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INTRODUCTION

The pay-as-you-go pension system has a long tradition in Slovenia and is firmly embedded in
the overall social security system as one of the key subsystems, providing security for older
generations (MDDSZ, 2009). However, demographic changes in European societies require
downscaling of traditional Pay as you go (hereinafter: PAYG) systems. Namely, Projections
of age-related expenditures from the European Commission (DG ECFIN) and Economic
Policy Committee (AWG) (2012) point toward a significant risk to the sustainability of
PAYG systems as a consequence of increasing longevity and declining fertility. By 2060, the
life expectancy at birth is projected to increase by 7.9 and 6.5 years for males and females
respectively, when compared to 2010 (European Commission, 2012).

In order to maintain the sustainability of its social security systems many countries, including
Slovenia, have reformed their pension systems in 1990’s. With its last two reforms, which
were enacted in 1999 and 2012, Slovenia was able to keep its existing pension expenditures
from PAYG system under control by gradually reducing pension benefits and increasing the
eligibility requirements. However, in the following decades the so-called baby boom
generations will start retiring. This process, supported by increasing life expectancy and
falling fertility, is expected to increase the old-age dependency ratio by more than two-fold to
54.6 until 2053. As a result, pension expenditures as a share of GDP are set to increase from
11.5% in 2015 to 15.7% in 2053, potentially imposing major fiscal costs on the central
government budget, which already generously subsidizes the state pension fund.

These worrisome results call for another pension reform in the next few years, which should
include a move towards substantial funded pension pillar as a supplement to the traditional
PAYG pillar. Garrett and Rhine (2005) use USA case to demonstrate that private pension
systems deliver higher pension benefits than PAYG systems with the same level of
contributions, while Du, Muysken and Sleijpen (2011) argue that second and third pillars act
as stabilizers when economy is affected by an ageing society. Multipillar systems provide
more security against economic, demographic and political risks than monopillar systems
through risk diversification (Holzmann, & Hinz, 2005; The World Bank Pension Conceptual
Framework, 2008).

In the last three decades many countries have followed Chilean example by introducing a
mandatory second pillar pension scheme. Transferring of retirement income provisions from
the public sector to the private sector was mostly done in order to address the fiscal
unsustainability due to the projected population aging and in order to accelerate financial
market development. This process caught on in 29 countries around the world, among which
were also many East, Central and South European countries (Holzmann, 2012). However, the
introduction of second pillar is accompanied with potentially high transition cost, which
brings up some difficult questions, such as how to allocate the implicit debt of the currently
unsustainable PAYG system among different generations (Lindeman, Rutkowski, &

1



Sluchynskyy, 2000). Furthermore, the recent economic crisis and related market meltdowns
have seen assets under the management of private pension schemes substantially reduced,
which makes moves towards funded pillars less politically viable (Ferber, & Simpson, 2009).
The recent economic crisis has highlighted the need for improved risk management
(automatic shift to less risky portfolio as an individual approaches retirement), efficient
administration, better regulation and broad population coverage (OECD, 2009b; Bertranou,
Calvo, & Bertranou, 2009).

Slovenia legislated fully funded second pillar and a voluntary fully funded third pillar back in
the year 2000. However, for the vast majority of employees the participation in the second
pillar was not mandatory and rules about guaranteed return of the second pillar scheme made
this system even less attractive. Consequently, the total assets under management of the
second pillar institutions in Slovenia amounted to only 1.8 billion EUR in 2013, which
accounted for 5% of Slovenian GDP compared to an average value of 73.8% of GDP held by
pension funds in other OECD countries in 2011 (OECD, 2013; Bank of Slovenia, 2014).
According to OECD (2013) the most developed countries in the world in terms of GDP per
capita already deliver a significant part of pension benefits from private funded pension
systems. Moreover, these results show that Slovenia’s net replacement rate of 59% falls
below the OECD average, which is 66% for an average earner. However, Slovenian
pensioners enjoy above average net replacement rates from public pensions (Slovenia: 59%;
OECD average: 49%) but since the second pillar is undeveloped, an average Slovenian
pensioner falls well below the target net replacement rate of 70% suggested by OECD
(OECD, 2009a).

