Latvia

Implementing fundamental
pension reforms

Shape of the pension system

Inrecent years, Latvia’s economic
performance has been impressive. Its
growth rate is among the highest in Europe
and the country and its neighbours are
often referred to as the Baltic Tigers.

Soon afterits independence in 1991, Latvia
started to reform its pension system. It was
the first CEE country to fundamentally
restructure its first pillar. Today, Latvia runs a
three-pillar pension system. The first pillaris
a PAYG, notional defined contribution (NDC)
system, the second is a funded mandatory
pillar and the third pillar consists of private
voluntary occupational and individual
pension arrangements. By introducing an
NDC system combined with a mandatory
pillar, Latvia arguably made the most radical
and far-reaching pension system reforms in
the region, alongside Poland.

The demographic situation in Latvia is
mixed. While the population will shrink
from 2.3 million to 1.7 million between now
and 2050 - one of the fastest population
decreases in the EU — the population is not
ageing as quickly as elsewhere. The Latvian
dependency ratio will indeed worsen from
23.2%today to 44.1%in 2050, but this is a
considerably better outlook than the
projected EU average of 52%. Nevertheless,
Latvia will feel the blow of an ageing
population, albeit to a smaller extent. Public
pension expenditure in Latvia is projected
to decrease. While it currently stands at
6.8% of GDP, it will be 5.6%in 2050. The
current EU-25 average is 10.6% of GDP and
willincrease to 12.8%.

Latvia’s second pillar pension assets
currently amount to EUR 183 million, and to
EUR 74 million in the third pillar. The former
is expected to grow by at least 46%, the
growth rate of the latter will be at least 20 %.

Latvia

Demographics and macroeconomics

Population [m] 2006:2.3
2050: 1.7

Population over 65 [ %] 16.9

Dependency ratio* 2006:23.2
2050:44.1

GDP[EUR] 16.2bn

GDP per capita [EUR] 7,051 (29% of EU-@)

GDP growth 20012006 [av. in% p.a.] 7.7

GDP growth 2007-2012

[av.in% p.a. est.] >

Unemployment rate [ %] 6.8

Data from 2006 or latest available year

* Ratio of over 65-year-olds to 15— 64-year-olds

The first pillar — public pensions

Reform of the first pillar took place in 1996
and was needed because low retirement
ages, widespread early retirement, social
security contribution evasion and
demographic change made the old system
unsustainable. The new NDC system
established a strong link between
contributions and benefits. NDC systems
transfer the logic of funded pensions to
public pensions by giving participants a
hypothetical or virtual account, which
contains all contributions made throughout
working life. These notional individual
accounts are accumulated at a given rate of
return. At the time of retirement, benefits
are calculated by dividing the amount
accumulated in the notional account by
cohortlife expectancy.
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Latvia’s first pillar covers pensioners from
both the old and new systems. Participation
in the NDC arrangements is mandatory for
all employed and self-employed people over
the age of 15; it is voluntary for those who do
not work. To receive pension benefits,
participants must have contributed to the
system for atleast 10 years upon reaching
the statutory minimum retirement.

The statutory minimum retirement age is
gradually being increased and will reach 62
for both men and women in 2008. Currently,
it stands at 62 for men and 61 for women
(61.5 from July 2007 onwards). Retirees are
allowed to continue working while they are
receiving a full pension. Early retirement
(up to two years prior to the established
retirement age) is possible under specific
conditions. However, early retirement
possibilities will be eliminated from 2008
onwards. Since 2002, pensions have been
indexed to changes in the consumer price
index and to increases in average wages.
Indexation differs depending on pension
levels, which favours low pensions.

Total contributions to the social security
system amount to 33%. Employers pay 24%
of employees’ gross salaries, while
employees contribute 9%. The share of
pensions in social security contributions is
20%. This means that employees pay 5.5% of
their salary for pensions, employers 14.5%.
In 2007, 16% are allocated to the PAYG
system and 4% to the funded mandatory
system. