To:

His Excellency the Prime Minister of Romania, Mr. Emil Boc

Copy to:
His Excellency the Minister of Public Finance of the Romanian 



Government, Mr. Gheorghe Pogea

Open letter 

Your Excellency,

We hereby send this letter, as the Romanian bilateral chambers have great concerns regarding the public pension budget and the (public and private) pension system. If the Government doesn’t keep it’s promise regarding the agreed contribution scheme towards the second pillar, it will directly affect the future pension income of the Romanian working population and this will have a negative impact on the Romanian economy. 

Our second concern is the trust of foreign private pension companies to invest in the Romanian private pension system. Private Pension administrators invested over 500 million euros in setting up Pillar 2 pension funds. Not keeping the promise made by the Government regarding the agreed contribution scheme to Pillar 2, has not only financial consequences for the Private Pension administrators, but it also weakens the current and future international investors’ trust in making investments in Romania. 

We invite you to read more about the background, developments and further threats to the Second Pillar system of Private Pension Funds and would very much appreciate if the Government opens the dialogue with the business community on the contribution scheme to Pillar 2 and future plans for the public and private pension system.

We are looking forward to receive your confirmation.

With utmost consideration,

The Netherlands-Romanian Chamber of Commerce

Peter de Ruiter, Vice president NRCC

____________________________

The AMCHAM Romania



Ionut Simion, Chair Amcham RomaniaTax committee









____________________________

Foreign Investors Council

Shachar Shaine, President of the Foreign Investors Council








____________________________

The Italian Romanian Chamber of Commerce

Dr. Guglielmo Frinzi, president CCIpR

____________________________

The Chamber of Commerce Switzerland Romania

(Markus Wirth, president CCER)


____________________________

The British Romanian Chamber of Commerce

Raymond A. Breden (Board member BRCC)
____________________________

 PRIVATE PENSION FUNDS (PILLAR 2) – REPORT 

1. Background

Romania, like most of the modern world, is facing serious demographic issues – birth rate is falling and average age is increasing. Reduction and aging of the population means increasing pressure on public pension budget, which has to sustain a growing number of beneficiaries with fewer contributors: 

· in 1990, 8.2 million employees contributed to the public pension system, sustaining 2.5 million beneficiaries;

· in 2008, 4.9 million employees contributed to the public pension system, sustaining 4.7 million beneficiaries; 

· the ratio changed from about 3.3 employees that support 1 beneficiary to a relation close to parity.

Romania’s demographic problems show that public pension system is not sustainable in the current form and requires a profound reform in order not to collapse in future decades.

This is why the Romanian state brought in 2007 the private pension system, after a model tested and recommended by the World Bank. Multi-pillar private pension system is composed of pillar II - mandatory and third pillar - voluntary private pension. Currently, over 30 states worldwide have adopted similar multi-pillar pension schemes on construction recommended by the World Bank. Most are in South and Central America (the first time in Chile in 1979) and in Central and Eastern Europe (where 11 countries, including Romania, are also private pension system multi-pillar).

Currently, the Romanian pension system is based on three pillars:

(i)
The First Pillar (pay-as-you-go, PAYG) is a State-run scheme based on the principle of solidarity; the employer and the employee contribute together between 31.3% to 41.3% of the employee’s gross salary to the PAYG pension system;

(ii)
The Second Pillar is based on a capitalization system by which workers can invest theirs contributions in a second pillar pensions fund, managed by a private pensions management company.

At the end of 2007 – beginning of 2008 all workers aged under 35 entered the second pillar system mandatory, while all workers aged between 35 and 45 had the option to enter the second pillar system. There is an ongoing obligation for all new entrants to the labour market to enter the second pillar system.

As at the end of August 2009 there were 4.425 million participants with contributions in the Second Pillar system, of which 35.4% based on optional participation.

Participation by an individual in the second pillar system is done by redirecting an amount of the total pension contribution corresponding to that individual, which initially went entirely to the PAYG system, towards the individual’s private account in one of the second pillar pension funds. The contributions to the second pillar system were set, by law, at the level of 2% of the gross salary in the first year of the private pensions market, to be increased to 2.5% in the following year, to 3% in the third year, and so forth, up to 6% in the eight year, and to be maintained at the level of 6% of the gross salary thereafter.

N.B. Romania has the lowest levels of mandatory member contributions directed to second pillar funds of all Central and Eastern European countries.

(iii) A third voluntary Pillar also based on a capitalization system. Individuals can invest any amount up to 15% of their monthly income in any or several voluntary pension funds, managed by voluntary pension management companies. Employers can also pay contributions to voluntary pension funds for their employees. There are income tax incentives for contributions by the employer as well as for employee contributions.

There are 13 voluntary pension funds in Romania, the largest being managed by BCR-Erste Bank, ING, Allianz, Aviva, Raiffeisen.

At the end of August 2009 the total assets of the voluntary pension funds amounted to RON 161.2 million (cca EUR 38 million).