Having in mind the unfavorable demographic forces and its influence on pension
expenditures, it is quite likely that people will have to work longer for a lower public pension.
One of the key solutions for future pensioners is to save for the retirement by themselves. But
having in mind the lack of awareness of the current situation, myopic behavior and financial
illiteracy of an average citizen, it is hard to believe that majority of the population is likely to
make a viable saving plan for retirement. Therefore, one of the key goals of every government
in order to prevent widespread old-age poverty should be to design a second pillar, which
would compensate for the fall in replacement rates coming from PAYG systems.
Unfortunately, under current circumstances Slovenian second pillar scheme will not be able to
sufficiently supplement the falling PAYG pension.

The topic of the master’s thesis is therefore concentrated around designing a pension system
for Slovenia, which will overcome demographic challenges and other problems listed above
while enhancing, or at least preserving, pension adequacy at the current levels. In particular,
the main purpose of the master’s thesis is to design an efficient pension system framework,
which will provide for a decent life of future pensioners (net replacement rates above 70%) on
a long term basis, while at the same time mitigating rapidly growing pension expenditures and
additionally reducing the contingent liabilities of the central government budget towards the
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state pension fund. Hopefully, the policy makers will find these results useful when
conceiving a future reform of the pension system in Slovenia.

We seek to explore the option of supplementing the existing PAYG system with a mandatory
fully funded pension scheme. The main goal is to re-direct part of the current PAYG pension
contributions into a mandatory fully funded second pillar pension system, which is assumed
to deliver higher pension benefits, without an increase in contributions. The transition costs of
introducing a mandatory second pillar scheme will be offset by a parametric reform of the
existing PAYG system. This will be achieved by postponing the retirement (by five years
until 2055), increasing the number of years for calculating pension base (from 24 to 34) and
by reducing the indexation formula for growth of pensions to the growth of wages after
retirement (100% indexed to inflation).

The master thesis is composed of three sections, two of which are mostly theoretical, while
the last part is based on empirical examination. In particular, the first section is devoted to
analyzing and critically examining the evolution of Slovenian pension system and its
underlying pillars. Projections of future pension expenditures and the resulting future net
replacement rates are also included. We assess the fiscal sustainability and identify the main
drawbacks of the existing Slovenian pension system.

In the second section we analyze the main advantages as well as the potential pitfalls and
difficulties that arise from the introduction of the mandatory second pillar. We provide
answers to the questions why and how should the second mandatory pillar be implemented in
the multipillar pension system in the first and the second part of the section. We conclude the
section with a short overview of the existing pension systems with mandatory second pillars
and their experience with the recent economic crisis.

In the last section we build a theoretical framework for the introduction of the mandatory
second pillar, which is ultimately tested under varying assumptions. In particular, we analyze
the sensitivity of financial structure and the generosity of the multipillar system to different
second pillar sizes, implementation scenarios and participation requirements. The results are
provided for different asset allocation decisions stemming from individuals’ different risk
preferences. Additionally, we take care of the fact that future pensioners might be concerned
that their retirement income will be predominantly delivered through second pillar accounts,
which are exposed to market risks. Finally, we take into account that pension fund managers
might charge different transaction costs for managing the second pillar accounts.

The first two sections are covered with a descriptive method. We base our findings on a
comprehensive overview of scientific discussions, scientific work papers and other literature
on discussed topic. The first section also includes empirical evidences from the literature and
the most recent projections of future pension expenditures. Finally, the third section is
centered around empirical examination of the implementation of the mandatory second pillar
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into the Slovenian pension system. The results presented in this section are generated by two
different models. The first one is the age-profiles-based model used for projecting future
PAYG pension expenditures and pension contributions, while the second one is the yield
model which is used for calculating the exact amount of assets accumulated on the second
pillar accounts.

1 SLOVENIAN PENSION SYSTEM

Since its independency in 1991 the Slovenian pension system has undergone 3 major reforms.
In this section we describe the results of these reforms and the main characteristics of the
current Slovenian pension system and its underlying pillars. In the end of the section we
present demographic projections and related pension expenditures, which without changes are
expected to create unsustainably huge deficits in the state pension budget. We conclude this
section with our projections of the future net replacement rates, if no changes to the current
PAYG system are made.

Slovenian pension system is composed of three pillars:

e The predominant part of the pension income is distributed through the state-run public
pension pillar that is part of the social security system and is based on solidarity. It is
financed on a pay-as-you-go basis (hence the PAYG pillar), which in practice means that
there is a “contract” between generations. Namely, the working generation always
finances the pensions of the current pensioners to the same extent as these pensioners
previously financed the previous generations of pensioners when they were once part of
the workforce.

e The voluntary second pillar, which in large part falls under the domain of employers, is
essentially an individual savings account, whose main purpose is to compensate for the
falling PAYG pension. The second pillar savings are collected and managed by the private
sector and are transformed into life-time annuities upon retirement.

e In Slovenia third pillar is generally considered to encompass all the savings put aside by
an individual for his retirement. However, since it is not systematically regulated we argue
that the third pillar does not exist in Slovenia. ldeally, the third pillar should offer tax
incentives and should be designed to stimulate individuals to save for retirement by
making payments to an individual savings account, where assets are accumulated and
capitalized according to the chosen investment policy.

1.1 PAYG pillar

After the disintegration of Yugoslavia in 1991, Slovenia inherited its PAYG system. Since
then the Slovenian pension system has undergone 3 major reforms, which are discussed in
detail further below. With its last two reforms, which were enacted in 1999 and 2012,



Slovenia was able to keep its existing pension expenditures from PAYG system under control
by gradually reducing pension benefits and increasing the eligibility requirements.

1.1.1 Reformin 1992

The first reform was passed in 1992 in the form of Pension and Disability Insurance Act
(hereinafter: PDIA), which introduced several new elements to the pension system such as the
introduction of a statutory retirement age. The pension system, however, remained fully under
the state’s domain and was managed by the state pension fund, i.e. the Pension and Disability
Insurance Institute of the Republic of Slovenia. The new legislation also transferred the
payment of the pensioner health contributions to the state pension fund and is therefore
partially responsible for the large increase of its pension expenditures (Cok, Sambt, Berk, &
Kosak, 2008).

1.1.2 Reformin 1999

In 1999 a second pension reform was adopted (hereinafter: PDIA-1999), which came into
effect in 2000. In general, this reform tightened up retirement conditions and decreased
benefits deriving from the PAYG system, although it did so in a very gradualist manner since
the transitional periods of the new parameters were very lengthy. Nonetheless, it increased the
statutory retirement age from 58 to 63 for men and from 53 to 61 for women. The full pension
qualifying period was set to 40 years for men and 38 years for women, enabling an individual
that fulfills this period to retire already at the age of 58 (for both genders) and receive a full
pension without negative accruals. The pension base calculation increased gradually (by 1
year annually) from the previous 10 years to the 18 best consecutive years of service.
Compared to the previous reform PDIA-1999 narrowed the gender differences and introduced
number of elements of “horizontal equality”, which severely added to the complexity of the
system. In addition to the mandatory PAYG pillar, which remained the cornerstone of the
pension system, PDIA-1999 introduced a semi-mandatory fully-funded second pillar and a
voluntary fully funded third pillar, which are presented in the next section (Stanovnik, 2002;
Stanovnik, 2004; Majcen, & Verbi¢, 2009).

1.1.3 Reformin 2012

At the end of 2012 the last pension reform was accepted (hereinafter: PDIA-2012), which
came into effect in 2013. Its most important feature is the increase of statutory retirement age
from 61 (women) and 63 (men) to 65 years (by 2016 for men and 2020 for women), while the
pension qualifying period remained the same for men (40 years), for women it is gradually
increasing (by 4 months annually) from 38 to 40 years in 2018. Additionally, pension base
calculation is set to increase until 2018 from the previous 18 best consecutive to the 24 best
consecutive years of service (during the transitional period one year is added to the beginning
of each new calendar year).



