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Abstract

The principal aim of this paper is to describe precess of liberalization of the pension

systems in Central and Eastern Europe, in termsotf the basic system structure and the
regulations applied in relation to pension fundbe Tollowing issues are addressed: the
universality of participation in the various pikaof the pensions system, the amounts of
pension contributions, public engagement in tha afgpensions provision, investment limits

for pension funds, systems of remuneration for enfund management companies, and
guaranteed rates of return for pension funds. T ection of the paper contains overall

conclusions relating to both positive and negattemsequences of the liberalization of

pension provision, and an attempt is made to autlive changes which ought to occur in

further reform of the pensions systems of the gostimunist countries.

1. Introduction

An omnipresent social and economic problem for ¢batemporary economies of many
countries in Europe and worldwide is that of theeiag society. Current and projected
demographic trends will lead, in the longer term,very unfavourable ratios between the
numbers of people of working age and over retirdnagye. The growing population above
retirement age forces an increase in the total gipension benefits paid. The main reason
for this is the projected more than twofold growttihe ratio of the number of people aged 65
and over to the number aged 20-64 (from 23.8% ényiar 2000 to 49.9% in 2050). The
distributive PAYG (Pay As You Go) pensions systemal has been popular hitherto, based
on the principle of solidarity between generatiaagjot resistant to the current unfavourable
demographic changes. A capital-based system, oothie hand, would to a large extent be
resistant to these changes. This makes it necessasform pensions systems which are
based too much on inter-generation solidarity. Téferms carried out are moving in the

direction of a capital-based system, though nohetkealso based to a greater or lesser extent
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on distributive principles. The usual compromisduson is a three-pillar system. Such
systems have been functioning since the end o2@tie century or start of the 21st in many
countries of Central and Eastern Europe which ha@aently become members of the
European Union or are seeking membership. Refoontiset system of pensions provision are
still continuing in those countries, often makitghecessary to answer the question of how
much the regulations in this area should be lilmzd| particularly at a time of financial
crisis, which although it is the first serious periof downturn on the financial markets since
the pension funds began operating in the post-camsnaountries, will certainly not be the
last.

The objective of the present paper is to analiieeprocess of liberalization of the
pensions systems of the countries of Central asteEaEurope and the negative and positive
aspects of that liberalization, as well as the opmities and threats associated with it. The
various areas of liberalization are described, adl \as their impact on the effective

functioning of the pensions system, in particulangon funds.

2. Reasonsfor pensionsreform

The dynamic socioeconomic development seen indbatdes of Central and Eastern Europe
since the start of the period of transformationads with it an increase in the well-being of
society. The most common measure of that well-bé&nger capita GDP, but it should be

noted that improvement in the standard and quaéfitife is reflected also in life expectancy.

Figures 1 and 2 show life expectancy at birth famen and men in selected countries of

Central and Eastern Europe.
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Visual examination of the above graphs shows ammbiguous upward trend in the life

expectancy of people living in the countries of Calmrand Eastern Europe.



The fact that people are living ever longer, and #tcompanying phenomenon of
decreasing natural population growth, are the raggtificant reasons why society is ageing.
The percentage of people in older age ranges @ntieg ever greater, and the population in
younger ranges is decreasing. The process of ttm@@f society in Central and Eastern
Europe is relatively dynamic in nature, as can éensfrom the demographic dependency

rate$ in the last fifteen years and projected valuesoupe year 2050 (Table 1).

Table 1. Demographic dependency rates in seleciaatites of Central and Eastern Europe
country/year 1995| 2000| 2005| 2010( 2015| 2020| 2025| 2030| 2035( 2040| 2045| 2050

Czech_ 19.3] 19.8| 19.8| 21.9| 26.8| 31.8| 35| 37.1] 39| 43.8| 51.2| 54.8
Republic

Estonia 20.2 22.4| 24.1| 24.7| 26.3| 28.7| 31.3| 33.4| 34.5| 36.6| 39.1| 43.1
Latvia 20.5 22.1| 24.1] 25.2| 26.3| 28.0| 30.7| 33.4| 34.9| 37.4| 39.9 44.1

Lithuania 18.5 20.8| 22.5| 23.4| 24.2| 26.0| 29.2| 33.4| 36.5| 39.3| 41.2| 44.9

Hungary 20.9 22| 22.8| 24.3| 26.7| 31.2| 34.5| 35.1] 36.9| 40.3| 45.9| 48.3

Poland 16.617.6| 18.7| 18.8| 21.7| 27.1| 32.8| 35.7| 37.1| 39.7| 44.3| 51.0

Slovakia 16.3 16.6| 16.3| 16.9| 19.1| 23.5| 28.1| 31.7| 34.2| 38.1| 44.5| 50.6
Source: OECD