2.
Second Pillar – facts & considerations 

There are 12 private pension funds in Romania, the largest being managed by ING, Allianz, Aviva, Generali, AIG and Eureko. At the end of August 2009 the total net assets of the private pension funds amounted to RON 1,850 million (EUR 438 million).

The Second Pillar pension funds posted a net weighted average return of 11.31% for the first eight months of 2009 and a 15.53% return for the 12-month period ending in August 2009.

The introduction of private pensions reform in Romania was difficult but successful, conclude the World Bank experts in the Strategy of Partnership with Romania, valid for the next 4 years. The strategy will monitor the implementation of reform measures imposed on Romania by international financial institutions (IMF, EU and World Bank) following emergency loan financing agreements signed in the first half of this year.

„The restructuring of the pension system was a difficult, but successful reform, although the sustainability of this success is now under threat by promises of unsustainable increases in pension payouts.” 

(World Bank, Country Partnership Strategy for Romania, 2009-2013)

Total assets of private pension funds in the OECD Member States accounted last year for 63.4% of cumulative GDP of these countries, according to data published by the OECD. On the other hand, assets of private pension funds in Romania at the end of last year only accounted for 0.17% of GDP, according to calculations of the Romanian Private Pension Funds’ Association (APAPR). 

The National Bank of Romania considers that “the private pension funds are an element of stability in the financial system, due to long-term investment orientation and increase liquidity in financial markets. Those funds are also a factor for financial education of the population by developing savings and investment behaviour type and by improving the assessment of the risks assumed and the investment yields.” 

“The development of private pension funds will have a positive impact on local financial markets due to the activity which they conduct in the capital market. Long-term investment horizon and low risk appetite of these funds involve active participation in the fixed income instruments market and an allocation to economic sectors with long-term development potential.” 

(National Bank of Romania – Financial Stability Report, 2009 edition)

3.
Recent developments 

As per Private Pension Law no. 411/2004, contributions to the Second Pillar system were planned to increase from 2% of the gross salary in 2008 to 2.5% of the gross salary in 2009.

In December 2008 a Government Ordinance was issued that provided that contributions would increase to 2.5% of the gross salary starting from the January salary payments. 

Despite the legal framework mentioned above, in February 2009 the government decided to freeze the legally provided increase and to maintain contributions to the Second Pillar system at 2% of gross salaries. 

According to the APAPR, this freeze in the contribution level during 2009 already caused a loss of about EUR 83 million to the over 4 million participants to the Second Pillar funds. According to an estimate by the European Federation of Retirement Providers (EFRP), this measure can decrease the participants’ future private pension income by up to 15%.

In April the officials stated that the contribution shall be 2.5% in 2010 and 6% in 2016 (according to the initial calendar), which means that there will be an increase by 1 percentage point in one year; the officials mentioned that this increase shall take place in the first year with economic growth; reaching 6% in 2016 is also included as a provision in the financing agreement that Romania signed with IMF and European Community.

Although the introduction of private pensions was a success, this success is threatened by lack of public pension reforms, the World Bank specialists show. As a result, the World Bank in Romania will coordinate program pension system reforms imposed by international financial institutions. The loan agreements with Romania, IMF and EU have imposed a series of substantial reforms in the public pension system, with faster return on the initial schedule of contributions made to Second Pillar pension (see the enclosed documents).

At the same time, accelerating the development of Second Pillar is vital to help solve demographic problems related to the reduction and aging of the population. Other beneficial effects of pension reform are rebalancing (short term, but long-term) public pension budget, and restore a proper relationship between contributions and pensions.

The Pillar II contribution percentages, even at the levels initially prescribed by the law, are very low (among the lowest in the CEE), which makes account administration expensive. Reducing these levels further, and without any certainty regarding their evolution in the coming years, endangers the credibility of the Private pensions system and will put pressure on the sustainability of the Pensions privatization program as a whole.

At the same time, the reasons for which the Pensions privatization program was launched in 2007 are no less valid today: according to World Bank estimates, the Romanian pension system dependency ratio (number of persons receiving a pension divided by the number of persons contributing to the pension scheme), that was 85% in 2007, will reach 164% in 2050.

The freezing of the contribution increase in 2009 and the possibility that it opens for further interventions on the legally provided 2009-2016 contribution increase schedule also seriously affect the interests of the pension administrators who invested over 500 million Euros in order to create and sustain the Romanian private pensions system.  According to initial business plans the pension administrators were expected to recover their initial investment over a period of 10-12 years. The decrease of pension assets compared to the initial plans impacts the administrators’ revenues and lengthens the time to break even. 

The measure taken by the Romanian legislator is contrary to the EU principles of legal certainty and legitimate expectations. These general legal principles are also recognized in the case-law of the ECJ. We believe that the Romanian legislator is obliged to apply due diligence in the realization of rights acquired by pension investors, based on previously binding regulations. The legislator is obliged to properly secure the rights acquired based on the previously binding regulations.