Table 1. Characteristics of the Previous Pension System (PDIA-1999) in Slovenia

Men Women
Retirement age 63 61
Minimum insurance period at ages 20 20
63 (M) and 61 (W)
Minimum conditions for early Age 58 with 40 years of Age 58 with 38 years of
retirement insurance* insurance*
Minimum conditions for early Age 58 with 40 years of Age 58 with 38 years of
retirement without negative accruals insurance insurance
Pension assessment base Best 18 years of net wages (wages valorized with valorization
coefficients)
Computation of pension Pension assessment base multiplied by accumulated accrual rates
Accrual rates 35% for first 15 years, 1.5% for 38% for first 15 years, 1.5% for
each additional year each additional year
Pension indexation Growth of wages**
Minimum pension assessment base Set nominally
Maximum pension assessment base 4 times minimum pension assessment base
Incentives and disincentives Higher accrual rates for later retirement and negative accrual rates for
early retirement

Note. *The years of insurance can also include the so-called added period; ** the indexation mechanism for
pensions was very complex and was actually never equal to the growth of wages.
Source: T. Stanovnik, & V. Prevolnik Rupel, Country Document Update 2014: Pensions, health and long-term
care — Slovenia, 2014, p. 5, Table 1.

According to the current system the old-age pension is calculated in the following way.
Initially, individual’s “net” wages by years received during the working career are calculated
by deducting the rate of social contributions and the average personal income tax rate from
the gross wages. Those “net” wages are then multiplied with the vector of valorization
coefficients’ to calculate the pension assessment base, which is computed by taking into
account the 24 best consecutive years (21 in 2015 when transition period is still ongoing).
Finally, accrual rate is applied to the pension assessment base in order to calculate the amount
of the first pension. Total accrual rate for women with full retirement conditions amounts to
60.25% (29% for the first 15 working years + 1.25% for each additional working year) and
for men it amounts to 57.25% (26% for the first 15 working years + 1.25% for each additional
working year). By assuming his wage was growing in line with the average Slovenian wage,
the net replacement rate, which is calculated as the ratio between the first pension and the last
pre-retirement wage, amounts to 57.25% as well (Berk Skok, Cok, Kosak, & Sambt, 2013b;
Stanovnik, & Prevolnik Rupel, 2014; European Commission, 2014).

! Calculation of these coefficients under the previous act (PDIA-1999) was very complex and it was based on the
past growth of pensions relative to wages from October 1990. The most recent values of these coefficients
contained downward correction because of cumulative growth of pension being lower than cumulative growth of
wages in October 1990 to 2012 period. Thus, high accrual rates presented in Table 1 actually give a false
impression of the generosity of the system because they should be multiplied by approximately 0.73 first.
However, with the implementation of the new reform (PDIA-2012) the computation of valorization coefficients
was simplified, since they are equal to the growth of nominal wages.
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Table 2. Characteristics of the Current Pension System (PDIA-2012) in Slovenia

Men Women
Retirement age 65 65
Minimum insurance period at age 65 15 15
Minimum conditions for early Age 60 with 40 years of insurance Age 60 with 40 years of insurance
retirement
Minimum conditions for early Age 60 with 40 years of insurance* | Age 60 with 40 years of insurance*
retirement without negative accruals
Pension assessment base Best 24 years of net wages (wages valorized with valorization
coefficients)
Computation of pension Pension assessment base multiplied by accumulated accrual rates
Accrual rates 26% for first 15 years, 1.25% for 29% for first 15 years, 1.25% for
each additional year each additional year
Pension indexation 60% of wage growth and 40% of price growth (inflation rate)
Minimum pension assessment base 76.5% of average net wage
Maximum pension assessment base 4 times minimum pension assessment base
Incentives and disincentives Later retirement is awarded with up to 12% higher pension, early
retirement is penalized with up to 18% lower pension

Note. * The years of insurance without purchased period.
Source: T. Stanovnik, & V. Prevolnik Rupel, Country Document Update 2014: Pensions, health and long-term
care — Slovenia, 2014, p. 6, Table 2.

