in 
Transition (ILO:2002) as presented in Wóycicka et al., Table 3, in Fultz and Ruck, 
editors (in preparation), 2002c. 

 
These losses contrast with the situation in the Czech Republic, where family benefits in 

the postreform period (1996-2000) increased modestly from 1.78 per cent of GDP to 1.85.29 

                                                 
29 Kotynková and Kucharová, Appendix Table 9, in Fultz and Ruck, editors (in preparation), 2002c. 
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(See Table 11.) This small increase was due primarily to higher unemployment beginning in 
1997 and a consequent increase in demand for the newly income-tested family benefits. In 
the Czech Republic, the disaggregation of family income data by household size complicates 
comparisons with the other two countries, where such aggregate data is available. What is 
clear from the Czech data is that after the reforms, benefits increased slightly as a fraction of 
family income in households of all sizes but somewhat more in larger ones.30 This upward 
drift contrasts with the sharp decline in Hungary and Poland. 
 

Table 11. The Czech Republic: Three Family Benefits as a Percentage of GDP,  
1996-2000 (CZK, thousands) 

Benefit 1996 1997 1998 1999 2000 
Child allowance 12,194 12,495 11,493 12,474 12,748 
Social allowance 6,244 6,224 6,273 6,251 6,199 
Parent allowance 7,357 7,612 7,780 7,718 7,691 
Total 25,795 26,331 25,546 26,443 26,638 
Gross domestic product (GDP) 1,447,700 1,432,800 1,401,300 1,390,600 1,433,800 
GDP accounted for by the three 
family benefits 

1.78% 1.83% 1.82% 1.90% 1.85% 

Source: Kotynková and Kucharová, "The Gender Dimensions of Social Security Reform in the Czech 
Republic", Appendix Table 9, in Fultz and Ruck, editors (in preparation), 2002c. 

 
A second result of the reforms was the concentration of family benefits on families with low 

incomes. After the reforms in the Czech Republic, the fraction of families receiving all three 
family benefits dropped by one-half, while at the same time, those who remained eligible for 
all three received increases equal to three to ten per cent of net family income.31 This 
concentration probably also accounts in part for the fact that, in Poland at the end of the 
decade (1998), family benefits were 12 per cent of income for families in the lowest income 
decile but just 0.15 per cent for those in the top decile.32 (In Hungary, income testing was 
adopted and then dropped, as previously mentioned.) 

 
Significantly, the national researchers who carried out the studies in all three countries 

express concern that income-testing of child-care benefits may have disincentive effects on 
economic activity, especially among women with low skills. In Hungary and Poland, they raise 
similar concern about the high level of child-care benefits in relation to the minimum wage.33 

There is, however, no empirical information available in these countries on the strength of 
such incentives on the professional and life choices made by family care-givers.  

                                                 
30  Kotynková and Kucharová, Table 6, in Fultz and Ruck, editors (in preparation), 2002c.  
31 Kotynková and Kucharová, "The Gender Dimensions of Social Security Reform in the Czech 

Republic", Table 6, in Fultz and Ruck, editors (in preparation), 2002c. 
32  Wóycicka et al, Table 3, in Fultz and Ruck, editors (in preparation), 2002c. 
33  In Poland, the guaranteed benefit is 88 per cent of the net minimum wage, whereas in Hungary the 

combination of the child-care allowance and child-raising benefit equaled 84 per cent of the minimum 
wage until 2001, when it was increased from 40,000 HUF to 50,000 HUF.  
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A third goal of reform was to establish equal treatment of men and women with respect to 
family benefits. All three countries began transformation with some differences in the 
availability of child care benefits, and all three equalized these during the 1990s. Legal equality 
of treatment has not, however, been accompanied by behavioral changes. In the Czech 
Republic during 1995-8, fathers were less than one per cent of child-care beneficiaries, 
roughly the same as in Hungary.34 In Poland, our authors were unable to find any evidence, 
even anecdotal, that men are using these benefits to stay home to care for their children. All 
three national case studies agree that the main barriers to greater sharing of family 
responsibilities lie in inequalities in the labour market (the gender wage gap) and in cultural 
values rather than in the availability of child-care benefits. 

 
The reforms of family benefits have a mixed scorecard. They have succeeded in targeting 

scarce resources to those most in need and thus softened some of the financial shocks 
associated with the shift toward a market economy. In a major achievement, all three 
countries have extended equal treatment to men and women with respect to child-care 
benefits. On the other hand, the income-testing of benefits provides a disincentive to 
economic activity; and the severe erosion of family benefits in two countries leaves parents, 
mostly women, with less support for efforts to balance family and professional responsibilities 
than they received before transition. 

  
 
CONCLUSION 
 

In conclusion, our studies show that reforms of retirement and disability pensions were 
heavily shaped by Central Europeans' desire for more individualized benefits in the wake of 
the socialist period and that family benefits contracted under fiscal pressures and were 
targeted toward those most in need. Pension privatization efforts got off to a rough start that 
was characterized by record-keeping deficiencies, lack of clarity concerning the private 
benefit promise, early losses and high administrative costs by private pension funds, and 
public-benefit cuts to cover transitional financing costs. Disability reforms in the three 
countries took modest steps in modernizing the schemes, sharpening their eligibility 
standards, and shifting some of their previous social welfare functions to other programs. 
They had little effect in encouraging vocational rehabilitation of pensioners. Family benefits 
contracted much more than other social benefits in two of the three countries, leaving families 
with children less well protected than some other beneficiary groups such as pensioners.  

 
These reform outcomes came as the elements of civil society were still emerging, and 

both governments and their social partners were new to social dialogue. As a result, some 
public policy debates reflected a narrow range of interests and perspectives. At the same 
time, the arguments for radical pension reform that had been promoted very aggressively in 
CEE countries in the mid 1990s were increasingly called into question as the decade came to 
a close. Just as the reform outcomes in Central Europe during the 1990s were shaped by 
these evolving conditions, their continuing evolution can be expected to produce variation and 
surprises in the next decade of reform.  

                                                 
34  See Lukács and Frey, Table 18, in Fultz and Ruck, editors (in preparation), 2002c. 
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