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Executive Summary

In this paper, we present a solution-oriented idea to combine the building of a resilient pension system
and the privatisation of state assets: privatisation through pension funds. Many countries face the
chal-lenge of establishing or developing retirement systems while seeking to professionalize the
management of state assets. Under the right conditions, privatisation through pension funds can
contribute to both outcomes and should be considered by policymakers. The key difference to the
traditional privatisation of state assets is that this idea would keep ownership of the asset with the
population and spread the profit among a country’s population in the form of future retirement
income. Privatisation through pension funds, therefore, constitutes a form of democratization of a
nation’s wealth.

This report outlines a series of arguments on how pension funds can contribute to economic development
and how asset transfers can support this process. Establishing pension funds can, over time, create an
important source of domestic long-term capital for the economy to grow and support the development
of local financial markets. While asset transfers from the government to pension funds can be undertaken
at any time, we argue that they are particularly impactful in the early days of a pension system to shore
up its asset base and ease transition costs. Given adequate managerial expertise, pension funds will be
able to improve underperforming assets and increase their value. Transferring assets to well-governed
pension funds can also help to reduce corruption, conditional on well-designed regulatory,
governance, and supervisory frameworks, and ensure that the assets’ revenues will be used to finance
future retire-ment income. Policymakers interested in pension reform need to assess a country’s
specific conditions and should turn to international experiences to inform pension system
design. Ultimately, privatisation through pension funds can increase the value of public assets while
assisting the creation of a successful universal pension system that supports domestic development.
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Introduction

The Universal Declaration of Human Rights (United Nations Human Rights Declaration, 1948) acknowl-
edges the universal right to social security and an adequate standard of living, including in old age.
Ensuring that every citizen has the means to live once they have reached retirement age should be a
key concern for any government. Pension systems foster economic growth and prosperity by reducing
the need for younger generations to care for the elderly, thus enabling the younger population to enter
the workforce and invest in human capital. These systems can also have wider economic effects, such
as spurring aggregate demand and employment (OECD, 2019b). There are, however, important welfare
implications at stake, making pensions a crucial policy issue.'

Although pension coverage has grown over the past decades, large disparities still exist across regions.
The International Labour Organization (ILO) reports that while 68% of people above the country-specific
retirement age receive a pension globally, this ratio is only 22.7% in sub-Saharan Africa and 23.6% in

Southern Asia (ILO, 2018). This disparity entails different challenges. Increasingly, governments in devel-
oped economies are recognizing the need for pension reform to account for an ageing population and

longer life expectancies. Ultimately, this means that fewer workers will have to support more pensioners

over alonger period. Some developing countries are also faced with the challenge of establishing robust

pension systems while fostering economic growth and spurring job creation to accommodate a growing

working-age population.

The stakes for developing countries are high. The United Nations Population Fund (UNPFA) estimates
that by 2050, one in five people in the developing world will be over the age of 60, representing 80% of
senior citizens globally (UNPFA, 2012). Without pension reform, government expenditure on pensions
will increase significantly in many countries over the coming decades. The International Monetary Fund
(IMF) estimates that, on average, public pension expenditure will increase by one percentage point of
GDP in advanced economies by 2050, and two point five percentage points of GDP in emerging market
economies (Amaglobeli et al., 2019). Governments recognize the importance of this and have begun to act.
In 2019, a much-anticipated pension reform in Brazil raised the retirement age by nine years. This reform
was considered key for the Brazilian economy because social security spending accounted for 44% of the
federal budget and 8.6% of GDP in 2018. Moreover, it is expected to save the government around US$200
billion over the next decade (Schipani & Harris, 2019).

While the main objectives of a pension system for the individual are consumption smoothing and insur-
ance, governments may have additional objectives, such as poverty relief and redistribution (Barr &
Diamond, 2008c). Pension design affects multiple parts of a country’s economy, including labour markets,
the distribution of wealth and risk, and prospects for economic growth. It is, therefore, crucial to consider
pension reform in relation to other public policy issues and priorities. This report argues that in many
developing countries, transferring public assets to pension funds could support another policy goal:
privatisation.

Governments have made in-kind contributions to their pension systems and sold assets to pension
funds in several primarily developed economies, such as Australia and the USA. The appendix to this
report summarizes some of these transactions, which are still scarce. We argue that under the right
conditions, combining privatisation and pension reform could yield positive outcomes in developing
and emerging economies. We have chosen to focus on this group of countries because they face the
challenge of developing pension systems while important assets remain under public ownership. Many
of our arguments, however, do also apply to developed economies.

privatisation is an important topic in many developing countries. In 2019, Angola announced
PROPRIV, an initiative to privatise 195 state-owned companies and assets by 2022, with the proceeds
being used to foster the development of productive domestic sectors (Clifford Chance, 2019). In early
2020, India announced plans to raise US$30 billion from asset sales to address the pressure on
public finances (Kazmin, 2020). privatisation is also high on the policy agenda in Ethiopia and
Brazil, with the latter creating a dedicated Secretariat of privatisation and Divestment while planning
to sell the vast majority of its 134 state-owned companies (Barber & Pilling, 2019; KPMG, 2020a).2
Although industrial nations have already privatise a large share of state assets, they could still transfer
assets to pension funds in order to strengthen retirement systems or address financing gaps. This is
illustrated further by the case studies in the appendix.

For a discussion, including potential distortions introduced by pension systems, see Barr and Diamond (2008f).

2 Progress on the Brazilian programme has slowed, see Harris (2020).
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We argue that endowing pension funds with public assets, especially in the early stages of the pension
system, has the potential to make pension systems more resilient while boosting privatisation, as well
as economic growth, vibrancy and development. Proper oversight and regulation of the pension system
can also reduce the scope for corruption. While we do touch upon the most relevant arguments and
findings with respect to the relationship between funded pensions and economic growth, we do not
claim to give a complete picture of that discussion, nor the issues considered when looking at pension
reform. Furthermore, we do not claim that funded pensions alone are the panacea for demographic
change and other economic issues.?

The rest of this report is structured as follows. Section Il describes the idea. Section Ill discusses recent
research on the role that pension funds and privatisation have in fostering economic growth. Section IV
discusses arguments in support of privatisation based on existing literature and research, while Section
V discusses the potential limitations and issues to consider. Section VI concludes. The appendix,
further-more, contains a series of short case studies about the international experience with asset
transfers and sales to pension funds to further illustrate the arguments.