1.1.4 Taxation of Pensions

The basis for the pension’s taxation from the PAYG pillar is in general the same as for the
other taxpayers. However, pensioners residing in Slovenia are entitled to pension tax relief in
the amount of 13.5% of pension. Under this favorable tax-credit system the vast majority of
pension benefits (approximately 97%) is tax-free, while the remainder is taxed at a relatively
low tax rate. Compulsory pension contributions are entirely deductible from the personal
income tax base (Berk Skok et al., 2013b).

1.1.5 Financing of the PAYG pillar

PAYG pillar is financed through the compulsory pension contributions which are paid out of
the gross wage without any ceiling at the rate of 24.35% (employers pay 8.85% and
employees pay 15.5%), while the self-employed pay the same rate of pension contributions
out of the base which is a function of annual income from self-employment with the ceiling
equal to average national gross wage multiplied by 2.4,

In 2013 the state pension fund collected pension contributions in the total amount of 3.27
billion EUR or 9.37% of GDP. This was insufficient to cover the total pension expenditures
of the PAYG pillar which amounted to 4.25 billion EUR (or 12.19% of GDP), while the total
expenditures of the state pension fund totaled to almost 5 billion EUR or 14.18% of GDP. In
order to maintain the financial stability of the pension system, the current legislation stipulates
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that central government budget and other sources cover the difference between the state’s
pension fund revenues from pension contributions and its expenditures (Zavod za
pokojninsko in invalidsko zavarovanje Slovenije, 2014a).

In 1990’s the state pension fund became financially dependent on the transfers from the
central government budget. Namely, the large increase in pension expenditures, which
followed the introduction of the first reform (PDIA) was financed by increasing the pension
contribution rate. As a result this rate increased from 22.55% in 1989 to 31% in 1995.
However, in order to increase Slovenia’s international competitiveness in 1996 its
government decided to lower the employer pension contribution rate from 15.5% to 8.85%,
which resulted in the reduction of the overall contribution rate from 31% to the current rate of
24.35%. This marked the end of the financial autonomy of the state pension fund. Namely, in
1996 the pension fund demonstrated a deficit for the first time, which has thereafter been
covered with the so called “generalized” transfers from the central budget in order to cover its
expenditures. In 2013 the difference between the aggregate pension expenditures and the
pension contributions amounted to almost 1 billion EUR or equivalently 2.82% of GDP,
while the total liabilities of the central government budget towards the state pension fund
totaled to 1.53 billion EUR or 4.39% of GDP. This means that almost 1/3 of the state’s
pension fund total expenditures in 2013 were financed directly through central government
(Bole, 1998; Majcen, & Verbi¢, 2009; Zavod za pokojninsko in invalidsko zavarovanje
Slovenije, 2014a).

Indeed, before 1996 the state pension fund also received transfers from the central
government budget, but these funds were intended exclusively for financing additional
obligations of the government, such as pensions for farmers, policemen, customs officers and
World War 11 veterans, which were not covered by the pension insurance. The insolvency of
the pension state fund passed unnoticed by the general public since the fiscal position of
Slovenia was relatively favorable at that time. However, since the beginning of the economic
crisis in 2008 the central government budget has been producing high deficits which are in a
large proportion a mirror image of the state pension fund’s deficits. In the period from 2008 to
2013 Slovenian taxpayers have financed PAYG system in the amount of 9.5 billion EUR (in
addition to paying the compulsory pension contributions, which are the main source of the
state pension fund’s revenue), which is twice as much as taxpayers invested in the
recapitalization of the Slovenian banks at the end of 2013. These figures clearly demonstrate
that the current Slovenian pension system is already a heavy burden for its economy (Majcen,
& Verbi¢, 2009; Zavod za pokojninsko in invalidsko zavarovanje Slovenije, 2009, 2011,
2013, 2014a).

1.2 Second Pillar

The second pillar is a fully-funded supplementary pension scheme, whose main purpose is to
compensate for the falling PAYG pension. Participation in the second pillar is, therefore,
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conditioned with the participation in the PAYG pillar, while a person who does not fulfill this
criterion can participate only in the third pillar (see next section). The second pillar was
effectively introduced in Slovenia in 2000, when PDIA-1999 came into effect. However,
strictly speaking, the second pillar was introduced already in the early 90’s with the
implementation of PDIA, but due to the lack of tax incentives the number of enrolled
employees did not exceed several hundred.