If the values of the demographic dependency rat20@5 are compared directly with the
values projected for 2050, we notice that the nuodavourable trend in this indicator will
occur in the Czech Republic (an increase of 35r0gmeage points) and in Slovakia (increase
of 34.3 percentage points). The smallest growtth@indicator will probably be in Estonia
(increase of 19.0 percentage points) and Latvierdese of 20.0 percentage points). In each
of the analysed countries there will be a very vofmable change in the age structure of the
population, which will have a direct impact on tffi@eancing of pensions provision,
particularly in the distributive Pay As You Go pill where the pensions currently drawn are
financed from the pensions contributions of thoseantly working. The ever higher ratio
between the number of inhabitants of a country &fednd over and the number of working
age (15-64) means that there are fewer and fewsgl@®f productive age working for the
pension of one old-age pensioner. It should bedhttat the unfavourable demographic

trends described above are characteristic of thelavbf the European Union, and the

2 The demographic dependency rate is the ratioeohtimber of inhabitants of a country aged 65 ared tivthe
number aged 15—-64 (considered to be working age).
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demographic dependency rate for the whole EU witkease by around 27-28 percentage
points in the period from 2005 to 2050.

There are also other factors which have compethed governments of the post-
communist countries to carry through difficult acwktly — both economically and socially —
pension reforms. These factors, like the demogcapi@nds, have a highly unfavourable
impact on the financing of pensions provision undee distributive pillar. These are
primarily high unemployment, typical in the Centeald Eastern European countries in the
early phase of transformation, and political pressucausing the funds accumulated for
pensions provision to be used for completely d#iférpurposes. Macroeconomic factors
which stimulated reform of pensions systems alsduded the possibility of generating
demand for domestic securities, representing betht dorimarily issued by the state) and
equity, which assisted the privatization of stateegprises; and also increased levels of
savings. For this purpose capital-based pillarsewareated, including in particular the

“second pillar” based on obligatory membership efigion funds.

3. Structure of thereformed pensions systems and their degree of liberalization

The aforementioned reasons for the reforms of thesipns systems of the countries of
Central and Eastern Europe determined the direthiose reforms would take — from a fully
distributive system to a mixed distributive and itapsystem. To a significant extent those
countries, especially the pioneers of pension nefior post-communist Europe — Hungary and
Poland — based their actions on the reforms whath lieen carried out previously in South
America, and particularly on the Chilean and Argemtmodels. The first of these is often
cited as a model for the construction of a pillaséd on pension funds, and has been much
discussed in the literature (see Mueller, 1999;lisiison, 2001; Queisser, 1999; Cerda,
2008). However in terms of the general structurghef pensions system the countries of
Central and Eastern Europe did not exactly copyeChihere the distributive pillar based on
inter-generation solidarity was abolished completélut partially followed the Argentine
system, where participation in the distributivetipillar remained obligatory, though with the
introduction of voluntary participation in a secgpitlar based on pension funds.

All of the analysed post-communist countries hatained a distributive pillar, obligatory
in nature, involving more often a system of defirmhefits, or less often one of defined
contributions. Most of these countries have alswoduced obligatory participation in a
second, capital-based, pensions pillar, createdpdaysion funds. The structures of the

reformed pensions systems in the analysed post-cmishtountries are presented in Table 2.
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Table 2. Structures of pensions systems in seléCEde countries

First pillar Second pillar Third pillar
Country o . .
(distributive) (capital-based) (capital-based)
Voluntary pension funds,
_ ) employee pension scheme
_ Defined benefits _ _ _
Bulgaria . Obligatory pension funds | managed by pension fund
system
Y companies (also classified
as fourth pillar)
_ _ Voluntary pension plans,
_ Defined benefits _ _ _
Croatia . Obligatory pension funds | offered by pension funds,
system
Y trade unions or employers
Defined benefits _
_ Voluntary pension plans
Czech system (defined )
_ o None managed by pension fund
Republic | contributions as .
companies
from 2010)
_ _ Voluntary pension funds or
_ Defined benefits _ _ _ .
Estonia . Obligatory pension funds | pension policies offered by
system
Y life insurance companies
Voluntary pension funds or
_ _ pension accounts, manage
Defined benefits _ _ _
Hungary . Obligatory pension funds | by banks or investment
system
Y advisers (also classified as
fourth pillar)
Voluntary pension plans
Defined P ) P
_ o _ _ managed by credit
Latvia contributions Obligatory pension funds | o
institutions, life insurance
system .
companies
Voluntary pension funds, t
. _ which part of the
. | Defined benefits o ' ,
Lithuania contribution from the first | Voluntary pension funds
system o _
pillar is paid
Poland Defined Obligatory pension funds Voluntampéoyee




contributions pension schemes or

system individual pension account

U)

(also classified as fourth

pillar)

_ i ) ) Functioning since 2007 in
| Defined benefits Obligatory pension funds
Romania the form of employee
system from 1 January 2008 .
pension schemes

Voluntary pension plans

) Defined benefits ) ) managed by pension fund
Slovakia Obligatory pension funds _ _
system companies, banks and life

insurance companies

Pension plans (obligatory

_ ) for some professions, Voluntary pension plans
_ Defined benefits _ _
Slovenia voluntary otherwise) managed by insurance or
system . . .
managed by insurance or | pension fund companies

pension fund companies

Source: based on Allianz Global Investo@entral and Eastern European Pensions 2007
Dupont G.,Pension reform in acceding countrjeSpecial Issues, April 2004, Centre de

recherche en economie de Sciences Po, p. 64

The information contained in the above table le@mdghe conclusion that on one hand the
general structures of pensions systems in theqoyatunist countries show a large degree of
uniformity, although within the individual pillarsre can perceive significant differences,
these being a measure of the liberalization of ipesssystems both in terms of freedom to
participate in the system (applicable to the sequltalr) and the possibility of choosing forms
of accumulation of pension capital in the thirdapil

In the distributive first pillar, most countriesave retained a defined benefits (DB)
system, as was typical of the old pensions systdihs has not been done in Poland or
Latvia, where a defined contributions (DC) systeaswhosen. Such a system will also be in
force in the Czech Republic as from 2010. The @eficontributions system, in contrast to the
defined benefits system, makes the size of thedupension dependent exclusively on the
amount of contributions accumulated on an individiezount and on further life expectancy.
This means that the more a person contributesetdirgt pillar and the later he or she retires,
the higher will be his or her first-pillar pensiorhe first pillar, managed by a state institution,
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being of a distributive character, is the only @fi¢he three pillars of the pensions provision
system where there exists practically no possynilftchoice.

The second pillar is created by pension fundsclviiompete with each other in the
marketplace at various levels of their activitye thhost desired being competition in terms of
investment activity, or more precisely the effeetiess of that activity. The great majority of
Central and Eastern European countries base thad@dlar of their pensions system on the
principle of universal membership of pension funds. this way, in addition to the
compulsory first pillar, every working citizen muatso pay contributions under the new
system to a pension fund. It is not possible to emalchoice, therefore, between membership
of a pension fund and non-participation in suchuadf However, it is possible to make a
choice of pension fund from among those operatintpé marketplace, which in comparison
with the old pensions system is a mark of libeesian. However, two of the analysed
countries — Lithuania and Slovenia — are an exoepto the above rule, as they have
abolished wholly or partially the obligation to befj to a second-pillar pension fund (the
obligation does not exist in the Czech Republibezit but there the second pillar does not
exist at all, only the first and third). In Lithuanpeople are allowed to choose freely whether
to join a pension fund; if they do so, then a mdirthe contributions paid to the first pillar is
transferred to the second pillar. In Slovenia thkgation applies only in relation to selected
professions: the public sector, banking and higk-professions.

The greatest differences are seen in the soluippbed under the third pillar. Here there
are several possible forms of accumulation of mensapital, always voluntary in nature. The
primary ones are pension funds, employee penstoenses, life and maturity insurance (with
or without investment fund), and individual pensamtounts.

Moreover in each country there exist other formswhich pension capital can be
accumulated voluntarily, not being formalized asgien products, and thus being designed
for the purpose of additional saving for pensiomst also characterized by a freedom to
change the designated use of the accumulated savihgse forms of capital accumulation
are often classified as a fourth pillar of the pens system, being of a voluntary and
unformalized nature. They include investments iopprty and works of art, bank deposits,
deposits with investment funds, etc. Table 3 costaummary information on the pillars of
the pensions systems of the countries of CentilEastern Europe, indicating the degree of
their liberalization in terms of participation affrdedom to withdraw the accumulated funds

before reaching retirement age.



Table 3. Degree of liberalization of individuallpils of the pensions system in the majority of

Central and Eastern European countries

Participation Obligatory

First pillar Early withdrawal of )
Impossible
accumulated funds

Obligatory (fully or

L partially voluntary in
Participation .
Slovenia and

Second pillar ) )
Lithuania only)
Early withdrawal of ]
Impossible
accumulated funds
Participation Voluntary
Third pillar Early withdrawal of | .
Limited possibilities
accumulated funds
Participation Voluntary
Fourth pillar Early withdrawal of | Unlimited

accumulated funds | possibilities

Source: compiled by the author

4. Pensions system structure and selected macr oeconomic indicator s

The pension reforms, aimed at introducing capitalda pillars, have the primary objective of
ensuring the financial stability of the systemyeftected in the level of pensions expenditure
as a percentage of GDP. This percentage would leee incomparably greater had the fully
distributive system been left in place than it rsjpcted to be as a result of the reforms.
Table 4 shows projected amounts of pensions expeadis a percentage of GDP in selected
countries of Central and Eastern Europe in thesy2@t 0—-2050.



Table 4. State expenditure on pensions as a pageonf GDP (in %)

country /year 2010 2015 2020| 2025| 2030| 2040 2050
Czech Republic 8.2| 8.2| 8.4 8.9 9.6] 12.2] 41.0
Estonia 8.9 8.8/ 9.3] 104 11.8] 15.2| 15.7
Latvia 6.60 6.6/ 70 7.6/ 79 82 86
Lithuania 9.8 10.9| 11.9] 13.7] 15.0/ 17.0] 174
Hungary 11.1 11.6] 12.5] 13.0] 13.5] 16.0] 17.1
Poland 11.3 9.8] 9.7 95 9.2 86 8.0
Slovakia 6./ 6.6/ 7.0 7.3 7.7 82 90

Source: Salomaki A.Public pension expenditure in EPC and the Europ€ammission
projections: an analysis of the projections resultBuropean Economy, European

Commission, December 2006.

The data contained in the above table shows thianBawill probably be the only country
where, in spite of a significant growth in the demaphic dependency rate (see Table 1), the
percentage level of public pensions expenditurd délcrease. In the other countries the
correlation between the analysed variables is sogmtly positive, which means that the
increase in demographic dependency will be accormagadry growth in pensions expenditure
in relation to GDP. What might be the reasons liis2 Let us analyse the level of pensions
contributions in the first and second pillar, adlvas the number of fund members and the
value of the assets accumulated by the funds mtioel to population, which is a good
measure of public engagement in the field of c&pidsed pensions provision offered by

pension funds. The relevant indicators are showirable 5.
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Table 5. Pensions contributions in the first ancose pillars (total, paid by employee and

employer), number of pension fund members and valudund assets in relation to

population, in selected Central and Eastern Europeantries in mid-2007

Pensions Pensions Members of Assets of
contribution | contribution Members of Assets of
Country X ) compulsory compulsory
to first pillar | to second voluntary funds voluntary funds
. funds / . funds / :
(% of salary) pillar lation (% / population (% lation (€ / population (€)
(% of salary) population (%) population (€)
Poland 12.22 7.3 35.96 0.16 1102.36 7.87
Hungary 18.5 8.0 28.83 13.92 745.53 298.21
Czech 28.0 - : 40.20 : 725.49
Republic
Slovakia 9.0 9.0 29.63 14.81 370.37 148.15
Croatia 15.0 5.0 32.95 3.18 725.00 27.27
Bulgaria 18.0 5.0 38.28 7.94 117.19 41.67
Slovenia 24.35 - 24.88 1.49 597.01 24.88
Baltic Estonia: 16.0 Estonia: 6.0
States Lith.: 18.2 Lith.*: 5.5 35.00 2.86 242.86 28.57
Latvia: 20.0 | Latvia: 4.0

Source: based on Eurostat; Polish Financial Supemyi Commission; Allianz Global

InvestorsCentral and Eastern European Pensions 2Q@®%w.privatepension.ro

* voluntary second pillar

The highest total pension contribution is foundhe Czech Republic, which has voluntary
pension fund membership, although the pension ibaniton paid to the first pillar amounts to
28.0%. There are also high pension contributiondungary (totalling 26.5%) and Slovenia
(24.35%, paid in full to the first pillar). The l@st pension contributions are collected in
Slovakia (totalling 18%, half to the first pilland half to the second) and in Poland (totalling
19.52%, about two-thirds to the first pillar ane ttemainder to the second), where the public
have been given greater opportunities to accumylatesion capital using free forms of
saving (the third pillar), with people’s prudenceimsurance-related matters being relied on.
However the Polish example shows that only a speitentage of that country’s population
makes use of voluntary pension funds, for examgid, the amount of assets accumulated in
such funds to date remains very small (see Table 5)

The data in Table 5 also shows that, in terms efplrcentage of national population
accumulating contributions in pension funds, theglieg countries are Bulgaria with 46.22%,
Slovakia (44.44% of the population belong to pemsiands), Hungary (42.74%), and the
Czech Republic, where four out of ten people arembers of a pension fund and,
importantly, those funds are voluntary: the Czeepublic does not have obligatory pension
funds (there is no second pillar). However in teohpension fund assets per fund member, a
clear first place is taken by Poland (€1102.36 lbfigatory funds and €7.87 in voluntary
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funds), ahead of Hungary (€745.53 in obligatorydsimnd €298.21 in voluntary funds). It
should be noted that Poland has the greatest peibdjagement in pension funds in terms of
assets, almost totally concentrated in obligatonyds (the second pillar). That country also
has the most favourable projections for the le¥gbansions expenditure in the years 2010—-
2050. The least favourable projections for thateexjiture are those for the Czech Republic,
one of the three among the analysed countriesornde introduced universal membership of
pension funds. The same country is expected to Havédiighest demographic dependency
rate by 2050, which will significantly impact thenaunt of future pensions expenditure.
However, by way of comparison, the value of thatigator for Poland will be only 3.8
percentage points lower (see Table 1).

An analysis was also made of the rate of grossngavin the countries under

consideration at the end of 2006 (see Table 6).

Table 6. Rate of gross savings by households irir@leand Eastern European countries (end
of 2006)

Country Rate of gross
household savings (%)
Czech Republic 9.1
Estonia -3.0
Latvia -3.6
Lithuania 1.2
Hungary 12.0
Poland 8.6
Slovenia 17.1
Slovakia 6.1

Source: www.analizy.pl

To supplement the information contained in the &btable, it should be stated that in the
EU-15 counties at the end of 2006 the gross sauviatgs was 13.7%, while in the EU-27
countries it was 11.1%. This means that thosedivinthe “old” member countries have a
greater propensity to save, which may be a conseguef both their wealth and their
prudence in matters relating to insurance, inclgdive making of financial provision for old
age.

Among the analysed countries the highest saviaggsris found in Slovenia, Hungary,
the Czech Republic and Poland. Apart from Slovehiese are also countries which recorded

high values for the indicators considered in Tdhlbeing a measure of public engagement in
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pension funds. The lowest rates of savings wererded in the Baltic States, where public
engagement in pension funds is also low, partiqulahen measured in terms of fund assets
per head of population.

The above analysis shows Poland to be the couvltgre pensions expenditure as a
proportion of GDP will be most favourable, this onbtedly being a result of the universal
membership of pension funds and the relativelydamnounts of assets accumulated in them.
The analysis does not however reveal with certawhether compulsory pension fund
membership is the best solution, since in the cdsthe Czech Republic, which has only
voluntary funds, although the projected ratio ofngiens expenditure to GDP is less

favourable, the rate of household savings at tldeo&2006 was higher than in Poland.

5. Investment limits for pension funds and the system of remuneration for pension fund
companies

Another feature enabling assessment of the dedréberalization of the pensions system,
particularly in relation to pension funds, is tlmestment limits that control how the funds
invest the assets entrusted to them. It is poswgbdempare the freedom which pension funds
have, both in investing in financial instrumentsuisd domestically and in investing abroad.
Table 7 shows the investment limits applicable émgion funds in selected countries of

Central and Eastern Europe.

Table 7. Investment limits for compulsory pensiamds in selected Central and Eastern

European countries (% of assets)

Country Treasury Bank_ Corporate bonds Shar aénvestm_ent func , Foreign
papers | deposits units investments
Bulgaria min. 50 | No limits No limits 20 15 15
Croatia min. 50 5 30 30 30 15
Czech . _ No . No limits for
. No limits 10 No limits . No limits OECD
Republic limits :
countries
No limits for
. . . EFTA and
Estonia 35 35 No limits 50 No limits CEEFTA
countries
Hungary | No limits| No limits 30 50 50 30
No limits for
EFTA and
Latvia No limits | No limits 20 30 No limits CEFTA
countries
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40 publicly

Poland No limits 20 traded 40 15 open-end 5
10 closed-end
10 others
Romania 70 No limits No limits 50 No limits dat?‘ not
available
Slovakia min. 30 No limits No limits 80 No limits 07
No limits for
Slovenia No limits 30 No limits 30 30 OECD
countries

Source: based on Erdos Mror good investment regulations. The CEE experiehagy,
Fater, 2006; Dybat MIndywidualne, kapitalowe fundusze emerytalngwieciein: "Rynek
kapitatowy. Skuteczne inwestowanie. ¢&& 1", Tarczyiski ~W. (ed.),
Wydawnictwo Naukowe Uniwersytetu Szczeskiego, Szczecin 2007, pp. 433-443; Allianz
Global Investors,Central and Eastern European Pensions 2080rvey of investment
regulations of pension funds, OECD 2007

The greatest freedom in investing assets in highhable financial instruments — shares — is
enjoyed by pension funds in the Czech Republic l{mits) and Slovakia (up to 80% of
assets), as well as in Estonia, Hungary and Rom#rshould be noted, however, that in the
Czech Republic, where only a 10% limit for bank @&fs has been set, all pension funds are
voluntary third-pillar funds, while in the otherwatries the majority of assets are invested in
the compulsory funds which make up the secondrmliahe pensions system. There are also
no quantitative limits in Slovakia and Romania omestments in bank deposits, corporate
bonds or investment fund units, in Estonia on itwesits in company bonds or investment
fund units, and in Hungary on investments in treagapers or bank deposits. The most
restrictive investment limits apply in Bulgaria, @rfe funds can invest no more than 20% of
the value of their assets in shares, and must tirateleast half in treasury debt papers. In
Croatia the same lower limit for treasury debt papepplies, and funds can invest a
maximum of 30% of the value of their assets in ehaf 30% limit on investments in shares
has been set also in Slovenia and Latvia. Moreba#ria, Hungary, Croatia and Poland have
set upper limits on investments in corporate bonds.

As regards limits on foreign investments, the niibstral solutions have been applied
in the Czech Republic and Slovenia, where therenardimits on investment in OECD
countries, and in Latvia, where funds can invegheut limit in securities issued in the
countries of EFTA and CEFTA. Poland has deciddakyleéast liberal measures in this regard:
here funds can invest at most 5% of the value eir tassets. In April 2009 the European
Commission brought a case against Poland at thepEan Court of Justice concerning

excessively restrictive limits on foreign investrhbg Open Pension Funds.
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Also of importance are the systems of remunerat@npension fund companies,
where particularly in the case of compulsory pemsfonds the remuneration of fund-
managing institutions ought to depend to a highreéegn the investment results attained.
Then firstly there is a greater convergence betwbeninterests of the fund members and
those of the companies managing the funds, andndgcsuch a system is fairer, as it
prevents situations where fund companies’ revemses rwhile the funds they manage are
bringing losses, and thus their members’ assetsliarmishing (which happened in Poland,
for example, in 2008, when the value of pensiordfunits fell by an average of 14.2%, while
the profits of pension fund companies rose by 6.2Pkg fees collected by the pension fund
companies are primarily a fee on contributionscuated as a percentage of the pension
contributions paid to the fund, and a managementvitnich may consist of a constant (basic)
component, being a specified percentage of theevafuthe fund’'s assets, and a variable
(additional, bonus) component, being a reward forfigs, linked to the investment results
achieved by the fund. Systems of remuneration fmspn fund companies in selected
countries of Central and Eastern Europe are predentTable 8.

Table 8. System of fees collected by pension fusrdpanies in selected Central and Eastern

European countries

Country Distribution fee Asset management Asset management
fee — constant part | fee — bonus part

Bulgaria 5% 1% None

Croatia 0.8% 0.95% 25% of return

Czech Republic No regulations No regulations None

Estonia 1% 2% None

Hungary 4.5% since 2008, wa$.8% since 2008, was
6% in 2007 0.9% to end of 2007

Latvia No regulations No regulations None

Lithuania 10% 1% None

Poland 7%, fee will max. 0.045% 0.005% monthly for
decrease, and from | monthly the best fund, 0% for
2014 upper limit will the worst, for others
be 3.5% proportional to rate

of return achieved
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Romania 2.5% 0.6% 10% of annual

investment profit

Slovakia 1% 0.07% monthly None

Slovenia 6% 1.5% None

Source: Global InvestorsCentral and Eastern European Pensions 20@urvey of

investment regulations of pension funds, OECD 2007

The above information on investment limits andftes collected by pension fund companies
can be usefully compared with the investment resaft pension funds in the period of

financial crisis. Table 9 shows the percentageifathe value of the assets of pension funds
(compulsory and voluntary funds together) in theqaefrom 30 June 2007 to 30 June 2008,

namely in the initial phase of the downturn onfihancial markets.

Table 9. Percentage fall in the value of the asskfgension funds caused by investment
results in the period from 30 June 2007 to 30 AOOS

Country Percentage fall in value of assets |(%)
Czech Republic 2.84
Croatia 441
Baltic States 5.26
Slovakia 6.96
Poland 14.14
Hungary 20.10
Slovenia 64.00
Bulgaria 77.87

Source: www.privatepension.ro

The smallest percentage fall in the value of assatsin the Czech Republic (2.84%), where
only voluntary pension funds operate. However, tt@intry is the only one among those
analysed where an absolute guaranteed rate ohrbas been set (the other countries have
either a relative guaranteed rate of return or nanhall), which forces pension funds to
achieve positive rates of return for annual peri(gt® Allianz Global Investors, 2007). The
Czech Republic also has no upper limits on the tediected by pension fund companies.