The Idea

In essence, the idea is quite simple: governments kick-start a funded pension system by transferring
public assets—be they public (or unused) land, infrastructure, or shares in state-owned enterprises
(SOEs)—to newly created pension funds that would subsequently be responsible for managing the asset
and increasing its value. The transferred assets, combined with pension contributions from the popula-
tion, will enable the pension funds to become important local investors and support economic growth
over time. Citizens will directly benefit from the pension system in the form of future retirement income,
as well as indirectly via the positive effects that long-term investors, such as pension funds, can have on
the domestic economy. Pension funds, in particular, would constitute a source of long-term capital to
finance infrastructure projects, support the development of local financial markets and ultimately spur
job creation. Figure 1 illustrates this process, which is discussed in further detail throughout this paper.

Figure 1: How Privatisation Through Pension Funds Benefits Citizens and the Economy
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3 See Barr and Diamond (2008f) and Clements et al. (2014) for a more comprehensive discussion of funded pensions and
the pension reform process, including a framework to compare pension systems.



Financial vehicles that foster economic development do, of course, already exist, for example, in the form
of Sovereign Wealth Funds (SWFs). The creation of pension funds and dedicated SWFs is not mutually
exclusive. Each vehicle can complement the other, and it is conceivable to split public assets between
these two kinds of institutions. However, there are two key differences between pension funds and
SWFs. First, the primary purpose of a pension fund is to invest assets to secure retirement income for
its contributors, while an SWF can have other primary purposes. Second, a pension fund has liabilities
and a fiduciary duty towards its policyholders, whereas an SWF has no liabilities and only a fiduciary
duty towards the government. To build upon this discussion, we now focus on a subcategory of SWFs:

Sovereign Development Funds (SDFs). SDFs are presented in detail in Box 1.

Sovereign Development Funds*

Bruce-Clark and Monk (2017) define SDFs as a sub-category of SWFs with a dual objective: finan-
cial performance and domestic development. While SDFs alone cannot solve all issues relating to

development, they can impact economic growth by making strategic investment alliances with

other domestic and foreign actors, while contributing to financial market development (Singh

Bachher et al., 2016).

Through their investment activities, SDFs aim to generate positive externalities on domestic
development. Economic development, in turn, can affect the financial success of other invest-
ments, creating a positive feedback loop. For example, a large-scale infrastructure project could
have positive effects on regional companies in which the fund has shares. Successful SDFs have
become key actors in their domestic economies, investing in infrastructure projects, financing
the development of crucial sectors, participating in venture capital markets, and encouraging
company creation and growth (Bruce-Clark & Monk, 2017). Positive experiences with such vehicles
include Temasek in Singapore and Khazanah Nasional Berhad in Malaysia, which aims to grow
SOEs into market-leading private companies (Bruce-Clark & Monk, 2017).

Over time, SDFs could attract greater confidence from international investors and lead to
increased foreign investment, as well as unlock more domestic investment (e.g., by co-investment
partnerships with domestic and foreign actors). SDFs can also act as facilitators between local
government and private investors—an aspect that is especially important for large-scale projects.

The central thesis of this report is aligned with what Singh Bachher et al. (2016) call the “reinforcing” strat-
egy for SDFs. Under this strategy, SDFs are endowed with underperforming public assets and become
responsible for increasing returns and development through the reorganization and professionalization
of the asset. An example of a recently established SDF is Ethiopian Investment Holdings (EIH), which
started operating in early 2022 as the strategic investment arm of the Ethiopian government. The pur-
pose and framework of EIH (See Box 2) align with the idea of professionalizing asset ownership through
an SWF: state-owned assets are transferred to the fund, which then becomes responsible for managing
the assets and increasing their value. We hereby propose a similar process for pension funds.

The differences between transferring assets to a sovereign vehicle, such as the EIH, and privatisation
through a pension fund are better understood by looking at who the fund is accountable to are and how
the profits are used. An SWF, for example, is accountable to its government, whereas a pension fund is
accountable to its plan members. While the government is the ultimate owner of the assets of an SWF,
the pension plan members and future retirees are the ultimate owners of the assets in pension funds.
The primary purpose of a pension fund is to finance (future) retirement income, whereas a sovereign
vehicle, such as the EIH, transfers part of the proceeds back to the government. As a result, profits made
by a pension fund accumulate and directly serve to finance the retirement of individuals as opposed to
financing general government expenses.

For a more comprehensive discussion of SDFs, their goals, management practices, pitfalls and preconditions for success,
see Bruce-Clark and Monk (2017) and Singh Bachher et al. (2016).



Ethiopian Investment Holdings (EIH)

Background

EIH was set up to optimize the value of significant state-owned assets in Ethiopia. The vehicle pools
state-owned assets under one legal entity while the government provides strategic oversight.
State-owned assets are the main source of capital and are transferred to EIH from the government.

Objectives

The main objectives of EIH include:

«  Optimizing the value of state-owned assets through professional management
« Attracting foreign investment

« Establishing a co-investment platform

« Contributing to sustainable economic development and serving the “strategic needs of the
economy”

Governance

EIH should incorporate international best practices for professional management and corporate
governance. The fund’s board of directors is chaired by the Prime Minister of the Federal Dem-
ocratic Republic of Ethiopia. The chair appoints the other board members, who then appoint a
CEO. The structure of the organization also includes auditors and an independent international
advisory board.

Use of profits

EIH will retain part of its profits for re-investment. The rest will be transferred to the government
according to a dividend policy, which is set by the board of directors.
Source: Council of Ministers (2022)

Transferring assets to a nascent pension system will allow for future revenue to fund retirement bene-
fits along with other investments. This will simultaneously strengthen the young pension system and
make the funds operational sooner. Such a transfer can generate financial returns and increase welfare,
assuming that the full value of the asset has not yet been realized and the pension fund is able to remedy
this.” Several exit routes are conceivable for the pension fund, such as an IPO or a traditional sale. The
goal in this respect is not for pension funds to exclusively manage former state-owned assets, but for
them to diversify investment over time. The Queensland Motorways transaction, which is described in
the appendix, presents a possible blueprint for this type of transaction.

The idea of combining pension reform and the privatisation of SOEs served as an important motivation
for the pension privatisation wave of the 1990s, which took place in the former Communist countries
of Central and Eastern Europe (Naczyk, 2019). In Poland, for example, the legislation for pension
privatisation reform in 1997-1998 explicitly stated that transition costs must be funded by proceeds
from the privatisation of SOEs. Wiestaw Roztucki, economist and co-founder of the Warsaw Stock
Exchange, called the creation of pension funds the “greatest event in the history of the [Polish] capital
market” outside the creation of the Warsaw Stock Exchange (Rzeczpospolita, 2009, as cited in Naczyk,
2019:18). In Bolivia, privatisation and pension reform came together earlier in 1996 when the
government used proceeds from the sale of SOEs to finance a new non-contributory pension for its
elderly population (Barr & Diamond, 2008b). The appendix also details several actions taken by the
Chinese government to transfer shares in SOEs to its National Social Security Fund (NSSF).

But why should pension funds and privatisation be on the policy agenda at all? We explore this in the
next section, which looks at how pension funds and privatisation can contribute to economic growth
and long-term prosperity.

Higher financial returns do not necessarily entail higher overall welfare. Some SOEs may provide essential services to the
population while not being profitable; however, these assets would not strengthen the pension system.
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Pension Systems, Privatisation and Economic Growth

Pension Funds and Economic Growth

At the end of 2020, accumulated assets in retirement savings vehicles® amounted to US$56 trillion glob-
ally. Pension funds managed almost 70% of these assets, amounting to US$35 trillion. In OECD countries,
pension assets grew faster than gross domestic product (GDP) from 2010, reaching 100% of GDP by the

end of 2020 (OECD, 2021). Given their scale, it is not surprising that these institutional investors are at the

centre of a global policy effort to unlock long-term capital for economic growth. While assets managed

by pension funds are on the rise globally, developing countries, in particular, have an opportunity to

grow their domestic pension fund market. Having a relatively young population contributing to the

funds over a longer period will allow assets to accrue. Similarly, fewer retirees at the system’s inception

mean that there will be fewer outgoings in the early days so assets can accrue faster.

Pension systems can take two general forms: pay-as-you-go (PAYG) and funded schemes. In a PAYG
system, current pension benefits are financed via the contributions of the current workforce. In a funded
scheme, an individual builds up financial assets by contributing to the system throughout their working
life. These assets are invested, which earns a return and funds the individual’s retirement benefits from
the resulting pool of assets.” While both systems have multiple and far-reaching impacts on the economy,
there is a key distinction between them; namely, a funded scheme creates a large pool of investable
savings. The transformation of these savings into productive investments can have positive implications
for the wider economy, such as capital market development and the provision of long-term capital to
domestic companies and large-scale projects conducive to economic growth (e.g. infrastructure).

In theory, funded pensions can foster economic growth through several mechanisms. First, the creation
of large institutional investors, such as pension funds, can have positive effects on corporate governance
and the efficiency of capital allocation (Borsch-Supan et al., 2005; Wurgler, 2000). Second, funded pen-
sions can increase private saving rates since contributions are deposited in private accounts and make
the transformation of savings into investments more efficient by promoting domestic capital market
development (Barr & Diamond, 2008e). Capital market development, in turn, is recognized as having a
positive impact on economic growth (R. Beck et al., 2014; T. Beck & Levine, 2004). Finally, pension funds
and insurance companies have been found to act as long-term investors, which highlights their ability
to finance long-term projects and the real economy (Lakonishok et al., 1992). However, these are not
necessary consequences of funded pension systems and will depend on many country-specific factors.?

The empirical literature on funded pensions and economic growth remains scarce, and existing literature
offers mixed conclusions. Most studies do not take into account the importance of pension funds’asset
allocation,’ despite this being pivotal to economic growth (Barr, 2000). If pension funds invest mostly in
domestic government securities that are issued to finance the transition to a funded system, it is unlikely
to result in economic growth (Altiparmakov & Nedeljkovic, 2018). Similarly, the impact on domestic
economic growth should be smaller if a large fraction of assets is invested abroad. The core question
here is whether pension savings are invested in projects that are conducive to economic growth and
development.

Following the OECD definition, retirement savings vehicles are defined as assets in pension funds, employers’ book
reserves, pension insurance contracts and funds managed by banks and investment funds, and other vehicles that
provide or facilitate retirement savings.

Partial funding is also possible and represents a combination of these two types. Pension funds can exist under both
systems, but we will mainly address them under a funded scheme.

A complete discussion of these factors goes beyond the scope of this report. The interested reader can refer to Barr and
Diamond (2008g) and Clements et al. (2014).

For a summary of the recent empirical literature see Box 3 at the end of this report as well as Thomas and Spataro (2016).
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IV.

IV.1

Privatisation and Economic Growth

SOEs are important players in the global economy. The IMF recently started compiling and analysing data
on public sector balance sheets for 38 countries. Its estimates suggest that public sector assets in these
countries are worth US$103 trillion or 216% of GDP (J. Harris & Senhadiji, 2019). Total liabilities stand at
US$93 trillion, with over 23% of this due to current pension obligations. SOEs are becoming more and more
important, with assets totalling US$45 trillion. This accounts for 20% of total assets of the world’s largest
20 firms in 2018, up from just 5% in 2000 (IMF, 2020). The SOE sector is also providing crucial services and
investments in emerging markets and low-income developing countries. The World Bank, for example,
estimates that SOEs provided 55% of total infrastructure investments to this group of countries in 2017
(World Bank, 2017). The same report states that ownership structures have evolved, with a mix of public
and private ownership amongst 60% of the largest SOEs. Furthermore, the IMF estimates that improved
management of public non-financial corporations and financial assets could increase revenue from these
assets by 3% of GDP annually (IMF, 2018).

Extensive research has been published on the effects of privatisation on company performance.”® For
example, early work analysed the sales of SOEs in developed economies in the 1980s and the 1990s,
including how this affected efficiency and competition. The research found that privatisation generally
had positive effects on the performance and corporate governance of the companies in question. More
recent literature, however, has included an analysis of privatisation in emerging and developing
econo-mies, including China, and come to a more nuanced conclusion. Crucially, the importance of
regulatory and institutional preconditions for successful privatisation was made apparent (Estrin &
Pelletier, 2018). SOEs with a mix of private and public ownership were also found to be more
productive than SOEs that fall exclusively under public ownership (IMF, 2020). Indeed, well-
functioning SOEs are important for productivity and economic development, particularly in
countries where they dominate specific industries and services. Policymakers should, therefore,
consider policies that ensure the productivity of SOEs and allow for successful privatisation, if
appropriate. Cost-benefit analysis of asset transfers to pension funds from the perspective of different
stakeholders (the pension system, the government, the wider economy) constitutes an interesting
avenue for future research.

Arguments

In this section, we present a series of arguments supporting privatisation through pension funds. Each
argument is discussed with respect to recent research.

Creating Large Domestic Investors

By pooling the savings of multiple individuals, pension funds can achieve significant scale and become
important actors in their domestic financial markets. From the end of 2010 to the end of 2020, global
assets in retirement savings plans almost doubled from US$30 trillion to US$56 trillion, respectively
(OECD, 2021). Countries with a young pension system, in other words those that have an expanding
contributor base and relatively low pay-out obligations, experienced particularly strong growth." This
can be expected in the early stages of the system, assuming that a broad part of the population
contributes to it.

The newly created pension funds would constitute domestic investors and offer a source of long-term
capital in the local currency. The increased supply of capital in the local currency would reduce a country’s
dependency on foreign capital, as well as its sensitivity to exchange rate risk. In fact, there is evidence of a
home bias in the asset allocation of pension funds, meaning that they invest more in domestic assets than
the home country’s share of global financial assets (OECD, 2019a). Understandably, domestic investment
is crucial to any debate about pension funding and economic growth. Barr and Diamond (2008e) note that
domestic investment is key to the positive effect of funded pensions on economic growth. In addition to
providing capital, pension funds can become influential actors in financial markets, with any investment
from a large pension fund being seen as a positive sign by other potential investors. Jara et al. (2019), for
example, compare publicly listed firms in Chile that receive domestic pension fund investment and those
that do not, and find that firms in which a pension fund invests are more likely to use public bond markets
to issue debt, and often at a lower cost.

10 A full review of research on privatisation lies outside the scope of this report. For a review of existing literature, see Estrin
and Pelletier (2018) and IMF (2020).

11 Other factors that can drive asset accumulation include investment returns and legislation on coverage and
contributions.
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IV.3

Although methods and results diverge to some extent, academic research has generally found a positive
and significant relationship between funded pensions and capital market development.”” Most of these
studies focus on developing economies, particularly those in Latin America, since several countries in
the region instituted funded pensions over the last five decades. This positive relationship has been
evidenced by increased demand for domestic securities, both equity and debt, and improvements in
the functioning of financial markets (Thomas & Spataro, 2016), meaning that pension funds can assist
in the development of a local financial centre. While it is unlikely that pension funds will support capital
market development if no financial infrastructure exists (see section V.5) or where capital markets have
already fully developed, capital markets that find themselves between these two extremes could benefit
from the introduction of pension funds.

Pension fund policy and regulation, however, must strike a difficult balance. On the one hand, financial

gains from international diversification could be significant, especially in developing economies, and

foreign investment is necessary for risk mitigation. On the other hand, channelling savings into foreign

markets might increase the cost of capital domestically and negatively affect long-run economic growth

in the home country (Barr & Diamond, 2008e). Naczyk (2016) argues that creating large domestic share-
holders to i) provide long-term capital and ii) shield French companies from the influence of foreign
investors were key factors leading to the partial privatisation of the French pension system in the 1980s
and 2000s. This illustrates that domestic pension funds can support the building of local capacity and
financial markets while reducing the dependency on foreign investors.

Creating Institutions with a Development Mandate and Endowing them with Assets to Manage

The concept of pension funds impacting economic growth through investment activities can be likened
to the basic concept of SDFs (See Box 1). While Singh Bachher et al. (2016) suggest that an SDF could be
used to cover shortfalls in public pension systems, thereby ensuring intergenerational equity, our idea
goes a step further. We argue that the objectives of a pension fund could include national development
and partially share goals with SDFs. One example of a pension institution with a local development
mandate is South Africa’s Public Investment Corporation (PIC). At the end of March 2020, 98.2% of the
US$107 billion that it had under management came from pension funds for public employees, with the
largest being the Government Employees Pension Fund. As well as managing these pension savings,
PIC has an explicit mandate to foster domestic development, namely job creation and infrastructure
development (PIC, 2020).

By adopting a“wealth creation” strategy, pension funds could take on a similar role to SDFs in countries

with limited financial markets. Bruce-Clark and Monk (2017, p.44) define such a strategy as”...catalyzing

new enterprises and industries or driving efficiency and innovation in older industries, or infrastructure

or real estate projects that contribute to the dynamism of an economy.” As their assets grow and their
investments become more diverse over time, these large investors could develop capabilities to identify

synergies and emerging players in the domestic market. This would then allow them to accelerate their
development and identify key sectors needing support. The success of such a strategy, however, hinges

on the quality of management and the governance framework of the funds. Without skilled managers

and investment professionals, pension funds are less likely to take advantage of local capabilities and

have sufficient knowledge about the domestic economy and economic environment. Similarly, sound

governance processes are necessary to ensure that pension savings are not misallocated or misappro-
priated. It is, therefore, paramount to develop the right regulatory framework, ensure the arm’s length

principle, and carefully consider the domestic environment of each country individually when assessing

the feasibility of such a solution.

Endowing the Pension System and Investors with Capital from the Start

Endowing a nascent pension system with assets from the start could increase the chances of financial
success. As Clark and Monk (2019) highlight, a large asset base can positively affect the performance of
an investment strategy. Furthermore, assets of a certain quality on the balance sheet would enable the
newly created funds to take out credit against those assets and thereby generate more transactions. They
would be able to undertake large-scale investments and establish a long-term strategy sooner.

As illustrated by the case studies at the end of this report, governments have sold assets to address
shortfalls in pension funding. Endowing a pension system with these assets, however, could provide a
more long-term solution as it would allow for steady future revenue rather than a one-off government
payout.

12 See Thomas and Spataro (2016) for a literature review.
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IV.5

Democratising Wealth

The relationship between privatisation and income inequality is now receiving greater attention amongst
scholars. A noteworthy discussion of this relationship is offered by Estrin & Pelletier (2018), suggesting that
both the mode of privatisation and ownership post-privatisation can have an impact on income inequality
(2018). privatisation at the end of the communist era, for example, played a role in creating the high
con-centration of wealth that is observed in Russia today (Novokmet et al, 2018). Likewise, the
distribution of company shares amongst a large part of the population often failed to yield good returns
for the nation’s citizens. This is evidenced by the voucher programmes carried out in Russia and the Czech
Republic, which have resulted in a high concentration of ownership amongst a small segment of the
population (Birdsall & Nellis, 2003). Ideally, privatisation would strive for both maximizing the value of
the asset and ensuring equal distribution of benefits; however, research has identified a trade-off
between efficiency and equity goals in the context of privatisation. While transferring public assets to a
small group may be undesirable, especially when it confines many of the benefits to said group, evidence
shows that companies experience the positive effects of privatisation more acutely when assets are
transferred to a small group rather than the broader population (Estrin & Pelletier, 2018).

privatisation via pension funds could offer a middle ground. In this scenario, the asset would be
trans-ferred to a small number of specialized institutions (or one single institution), which would then
preside over operations or appoint a suitable management team. The revenue from said asset would
ultimately benefit future retirees, and thus, a larger segment of the population. In this respect,
privatisation through pension funds can be considered a way to democratize wealth and contribute to
the goals of equity and wealth redistribution. The asset can eventually be sold to a non-pension fund,
the proceeds of which would feed into the retirement system. An example of this can be seen in the
Queensland Motorways deal, which is described in the appendix.

The question of ownership of formerly government owned assets is also an important dimension to
consider. privatisation via domestic pension funds would ensure that assets remain in the hands of the
domestic population. Although privatisation amongst foreign owners appears to increase efficiency
more than privatisation amongst domestic firms in developing economies, it could have adverse
con-sequences for the long-term development of the country (Estrin & Pelletier, 2018). Estrin
and Pelletier (2018) also note that privatisation through an IPO is unlikely to succeed in countries
with limited capital market development. Transferring the assets to pension funds in the early stage,
instead, could support the development of the financial infrastructure and regulation needed for a
successful IPO at a later stage.

Finally, an alternative scenario could see the government outright sell the assets to outside investors and
then transfer the proceeds to the pension funds, mandating them to invest these in stocks, bonds and
other assets. Note that transferring assets directly or transferring the proceeds from their sale to pension
funds are not mutually exclusive. A government seeking to strengthen its pension system could use both
approaches depending on the asset. However, for some public assets, such as national
infrastructure, there might be little political will or opportunity to outright privatise. In these cases,
transferring the asset itself is a more feasible approach. Furthermore, contrary to the sale of the asset to
outside investors, a transfer to pension funds ensures that a broad spectrum of the population
remains the owner while, given the right conditions, professionalizing the asset’'s management.

Easing Transition Costs

Establishing a funded pension system will, of course, involve transition costs, especially if all citizens are due
to receive benefits via the new scheme.” The question remains: who will fund existing retirees and those
soon to retire who have not contributed to the new system? These transition costs can often be significant
and long-lasting, asillustrated by forecasts that the Chilean government will spend 4.2% of GDP on pensions
in 2050, despite the country having switched to privately funded individual accounts in 1981 (Standard &
Poor’s, 2016). The issue of transition costs is important, irrespective of whether a pension system existed
in the country before the introduction of funded pensions. If no pension scheme existed, the government
would still be left with a generation of retirees that contributed very little, if at all, to the new pension system.
If a PAYG system had existed, then one generation would have contributed to the old PAYG system and
reasonably expect to receive benefits from the government. Transitioning to a funded pension
scheme, however, means that the government will see lower contributions, if any, from the working
population in the future. In both cases, the retirement of one generation needs to be financed without
having contributions from the corresponding working population.

13 See Barr and Diamond (2008f) for a full discussion of transition costs.
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This leaves the government with several options for that generation. First, the affected generation could
be left without a pension, but for obvious reasons, this is undesirable. Second, the government could
raise taxes or emit new debt to finance this transition cost, effectively shifting the burden to current and
future workers. Such an approach, however, could raise concerns about government debt. A third option
is to transfer assets, such as bonds and shares, from the government to the pension system. Revenue from
these assets can then be used to finance the retirement of the generation that has only contributed to
a limited extent. Not only would this strengthen the new funded pension system, but it would also lead
to other positive developments in the long term (see section Il1.1).

IV.6 Dedicating Revenue to the Pension System

When public assets are transferred, the associated revenue no longer forms part of the public budget
and instead becomes dedicated to pension accumulation and disbursement. This reduces the risk of
funds being used for purposes other than pension financing and governments not fulfilling their finan-
cial obligations to the pension system. Such obligations arise in the context of government-sponsored
retirement plans for public employees, which are found in many countries. When it comes to defined
benefit plans, however, this creates a liability for the sponsoring institutions.™ If the value of these ben-
efits cannot be covered by individual contributions and investment returns, the law will often demand
that the sponsoring institution transfers resources to the pension system to limit unfunded liabilities.
The degree to which these payments are made can vary significantly across countries and sponsoring
institutions, though it often leaves significant commitments outstanding.

Deficits in p ension funding are not uncommon and have previously b een addressed through asset
transfers. Examples of this include the Batterson Park and New Jersey Lottery transactions, which are
detailed in the appendix. In other instances, such as the Allentown case (also in the appendix), govern-
ments have sold assets to non-pension funds to address funding deficits. Still, endowing the system with
revenue-generating assets would mitigate the risk of ending up in such a situation. Barr and Diamond
(2008e) state that the advantages of having a dedicated funding source for the pension system could
include increased security for workers, a longer and more predictable planning horizon, and pension
wealth protection against possible short-run fiscal priorities.

While separating the pension system from the public budget may offer some protection, governments
can still influence the pension system by changing legislation. Several countries, for example, allowed
citizens to withdraw a proportion of their pension savings in early 2020 and 2021 to alleviate shortfalls in
income during the COVID-19 pandemic—a practice that was labelled as “populist” and “bribing citizens
with their own money” (Financial Times, 2020) in the context of some Latin American countries. Although
early withdrawals can be beneficial in some cases, including real estate financing, policies need to be
designed carefully. After all, there have been instances where pension fund assets have been national-
ized by governments (Naczyk & Domonkos, 2016), and corporations have extracted resources from the
company pension fund (e.g., in the UK)."” In some of the aforementioned cases, the government has had
to cover the resulting deficit.

Iv.7 Reducing Corruption

privatisation through asset sales has often been marred by corruption and a general lack of transparency.
An example of this can be seen in the so-called “loans for shares” programme that was carried out in
Russia, enabling well-connected individuals to acquire large stakes in the country’s most important
firms at a price well below market value (Megginson, 2000). privatisation through pension funds could
potentially reduce corruption since the new owner (i.e., the pension fund) would hold assets on behalf of
a large share of the population. Benefits would, therefore, be distributed more equitably and, depending
on the incentive structure, the fund’s management team would also be less inclined to deviate from what
was in the best interest of its customers.

14 In defined benefit systems, the employee is promised a pre-defined level of benefits upon retirement, thus creating a
liability for the pension system. In a defined contribution system, no such guarantee is made.
15 See Barr and Diamond (2008f, p.157 ff.).



V.1

V.2

Corruption and/or mismanagement at the pension fund level is, of course, a notable concern. Singh
Bachher et al. (2016) argue that involving the public in the success of an SDF might encourage greater
transparency and accountability in the fund’s operations while reducing political interference. In that
respect, pension funds, which are often subjected to greater public scrutiny due to their large member-
ship base and societal importance, are likely to be discouraged from committing fraud. This might also
be a possible outcome at the asset level since both the governance and performance of transferred
assets will be of greater interest to the public. Moreover, the presence of large pension funds in domestic
capital markets has the potential to influence corporate practices. If, for example, pension funds were
to implement high governance requirements, corporations would look to improve practices to qualify
for investment.

Other arguments look at isolating assets from corrupt governments by transferring them to pension
funds. Baum et al. (2019), for example, conclude that government corruption harms all firms, though it
is more pronounced for SOEs. If the governance framework of the pension funds is well defined and less
prone to corruption than that of the original owner, the asset could become more productive following
the transfer.

While there is no direct evidence of the prevalence of corruption regarding asset transfers to pension
funds and SWFs, one cannot overlook the risk. Governments should turn to international experiences to
understand and implement best practices. In fact, having strong and independent regulatory institutions
is pivotal to reducing corruption throughout the privatisation process and the time thereafter (Estrin
& Pelletier, 2018). Indeed, the importance of the arm’s length principle between governments and the
pension industry cannot be overstated.

Potential Limitations and Issues to Consider

In this section, we discuss the limitations and issues to consider when looking at privatisation through
pension funds and the establishment of funded pensions more generally. A complete discussion of the
latter goes beyond the scope of this report; however, we refer the interested reader to the literature
referenced in this section.

Conflicts of Interest and Political Interference

Stakeholders with diverging interests, such as trade unions, politicians and managers of both financial and

non-financial firms, may look to influence a pension fund’s asset allocation and engagement with outside

actors (Naczyk, 2016). Even in the case of SDFs, which tend to be more aligned with the government than

traditional SWFs, Bruce-Clark and Monk (2017) emphasize that operating at arm'’s length is paramount to

success. It is, therefore, crucial to devise mechanisms that shield the pension funds from political interfer-
ence. Andonov et al. (2018) found that US public pension funds with more state officials on their boards,
meaning stronger political representation than comparable public pension funds, see a lower return on

their private equity investments. Similarly, Bradley et al. (2016) found that US state pension funds invest

more in local firms that either make political contributions to state politicians or engage in lobbying

activities, which negatively impacts fund performance. They also found a correlation between the number
of politically appointed board members and the strength of the bias towards politically connected firms.
The study provides tentative evidence showing that a higher proportion of political board members

receiving large contributions from the financial industry is associated with lower returns. This issue is

highly relevant in practice. For example, South Africa’s PIC, which is often considered a successful example

of an SWF, has recently been embroiled in a controversy relating to political interference, adding greater
weight to these concerns (Cotterill, 2019).

Reduction of Government Revenue

When a government transfers assets to a pension fund, the revenue from said assets will no longer
be available for public spending. Then again, one could argue that the government already uses this
revenue to benefit the population, so this kind of asset transferral would only constrain the government.
Generating added value for citizens does, of course, rely on the assumption that the asset’s value can be
increased post-transfer, and that endowing the pension system with these assets will lead to an overall
increase in productivity.

Kickstarting a Pension System Through Privatisation
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V.3

V.4

Managerial Expertise, Governance and Local Financial Sector Capacity

The positive outcomes described in this report demand that pension fund managers be able to
make decisions that increase the value of their holdings. Improving the management of large assets
requires a certain level of managerial skill and operational expertise. We cannot assume that pension
fund managers will necessarily make choices that foster retirement security or economic growth.
Appropriate regulatory and governance frameworks are, therefore, needed to promote sound invest-
ment practices. The presence of sufficient local management expertise to improve an asset’s value
is another necessary pillar of the ideas we describe. This condition needs to be carefully evaluated
before engaging in asset transfers. Equally, some level of domestic financial market infrastructure is
required before establishing pension funds. Barr and Diamond (2008e) note that funded pensions are
unlikely to affect economic growth in two polar cases, one where highly developed capital markets
exist and one where there is no financial infrastructure at all. For the majority of other cases, however,
the arguments described in this report can be applied. Nevertheless, the situation would have to be
assessed on a country-by-country basis.

Indeed, pension funds might need disposable capital to implement a successful strategy. Assets that
have not yet fully developed may require time, capital and management efforts to generate positive
cash flow. In some cases, the cash flow might even be negative in the beginning. Pension funds need the
necessary resources to cope with such situations. This might be easier to manage in the early stages of the
system since the pension fund would not have to pay out large benefits while the population is still young.
Transferring assets would also enable a pension fund to take out debt against said assets. If, however, these
assets are sold instead of transferred to the pension fund, it would need to have sufficient liquidity, not
only to purchase the asset but also to pay out pension benefits. The required capital can be substantial,
especially for infrastructure facilities, with further capital undoubtedly being needed for maintenance
and improvements. Moreover, if the transferred asset or company provides essential services or fulfils a
function that is in the public interest, the government may impose restrictions on usage charges or other
elements that might affect the profitability of the asset.

Financial Regulation

A sound and holistic regulatory environment is crucial for the success of a funded system. After all,
regulation can have unintended consequences for pension fund asset allocation. In the US, for example,
afund may employ a higher liability discount rate if it was to invest in riskier assets. According to Andonov
et al. (2017), this regulatory incentive explains why public pension funds with a less favourable funding
ratio tend to invest in riskier assets, and also find a negative impact on fund performance. Policymakers
should, therefore, look to international experiences to identify best practices for pension reform and
pension fund regulation.

Performance incentives for the pension fund industry need to be clearly defined. Governments need to
design incentive schemes carefully to be conducive to the interest of pension fund managers in raising
asset value.' Likewise, associated fees are a matter of importance for pension savers, especially since
they compound over time. Barr and Diamond (2008d) calculate that a 1% annual charge will reduce
accumulated pension savings by approximately 20% after 40 years.

Importance of Assessing the Country-Specific Environment at the Time of Reform'’

International experiences have shown that pension reforms are unlikely to achieve their goals if the
country-specific regulatory conditions and development stages are not given sufficient attention. In the
1990s, the World Bank consulted and supported a number of countries on pension reform. The institution
encouraged a three-pillar framework that was comprised of (1) a publicly managed and tax-financed
pension scheme, (2) a privately managed, funded pillar and (3) voluntary retirement savings accounts.
Policymakers should look to international experiences with the design of funded pension schemes to
avoid repeating mistakes made in the past.

16 Itisimportant to point out that maximizing an asset’s value might not maximize welfare.
17 A complete discussion of preconditions for a funded pension system goes beyond the scope of this report. The reader

may refer to Barr and Diamond (2008a), among others.
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V.6

In an evaluation report of these activities, published in 2006, the World Bank recognized that in some
cases, it recommended the three-pillar structure, even though the country lacked several important
characteristics, such as the appropriate economic, regulatory and financial market framework (Andrews,
2006). Another shortcoming related to the recommendations to establish funded pillars in countries that
had poor corruption indicators. After all, funded pillars were unlikely to succeed if the government had
already accrued a large amount of debt at the time of implementation; hence, pension reforms failed
and, in some cases, were even rolled back. The large fiscal burden that stemmed from the transition to
a funded pension system was identified as an important driver of these reversals in several Central and
Eastern European countries (Wilson Sokhey, 2017). One of the main arguments from the World Bank in
favour of its reform proposal was the expectation that the multi-pillar structure would boost growth
by increasing savings and deepening capital markets. However, this expectation was only met in a few
countries."