Today participation in the second pillar is obligatory for public employees and persons
employed in “health risk” jobs, which are enrolled in two closed pension funds managed by
government-sponsored institution. The latter group is part of Sklad obveznega dodatnega
pokoninskega zavarovanja (hereinafter: SODPZ), while public employees are part of Zaprti
vzajemni pokojninski sklad za javne usluzbencev (hereinafter: ZVPSJU).

The inclusion of public sector employees into the second pillar occurred in April 2004 and
was a noteworthy example of seizing the opportunity. Namely, the wages of public sector
employees were set to increase in 2003 by 2.4%. Instead, the government, fearful of potential
inflationary effects?, proposed a conversion of this wage increase into premium for the second
pillar. This explains the relatively small accumulated assets per employee in ZVPSJU (see
Table 3). For employees in “health risk” jobs, on the other hand, employers are forced to pay
a compulsory contribution rate of 10.55% out of gross wages into to SODPZ. The amount
accumulated in this fund is therefore much bigger and should suffice for an adequate
occupational pension, which is considered to be a “bridging” pension until a person reaches
the retirement conditions for the PAYG pension (Stanovnik, & Prevolnik Rupel, 2014).

For all the other employees the enrollment in the second pillar is voluntary but it is promoted
by tax incentives. This voluntary part of the second pillar is further divided into collective and
individual pension scheme. This means that either an employee (individual scheme) or an
employer (collective scheme) can make a contribution, but the total amount of tax relief
cannot surpass either the maximum of 5.844% of an employee’s annual gross wage or a cap
that is set annually®. When an employee pays a second-pillar contribution, it is deducted from
her personal income tax base, while in case an employer makes a second-pillar contribution
for an employee, this contribution can be deducted from the company’s corporate income tax
base. In case an employee is part of an individual and collective second pillar scheme
simultaneously, the employer has the advantage in claiming the tax incentives (Berk Skok et
al., 2013b).

There were 541 thousand participants in the second pillar by the end of 2013, which
represents 68.3% of the total number of persons in employment. If we take into account only

% In 2004 Slovenia was about to join the European Union and was particularly concerned about reaching the
inflation target defined by Maastricht criteria.

% The cap was 2,646.2 EUR in 2010, 2,683.3 EUR in 2011, 2,755.71 EUR in 2012, 2,819.09 EUR in 2013 and
2014.
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persons enrolled in voluntary supplementary pension schemes this percentage is reduced to
53.7%. Although these figures seem quite high, there is an obvious downward trend present in
this field. Namely, the number of people enrolled in voluntary pension schemes decreased by
almost 15% (50.000 people) since the end of 2010. What is even more frightening is the fact
that the amount of accumulated assets under the management of voluntary pension schemes
has been decreasing since 2010. This is a consequence of a provision in the PDIA-1999 which
allowed withdrawals of assets from voluntary pension accounts after 10 years of enrollment.
This provision has been effectively abolished by PDIA-2012, but the consequence of these
actions will have a lasting negative effect on the level of future pension benefits.

The amount of second pillar funds (mandatory and voluntary) increased by 10% in 3 years
and totaled to 2.4 billion EUR by the end of 2013. However, the assets under the management
of voluntary pension funds decreased by 15.5% in the same period and amounted to 1.1
billion EUR. As can be seen from Table 3, the assets per insured person are quite low (3.558
EUR) as the average annual contribution is only around 400 EUR®. The low value of
accumulated assets, even taking into account that these funds have been in operation at most
some thirteen years, indicates that pensions from the second pillar will not be able to
compensate for the fall in the pensions from PAYG pillar. We take an example of a
theoretical individual with average earnings who has been making additional annual
contributions in the amount of 400 EUR to second pillar account throughout his whole career
(40 years) and plans to retire at the age of 65 in year 2040 with full retirement conditions.
Assuming an average annual real yield of second pillar fund in the amount of 2% (which is
twice as much as was recorded in the past decade), this individual is expected to improve his
net replacement rate by merely 5% due to the additional pension stemming from the second
pillar.