The country with the next smallest relative faltie value of pension fund assets was Croatia
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(4.41%), which although it has some of the leaberkl investment limits, has the
remuneration system which is linked most closelyineestment results and least to the
contributions paid in to the fund. Such a systentivates pension funds to achieve the best
possible investment results, as it is these whachely determine the financial results of the
fund management companies. The largest falls inegabf assets were recorded in Bulgaria
(77.87%) and Slovenia (64.00%). These countrietyappystem of remuneration where there
is no variable (bonus) component to the managerfieetmoreover Bulgaria has the most
restrictive investment limits.

For comparison, in 2000—-2005 the best investmesilts were recorded by pension
funds in Poland (with an annual rate of return &%) and in Estonia (4.1%), while the
Czech Republic had the lowest rate of return &% (See Antolin, 2008).

6. Positive and negative aspects of the liberalization of pensions systems

The analysis presented above of the changes whioh taken place in the general structures
of pensions systems in the countries of CentralEastern Europe, and the measures applied
with respect to pension funds, which are the magtificant innovation of the reformed
systems, indicates that the system of pensionsigioovin Central and Eastern Europe is
undergoing liberalization. It should be noted, heere that the period of less that 10 years
that has elapsed since the beginning of pensidoswen the post-communist countries is too
short for unambiguous opinions and recommendatohe formulated, particularly since the
reforms are still continuing.

Also of importance for this process is the influenof globalization, which forces
European countries to become more competitive migipect to other parts of the world, and
thus shapes to a large extent the changes takiog pt systems of social security as a whole.
These changes are tending to reduce taxes and speraling by the state, which is hoped to
make national economies more competitive and eageurincreased incoming foreign
investment (cf. Dozelova, 2001). Globalization, forcing the liberalization of economic
systems, also forces liberalization of the so@ausity system.

However, this process is not proceeding uniformlhall of the analysed countries. The
differences that occur, compared with the investmesults of pension funds, the fees they

charge and selected macroeconomic indicators, magkessible to formulate the following

% In 2004 the Czech Republic abolished its limifrmvestment in shares, which had stood at 25%.

17



conclusions relating to the positive and negatiffeces of liberalization of pensions systems

in the post-communist European countries.

1. The basic question remains: to what extent shdwddoensions system be universal, based
on compulsory insurance in the first and possibl/gecond pillar? It would appear that in
the post-communist countries, whose populatiodshgtve a low propensity to save, and
in any case have much less opportunity to saventalily than in Western Europe due to
their level of earnings, the pensions system megidsed on compulsory pension cover, in
order to prevent the phenomenon of “free ridersl’ group of people failing to save some
of their earnings during their working lives, therpecting to be financed in old age by
other taxpayers, including people who regularly uacglated capital for their own
pensions.

2. Another argument in favour of the temporary retamtiof pensions systems with a
significant compulsory part is the relatively loevel of knowledge in post-communist
societies about the functioning of financial maskahd capital-based pensions systems.
This is illustrated by the example of Poland, wharsignificant percentage of people do
not even choose their pension fund, but allow tledves to be assigned randomly to a
fund, while among those who do make the choice gmnifstant proportion do so
irrationally, without taking the funds’ investmemsults into primary consideration. It has
been noticed previously that only when society &dsquate knowledge and information
can the choice among pension products or the utistis offering them favour more
effective market mechanisms and competitivenessr(B#002). The example of the
countries of Latin America, where pensions refoapgened earlier, with the introduction
of individual pension accounts, also confirms tlssice the public’'s limited and poorly
executed choice as regards pensions provisioroladéduction in market competitiveness
and increased the administrative costs of the paasystem (see Arza, 2008).

3. With time, however, wishing to at least favour e&sed competitiveness between
institutions offering pensions products, it wouldpaar entirely sensible to reduce the
compulsory part of pensions provision in favouwvofuntary forms of saving for old age.
As has been mentioned, however, this must go tegetith increased prudence in
pension-related matters among the general pubkt iacreased knowledge relating to
personal pensions finance.

4. The Czech example indicates that a pensions sylsées@d on a distributive pillar as the
only compulsory one and on voluntary pension fundbgere there is more liberal

regulation of the investment activity of funds amallimit on the fees collected by the open
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pension fund companies, but with funds subjectgoaranteed positive rate of return, may
function effectively, as was shown in particulartie period of downturn on the financial
markets. However this country has the highest pensontribution, paid in full to the
distributive first pillar. Moreover the voluntaryepsion funds are obliged to compete for
customers not only with each other, but also withep financial institutions offering
pension products. A counterexample might be Polaruch has the largest compulsory
pension funds market in terms of both number of s and value of assets, where
although the market is divided between 14 firms)adt all of them have set their fees at a
uniform level, the statutory maximum. They are dfiere not competing with each other,
nor do they have to compete with other firms in fihancial marketplace, because this is
of no importance for the overall number of persorsired with these funds. This is a
significant defect in a solution based on univergahsion fund membership, and an
argument for further liberalization of the pensiaystem.

