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Cuevas, Gonzales, Lombardo and Lopez-Marmolejo (IMF)

* [I. Pension funds and capital markets: evidence from the
new EU Member States

Leiner-Killinger, Nickel and Slavik (ECB)
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e Paper looks at how rating agencies factor in explicit
government debt and implicit pension debt (IPD) in their
assessment of country risk.

« Motivation for paper is that rating agencies could
change risk assessment during transition from unfunded
pay-as-you-go to funded private pensions, requiring
counter-balancing actions from governments.
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Transition from unfunded PAYG to funded

arrangements
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Explicit debt versus implicit pension debt
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e Paper finds rating agencies to care more about explicit
debt than IPD when assessing risk, which could be due to:
—myopia, with agencies focussing primarily on short term; and/or

—explicit debt being qualitatively different to implicit pension debt,
reflecting hierarchy of spending commitments:

—non-discretionary spending (legal obligations) such as debt
Interest payments

—social/moral obligations such as state pensions
—discretionary spending.

—social obligations can be and are being renegotiated unilaterally,
generally not feasible for legal obligations (default).
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Short-term versus long-term considerations

* Rating agencies are not a
translating long-term trenc
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one facing challenge of
s into public finance assessment

—In recent years EU COM

nas put greater emphasis on the

long term in its assessment of EU public finances and

—uses gquantitative and qualitative indicators, e.g. to weigh up
potential |-t benefits of reforms against potential s-t fiscal costs

—has mandate to incorporate implicit pension liabilities into
medium-term public finance objectives.

—individual countries have not been very successful deriving clear
policy objectives from analysis of long-term trends.
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* The paper

—studies role of funded private pensions in pension provision in
new EU member states (NMS)

—finds that all NMS have funded private pension schemes and
minimum pension/social assistance but only a few have
occupational pensions

—shows that investment strategies vary across NMS, e.g. In
Hungary private schemes have been obliged to invest in govt
bonds and bills

—seems motivated by authors’ concerns about credibility of
multi-pillar pension.
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Private pensions in NMS
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* Funded private pensions in NMS are exposed to inflation
and investment risk, which:
—eXisted before current crisis but which latter has crystallised

—raises question regarding feasibility & credibility of pension
strategy and regarding efficiency, fairness and sustainability of
the structures created in the NMS (longevity risk important too).

e Paper concludes that:

—shifting burden to private sector not without its problems

—assessment of fiscal sustainability needs to take account of
private sector arrangements.

o All these points seem valid for other countries too
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Some reflections on moving to
three pillar pension provision
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e Over last decade govts have tried to reduce future
exposure to pension spending by:

—making state pensions less generous, for example by raising
retirement age;
—encouraging more generous occupational pensions;

—incentivising individuals to save more themselves for their
retirement

 Int'l organisations et al. supported move to three pillar
pension provision and have assessed fiscal sustainability
pased on this formal allocation of responsibilities.
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...but who really owns the future liabilities/
how credible is the arrangement?

Government
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~

Occupational pensions

Private pensions

DB/ DC

DC / other

...adequate pensions...
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The information in this document is being delivered on a confidential basis as an information only document by Pension
Corporation LLP ("PC"). No offer is being made by PC by delivery of this document and no reliance should be placed upon
the contents of this document by any person who may subsequently decide to enter into any transaction which may be
described herein.

This document is provided for assistance only and is not intended to be and must not alone be taken as the basis for a
decision to enter into any transaction which may be described herein. The information contained in this document has been
compiled from sources believed to be reliable but no liability is accepted if this is not the case.

This document is proprietary to PC and furnished on a confidential basis. By accepting delivery of this document, the
recipient agrees not to reproduce or distribute this document in whole or in part and not to disclose any of its contents (other
than to obtain advice on it from a legal, business, investment or tax advisor) without the prior written consent of PC. No
person has been authorized by PC to give any information or make any representation concerning any transaction that may
be described herein other than the information contained in this document and if given or made, such information or
representation must not be relied upon as having been so authorized.

The contents of this document are intended for professional/corporate recipients and not for individual/retail customers or
pension scheme members and should not be passed on to such without our prior consent.

Recipients of this document should not treat its contents as advice relating to legal, taxation or investment matters and are
advised to consult their own professional advisers concerning any transaction that may be described herein.
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