A notable characteristic of the Slovenian pension system is inappropriate asset allocation that
is driven by the rules about guarantees in voluntary pension system (Pravilnik o izracunu...,
2005). Namely, these rules force the pension managers to reach at least 40% of the average
annual yield to maturity of the long term bonds (maturity above 1 year) issued by the
Treasury of the Republic of Slovenia on a single member contribution. In case the pension
asset managers do not reach this so-called minimum guaranteed return, they must provide
additional capital from their own reserves. As a result, pension managers do not take much
risk. Even though participants in the pension fund have long investment horizons, which for
some of them extend even beyond 40 years, less than 10% of their assets are invested in
stocks (see Table 4). Fixed-income instruments together with cash and deposits represent
approximately 90% of total assets. This is inconsistent with asset allocation in other
developed countries, where stocks represent roughly half of the assets allocated® (Berk Skok
et al., 2013b).

4 Mandatory contributions to SODPZ are not included in this figure.
® For the end of 2014, a Towers Watson study reported the following stock allocations: Australia, 51%; Canada,
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Table 3. Mandatory and Voluntary Supplementary Pension Schemes: Insured Persons and
Assets, 31st of December 2013

Number of insured persons Assets (in million EUR) Assets per
insured
% change in % change in person n
2013 2010 - 2013 2013 2010-2013 | 2013 (in
EUR)
Z\V/PSJU (mandatory) 205,531 3.33 646.7 39.80 3,146
SODPZ (mandatory) 44,862 6.10 539.3 67.33 12,021
VOLUNTARY PENSION

SCHEMES: 290,461 -14.62 1117.9 -15.53 3,849
Pension companies 131,754 -16.41 505.3 -22.01 3,835
- Skupna 61,183 -17.96 217.8 -31.94 3,560
- Pokojninska druzba A 39,577 -17.55 186.5 -10.77 4,712
- Moja nalozba 30,994 -11.56 101.0 -15.05 3,259
Mutual pension funds 44,047 -19.04 227.8 -22.78 5,172
- KVPS 27,725 -22.99 149.6 -29.57 5,396
- Banka Koper 5,305 -16.39 28.4 -17.68 5,353
- Generali 4,432 -7.16 25.2 10.04 5,686
- A Banka 3,058 2.69 18.8 12.57 6,148
- Probanka 3,527 -18.07 5.8 -31.76 1,644
Insurance companies 114,660 -10.53 384.8 1.10 3,356
- Prva osebna zavarovalnica 78,521 -2.03 227.5 11.79 2,897
- Triglav 33,842 -25.71 151.4 -11.46 4,474
- Adriatic Slovenica 2,297 -6.47 5.9 -3.28 2,569
2" PILLAR 540,854 -6.97 2303.9 9.27 4,260
2" PILLAR without SODPZ 495,992 -8.00 1764.7 -1.20 3,558

Source: SKUPNA pokojninska druzba d.d., Ljubljana, Revidirano letno porocilo za poslovno leto 2013, 2014, p.
3; SKUPNA pokojninska druzba d.d., Ljubljana, Revidirano letno porocilo za poslovno leto 2010, 2011, p. 3;
Prva osebna zavarovalnica, d.d., Revidirano letno porocilo za 2013, 2014, p. 13.

As can be seen from Table 3 and Table 4, different second pillar institutions manage the
individual pension accounts: insurance companies (ICs), pension companies (PCs) and mutual
pension funds (MPFs). In the period 2003-2012 Slovenian mutual pension funds and pension
companies recorded only 1.05% and 0.87% of real average real annual yield respectively.
However, due to the economic crisis, other developed countries’ pension products (that are
much more exposed to stock market crashes) did not have much better performance.
Nevertheless, there is a conceptual difference between private pension products in Slovenia
and those in the developed world. Antolin (2008) reports performance between 6% and 8% in
real terms (geometrical averages) since introduction of private pension systems, while
ultraconservative asset allocation typical for Slovenia, characterized by investment policy
unification regardless of the age of the members enrolled in the second pillar, can yield only
meager performance (Berk Skok et al., 2013b).