. It would appear that the introduction, in all caied except the Czech Republic, Lithuania
and partially Slovenia, of universal pension funenmibership, which is a certain limitation
on society as far as provision for financial segun old age is concerned, ought to make
systems of remuneration for pension fund compamie closely linked to the investment
results of funds. In the great majority of the gsatl countries, the revenues of pension
fund companies is dependent on the amount of daions paid into the fund and the
value of its assets, but is not directly impacted the investment results attained.
Exceptions are Croatia, Romania and Poland, althoaghe last case the link to fund
results is negligible.

. Pension funds, particularly compulsory ones, ougliite obliged to attain guaranteed rates
of return, which is a certain limitation on the ddom of those entities in the
implementation of investment strategies, but hasndirect impact on the safety of the
investments made by the funds, and thus on theigeotithe financial assets accumulated
on those funds, namely the pension capital of tmeimbers.

. In many of the analysed countries, limits on theestiments made by funds require further
liberalization. Naturally that liberalization, likesystems making fund companies’
remuneration depend to a greater extent on thesfundgestment results, which might
tempt fund managers to take on too much investmskyt ought to be combined with a
guaranteed rate of return as mentioned in parag@pliiberalization would seem
particularly desirable in relation to the limits éoreign investments, which may be of

significant importance for the scope of geograpdiiersification in funds’ investment
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portfolios, particularly in a period of downturn tme financial markets. After all, the crisis
does not affect all parts of the world uniformiypdamay take on different dimensions in
emerging markets than, for example, in developedketss Arguments in favour of
liberalization in this area include the rates dtire represented by the principal indexes of

selected worldwide stock markets (see Table 10).

Table 10. Half-yearly, yearly and three-year rabégeturn based on principal worldwide
stock market indexes (as at 8 May 2009)

Country Index 6-month rate ofYearly rate off 3-year rate of
return (%) return (%) return (%)

Czech Republic| PX 16.64 -41.32 -47.08

Hungary BUX 21.85 -38.35 -44.99

USA DJ Industrial 3.53 -33.41 -37.75

Germany DAX 6.34 -30.16 -34.13

Norway OSE ALL 25.19 -40.29 -39.50
SHARE

Brazil BOVESPA 49.52 -27.01 1.75

Chile IPSA 18.12 0.65 -7.20

Argentina MERVAL 49.97 -28.85 -28.93

Source: www.money.pl

The above rates of return indicate the advantagelibieral policy in relation to limits on
foreign investment by pension funds, since while tharkets of Central and Eastern
Europe were experiencing notable falls, other seathanges were recording smaller falls
or rises, particularly as regards 3-year rategtfrn. Similarly, although over a six-month
period there were significant rises on the stockketa of Hungary and the Czech
Republic, in other countries it was possible to enaken greater profits. Apart from the
above argument, there is one more in favour ofdilmmtion of foreign investment limits —
the fact that the capitalization of the domestacktmarket may be too low relative to the
assets accumulated by the funds, which signifigaestricts their investment possibilities.
8. The countries of Central and Eastern Europe oughfjuackly as possible to introduce
pension subfunds with differentiated levels of riesk members in various age groups, so

that in case of downturn on the financial markbesgension capital of the oldest groups is
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maximally protected through investment in safe ricial instruments, while younger

people can invest their savings in more aggredsives, in view of the longer investment
horizon. The question of whether the choice of satifshould be a completely free one or
be restricted, like the possibility of allowing é@om of decision about pensions provision,
depends on the public’s level of prudence in mattérinsurance and its knowledge about

financial markets and investments.

The above specific conclusions drawn from the aislynake it possible to formulate an
overall conclusion: that further liberalizationpensions provision in the countries of Central
and Eastern Europe, in terms of both the generattste of the pensions system and the
regulations applicable to the activity of pensiamds, is desirable, as it will favour further
growth in competition among financial institutiomdfering pensions products, and will
broaden possibilities for pension funds to impletmerbolder investment policy, but at the
same time one which is more strongly diversifiedgraphically. However a condition for
that liberalization is a sufficiently high level pfudence in matters of insurance among the
inhabitants of the post-communist countries, anramass of responsibility for future pension
benefits, and a sufficient level of knowledge abimancial markets, investments and pension
products. For this purpose it is necessary to necakestant analysis of the investment choices
being made by people in those countries, which nvdke it possible to answer the question
of whether the listed conditions for further libkezation in pensions provision have been

satisfied.
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