The terms of the measure taken by Romanian legislator shall also be considered for compliance with bilateral agreements on mutual support and protection of investments, signed by Romanian state with the states that are home countries for private pension investors. Based on those agreements, each contracting party has assumed the obligation to guarantee the investments made on its territory by the other party a fair and equitable treatment and to protect on its territory, under its laws and regulations, investments of investors of the other contracting party. Also, each contracting party has obliged to prevent from unreasonable or discriminatory measures the operations, management, maintenance, use, disposal or fructification investment by the investors of the other contracting party, each contracting party being obliged to give full security and protection to such investments. Last but not least, each contracting party shall observe any obligation to which it has assumed towards the investments of the other contracting party.

Protests and concerns regarding the measure of freezing the private pensions contribution increase were issued by the APAPR, the EFRP, the International Federation of Pensions Administrators (FIAP) and by the ambassadors of five states (US, Britain, Germany, Holland and Italy).

4.
Further Threats to the Second Pillar system

4.1 Inflation guarantee

· The proposal to require the private pension administrators to guarantee a minimum annual return equal to the annual inflation rate has been brought up several times before and after the launch of the pension privatization, usually at the initiative of the unions. Several initiatives were previously started in Parliament with the intention to promote this guarantee, which was subsequently terminated.

· There is, at present, significant political pressure to change the private pension law in order to introduce the inflation guarantee requirement. The initiative is now led by an NGO (“GEA”-the Group for Applied Economics), supported by the unions and favourably seen by left-wing parties. A recent formal legislative initiative in this respect has been released by this group at mid of May and is expected to generate public awareness and debates on it. 

The initiators have 6 months to collect at least 100,000 signatures from people with voting right sustaining the proposal and afterwards the initiative goes in the Parliament, following the legislative procedures.

Watching the statements of the initiators, we have noticed that they are not that interested in the inflation guarantee, which is only an instrument, but in harming somehow the pension companies and generally, as a whole, the private sector.

· Introducing a requirement to guarantee returns at the level of inflation would be technically impossible in Romania, given that there are no securities in the market that guarantee an inflation-related return. Moreover, inflation in Romania is especially hard to predict even over one year horizons, as proven by the fact that the National Bank of Romania missed its inflation target all the last three years in a row, despite the fact that it is the institution most equipped to provide a correct inflation forecast. 

· Assuming the inflation guarantee were technically possible, offering such a guarantee would lead to an excessively conservative pension fund investment policy. Fund managers would avoid investing in volatile assets (such as equities) although such assets would most likely provide significantly superior returns over the very long term of the participant’s contribution period (30-40 years). Ultimately, pension participants would end up with returns at the level of inflation, losing the opportunity of superior returns.

· Providing additional guarantees would require the pension fund managers to maintain significant additional amounts of capital, at a significant additional cost, despite the fact that the pension fund managers’ fees are limited at one of the lowest levels in the CEE (2.5% of contributions and 0.6% of net asset per annum).

· The private pension system already entails a system of guarantees as follows:

· Guaranteed preservation of capital. Pension managers are required to guarantee to each participant the sum of contributions to date, net of fees. The guarantee is due to participants at retirement/payout time, but also at any time the participant may decide to transfer to a different fund, that is, at any moment during the participant’s contribution period.

· Relative return guarantee. Pension managers are required to guarantee a rate of return to be established by the pension supervisor in secondary legislation. The applicable norms are currently under drafting, it is expected that the guarantee will be a relative return guarantee linked to the average performance of all pension funds.

4.2 “Opening” of the Second Pillar (removal of mandatory characteristic)

The notion of opening the Second Pillar (i.e. allowing participants that entered the system on a mandatory basis to opt out of it) is also gaining ground in populist groups.  

Although the high percentage (over 35%) of participants aged over 35 who chose to enter the Second Pillar without being required to do so indicates that public trust in the state PAYG system is low, the danger of politically-led large-scale manipulation of the public opinion is high. The consequences of such a measure would most probably be additional losses to the pension managers, an inefficient administration due to the uncertainty of future contributions and finally the annihilation of the private pensions system.

The legal argumentation presented at paragraph no. 3, i.e. the infringement of EU principles and of bilateral agreements on mutual support and protection of investments, is valid for these further treats, as well. 

4.3 Guarantee fund

Draft law issued by supervisory authority on the guarantee fund for private pensions (P2 and P3). The issue is not the setting up itself but the significant expenses to be paid by the pension companies for the set up and run of the guarantee fund – initial contribution 1% from the existing share capital of each pension company and 0.3% annual contribution computed to the assets under management; these expenses are seen by pension companies as being too high compared with the guarantees to be provided by the fund. 

The draft is also not clear enough on which are the risks to be covered by this guarantee fund. 

The draft is currently in the public debate phase and the professional association of pension companies already sent to the supervisory authority its comments & recommendations on it.