41%; Japan, 33%; Netherlands, 30%; Switzerland, 29%; United Kingdom, 44%; and United States, 44%
(Towers Watson, 2015).
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Table 4.

Breakdown of Total Assets (%) at the End of 2013

MPFs PCs ICs
Cash 0.5 4.9 n.a.
Deposits 13.9 13.3 n.a.
Stocks 1.0 9.9 n.a.
Bonds: other 25.0 27.5 n.a.
Government bonds 33.7 44.5 n.a.
Investment funds 25.9 0.0 n.a.
Total assets 100.0 100.0 n.a.

Source: Agencija za zavarovalni nadzor, Porocilo Agencije za zavarovalni nadzor za leto 2013, 2014, p. 55,
figure 11; Agencija za trg vrednostnih papirjev, ATVP sestava premozZenja vzajemnih pokojninskih skladov,
2014,

However, the ultraconservative asset allocation typical for Slovenian pension products is
about to change. Namely, the last reform (PDIA-2012), which became effective on Jan 1
2013, enabled an investment policy design of pension funds according to life-cycle
investment policy. These new pension products, which are still in the preparation phase, will
enable individuals to choose among three different sub-funds which have different exposure
to stocks and therefore different expected returns. The idea is that individuals move to a more
conservative sub-fund as they get closer to their retirement.

1.3 Third pillar

Third pillar is a system of pension insurance, which includes voluntary pension insurance
based on individual accounts of insured persons. However, unlike second pillar, where the
majority of the contributions are paid in by the employers, the third pillar is exclusively
individual and there are virtually no conditions, which would limit the participation in the
third pillar. According to Holzmann and Hinz (2005) third-pillar arrangements should be
characterized by their flexible and discretionary nature in order to compensate for rigidities in
the first two pillars.

Since third pillar is not systematically regulated in Slovenia Berk Skok and Simoneti (2010)
propose an introduction of a third-pillar system similar to an USA system of individual
retirement accounts, which allows individuals to arbitrarily choose between

saving in three different forms:

e Pension account opened in a bank (bank trust), which enables investments in deposits and
other banking products.
e Pension account opened in a management company (trust), which enables investments in
investment and mutual funds.
e Individual trading account (self-directed account) opened with brokerage companies,
which enables direct purchases of equities.
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The system should offer tax incentives for payments dedicated to individual accounts in order
to stimulate participation in the third pillar. For the same reason, individuals should be
allowed to use the assets accumulated on their third-pillar accounts as collateral for a bank
credit. In order to enable efficient tracking of payments and tax control a central register
should be implemented. The register would cover all three pillars and would include all the
necessary information needed to calculate tax reliefs and other important information for
individual members (Berk Skok, & Simoneti, 2010; Berk Skok, 2012).

1.4 The impact of demographic changes on benefits from PAYG pillar

For decades scholars have been warning the public about forthcoming radical demographic
changes, but unfortunately this has not received much attention among policymakers.
Resolving these issues means elevating taxes or cutting benefits to individuals, which does
not appeal to the public and especially to politicians, whose planning horizons stretch only
until the next elections. In the meantime, demographic situation has become so aggravated
that taking immediate action is necessary. Therefore, it comes to no surprise that the issue of
population ageing is becoming one of the central issues facing not only Slovenia but the
whole European Union and many other countries around the globe as well. Lately,
international organizations have been pressuring countries to act in a timely manner in order
to facilitate change and many countries have already taken various measures (Sambt, & Cok,
2008; Berk et al., 2013b).

1.4.1 Demographic shifts in Slovenia and European Union

The 20™ century was an era of explosive population growth, with the world population
increasing from 1.6 to 6.1 billion. However, the 21* century is likely to see the end of world
population growth since many of the world’s most developed countries are facing rapid
population ageing (Lutz, Sanderson, & Schebrov, 2013). In particular, demographic dynamics
in t