This reveals a dilemma between pension reform and the conditions of the domestic financial infra-
structure. On the one hand, a policy programme aimed at improving financial and insurance markets,
coupled with pension reform, can have positive effects on the functioning of these markets, including
corporate governance, legislation and regulation (Barr & Diamond, 2010). On the other hand, financial
and institutional frameworks need to be functioning at a sufficient level to allow a capitalised pension
system to develop successfully. Therefore, the state of a country’s financial infrastructure is crucial for
assessing the creation of pension funds. Given the right conditions, a positive feedback effect between
the pension funds and the financial infrastructure can develop.

Financial and Operational Risk

By tying future pension benefits to the performance of pension funds, governments are exposing
pension savers to capital market risks. Although pension funds have seen positive returns in the past,
appropriate regulation of their activity is necessary. The OECD reports that pension funds have achieved a
real positive average annual return in 23 out of 27 reporting countries between 2005 and 2020 - a period
thatincludes the 2008 global financial crisis. Between 2010 and 2020, only three of 40 reporting countries
reported a negative average annual return (OECD, 2021). Furthermore, pension funds in countries with
early-stage financial markets are likely to become important investors in the domestic financial sector.
Some researchers point to the potentially negative effects of pension funds on capital markets, such
as increased price volatility, reduced liquidity and decreased bank financing, especially where pension
funds dominate the domestic financial landscape."”

Lastly, transferring assets to pension funds also entails transferring the associated operational risks. If
the pension funds mismanage the assets, the result could be worse for the population than the initial
situation. Therefore, the funds need to have the necessary expertise to properly manage the asset. Selling
the assets to outside investors and simply transferring the proceeds to the pension funds would not
transfer this risk to the pension system. However, the potential benefits outlined in this report can make
it worthwhile to take the risk. Furthermore, as already mentioned above, in some situations an outright
sale of the asset might not be an option.

18 For a more detailed discussion, see Andrews (2006) and Barr and Diamond (2008a).
19 See Thomas et al. (2014) and Hu (2012) for a discussion and further references.



Conclusion

Many developing countries face the dual challenge of creating pension systems for a growing population
and privatizing large state-owned assets. This report argues that both challenges can be partially and
simultaneously addressed by establishing pension funds and endowing them with state-owned assets,
such as land, companies or infrastructure. These institutions would then be responsible for managing the
assets and benefit from future revenues, including any proceeds from a potential sale. Several arguments
support this idea, though we must recognize that such a scheme is not a one-size-fits-all solution and
does need to be evaluated on a country-by-country basis. Strong regulatory and governance frameworks
as well as sufficient expertise at pension funds to manage the assets are particularly important for the
concepts we describe. Policymakers should look to international experiences to avoid the same mistakes
when designing a funded pension system.

Creating large domestic pension funds and endowing them with assets could facilitate the development
of both domestic financial centres and capital markets by establishing important domestic investors.
Pension funds can also become a crucial source of long-term capital needed for economic development.
Asset transfers could provide the newly created pension funds with the capital needed to make sub-
stantial investments sooner while helping to ease the transition costs associated with a funded pension
system in its early stages. Transferring assets and earmarking their revenue for future pension payouts
can limit the risk of eventual funding gaps, which are already being seen in many countries. Simultane-
ously creating or strengthening existing safeguards, such as national regulators, governance rules and
regular audits, will also be paramount to prevent corruption and the misallocation of resources. Such a
privatisation scheme does not necessarily guarantee that a pension system is well designed, but it can
facilitate its growth in the early years.

Crucially, privatisation through pension funds constitutes a form of democratizing the nation’s wealth. By
using the assets to effectively finance the population’s retirement, any revenue will be shared by a large
segment of the population. This is an important difference from traditional privatisation through
pension funds can, therefore, facilitate the establishment of a universal pension system while
promoting economic growth.

Recent Empirical Evidence on Funded Pensions and Economic Growth

The empirical literature on funded pensions and economic growth is somewhat scarce and offers
diverging conclusions.

Bijlsma et al. (2018) analysed 34 OECD countries between 2001 and 2010 and concluded that
firms in sectors that have a higher dependence on external financing grow stronger in countries
with a large pension asset pool. The authors, however, note that the generalization of this finding,
which aggregates output levels, may not be appropriate.

Davis and Hu (2008) study a panel of 38 OECD countries and emerging economies by using a
modified Cobb-Douglas production function. They identify a positive relationship between the
ratio of pension fund assets to GDP and output per capita, with a stronger effect in EME countries
than OECD countries.

Altiparmakov and Nedeljkovic (2018) analyse a panel of 36 countries in Latin America, Eastern
Europe and Central Asia between 1990 and 2013. Of these countries, 20 undertook some form of
pension reform during the sample period. Using a difference-in-difference approach, the authors
compare reforming and non-reforming countries, but find no significant effects of pension reform
on economic growth.

Finally, Zandberg and Spierdijk (2013) do not find any short-term effects of funded pensions on
economic growth, though long-term consequences are mixed. The authors highlight that most
of the theoretical effects of pension funding on economic growth are long-term effects.
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APPENDIX

Case Studies Of In-Kind Asset Transfers To Pension Funds

Batterson Park, Hartford, Connecticut, USA

Originally owned by the City of Hartford, Connecticut, Batterson Park is a public space that is based
largely outside the city’s regional jurisdiction. It generates revenue from entry fees, but since 2016, the
park has been closed to public access due to liquidity constraints (Fitch, 2017).

In 2017, ownership of 86 acres of the park was subsequently reassigned to the city’s pension fund for
municipal employees. This in-kind transfer was intended as a replacement to the city’s regular US$5
million contribution and was a part of a broader effort to reduce the city’s budget deficit of US$48.5
million (Fitch, 2017).

The land was put up for sale (or lease) in 2019, with the proceeds being channelled into the pension fund.
At the time of writing, the terms of this sale (or lease) have yet to be confirmed (Seay, 2019).

The UK National Lottery

The Gambling Commission, which is part of the UK Government, grants a fixed-term licence to any
company seeking to operate the National Lottery.

In 2010, the Canadian Ontario Teachers’ Pension Plan (OTPP), one of the largest pension funds in the
world, acquired the Camelot Group plc (Camelot) for an estimated price of GB£389 million (US$603
million). Prior to its acquisition, Camelot was awarded a ten-year licence to operate and run the UK
National Lottery. This licence was then extended for another four years in March 2012. Camelot, which
formed in 1994 as a consortium to bid for the franchise, has held the exclusive rights to operate and run
the UK National Lottery since its inception.

The OTPP acquired Camelot on behalf of its Long-Term Equities Division, which targets investment oppor-
tunities with a steady cash flow and potential for growth in the long term. The division actively engages
with the management of OTPP’s portfolio companies to foster long-term business growth (OTTP, 2010).

The Gambling Commission did have to approve the sale, with the OTPP’s plan to maximize revenue
being a key factor in its decision (National Lottery Commission, 2011). Lottery revenue is important to
the public sector, given that 95 % of it is set aside for prize money, community projects and other good
causes. Of the remainder, approximately 4% is used to cover running costs and 1% is retained as profit
(National Lottery Commission, 2022).

Interestingly, the UK government was one of the original shareholders of Camelot through the formerly
state-owned company Royal Mail. Thus, this deal represents the sale of a partially state-owned company
to a foreign pension fund and illustrates the theme of this report.

The National Irish Lottery

In 2012, the Irish Government announced that companies were to compete for the next National Irish
Lottery licence, requiring an upfront payment to the Irish state. This was done as a means of generating
revenues to finance various job-creating projects, such as the Wild Atlantic Way and the National Sports
Campus. Under this licence, its annual contribution to good causes is set at 65 % of gross gaming revenue
(i.e., total sales minus prizes).

Premier Irish Lotteries (PLI) was then founded in 2013 by a consortium comprising of An Post, An Post
Pension Funds and the OTPP in order to bid for this licence. It was selected as the preferred candidate
in 2014, given that it met all essential requirements and had submitted the highest licence fee proposal,
amounting to EU€405 million. Now, An Post and the OTPP are jointly managing the National Irish Lottery
for a period of 20 years, drawing on the experience of Camelot (see the case about the UK National
Lottery).
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Allentown, Pennsylvania, USA

In April 2013, the City of Allentown was facing a pension liability that could have consumed up to one-
third of the city’s general fund budget by 2015 (Paul, 2013). To address this issue, the Allentown City
Council tried to generate up-front revenue by leasing its water and wastewater systems to the non-profit,
quasi-public agency, Lehigh County Authority (LCA) (Gilroy, 2015). LCA’s bid of US$220 million proved to
be the highest amongst the seven other bidders (Sieger, 2020).

To complete the transaction, LCA issued US$220 million in bonds to the City of Allentown for the rights to
manage its water and wastewater system for a 50-year period. The deal stipulates that the city is also to
receive annual royalties of US$500,000, which is due to take effect from year four. The City of Allentown
has so far used approximately US$160-180 million to reduce its pension deficit and US$30 million to pay
off existing water and wastewater system debt.

Each year, LCA expects to collect more money than it spends on these systems, which will cover bond
costs and help to build a reserve for eventual upgrades. The onus of maintenance, equipment purchases
and infrastructural repairs, moreover, will no longer be on the city or its budget.

Philadelphia Pennsylvania, USA

In 2013, the City of Philadelphia agreed to sell Philadelphia Gas Works (PGW) to UIL Holdings Corporation
for US$1.86 billion. Once all costs had been covered, the City was expecting to have around US$424-631
million remaining (Shelly, 2014), which the mayor intended to use towards reducing the funding gap
faced by the City’s municipal pension fund.

Despite this agreement, the sale required approval from Philadelphia City Council and the Pennsylvanian
Public Utility Commission. The council concluded that the risks of selling the utility outweighed the
stated benefits and as a result, the sale was terminated in October 2014 (Maykuth & Vargas, 2014).

New Jersey Lottery, USA

The New Jersey Lottery Enterprise is owned and operated by the State of New Jersey. Its original purpose
was to provide revenue-generating entertainment to fund education and state institutions.

In April 2017, this asset was transferred for a period of 30 years to New Jersey’s three largest state-ad-
ministered pension funds, which valued it at US$13.5 billion. Although the Lottery continues to be
administered by the State, all net revenues remain with the pension funds as opposed to flowing into
the general State budget (Lottery, n.d.).

This step was taken to address the State’s historic and unfunded pension liabilities. As a result of the
transaction, the funded proportion of its pension system increased from 45% to 59% (KBRA, 2017).

Queensland Motorways, Australia®®

Queensland Investment Corporation (QIC), which is owned by the Queensland Government, was origi-
nally established to manage the pension funds for state employees. Nowadays, however, it represents a

wide variety of institutional investors. In 2011, the government transferred Queensland Motorways Ltd.
(QML) to QIC under a long-term concession, having valued the asset at AU$3.088 billion (US$3.181 billion).

At the time of the transfer, the Queensland Government sold five public assets to address its budget
shortfalls. The defined benefit fund for public employees, for example - which is managed by QIC - had
a funding deficit of AU$1.4 billion in 2010, meaning that it was legally entitled to a government cash
injection. Unfunded pension liabilities were one of the main reasons that rating agencies downgraded
Queensland’s credit rating in 2009. The government had been unable to fulfil its financial obligations
to maintain the motorway and hence, the transfer allowed it to address two issues simultaneously: (1)
shortfalls in pension funding and (2) maintenance of the asset itself. Still, notwithstanding government
assurances that toll growth for QML would not exceed the rate of inflation, public opposition to the
privatisation plans soon emerged.

QIC implemented numerous operational changes at QML, including changes to its management, gov-
ernance framework and compensation scheme. The new owner made improvements and additions to
the system and eventually sold the asset to a private consortium? for AU$7.057 billion (US$6.351 billion)
in 2014.

20 Based on Bennon et al. (2017).
21 Consisting of Transurban, the Abu Dhabi Investment Authority and another Australian pension fund.



Three of the key arguments in favour of an in-kind asset transfer were:

1. Limiting the downside risk of a competitive bidding process (or rather, the risk of the government
not realizing its full value).

2. Balancing the government budget by avoiding the traditional transfer of capital to QIC.

3. Keeping the asset under public ownership via QIC, thereby mitigating conflict with stakeholders
regarding privatisation.

Policy

China

SOEs remain key players in the Chinese economy and drive the global growth in SOE assets. In 2017,
domestic SOE assets represented over two times domestic GDP (IMF, 2020). The Chinese government
has also used SOEs on multiple occasions to strengthen its developing pension system.

In their proposals for pension reform in China, Barr and Diamond (2010) stress that the transfer of SOEs
reduces the required level of financial subsidies for the pension system. They also highlight the potential
for the National Social Security Fund (NSSF) to become a significant long-term shareholder through a
continuation of this process. It would then be able to promote improved governance among SOEs while
encouraging enterprise and regulatory reform.

To address transitional costs from the 1998 pension reform, China transferred some of the shares of its
SOEs to the NSSF in 2003. In 2009, the government then legislated that all SOEs and partial SOEs listed
on the stock exchange after 2005 would be obliged to transfer 10% of their IPO shares to the NSSF (Barr
& Diamond, 2010). In 2019, the Ministry of Finance finally announced plans to significantly enlarge the
number of SOEs, with 10% of shares being transferred to the fund. As of that year, the equity transfers
of 55 SOEs under this scheme totalled RMB660 billion (KPMG, 2020b). This last step was explicitly taken
to shore up the fund in anticipation of increased financial pressure on the pension system, namely due
to a shrinking workforce and an ageing population.
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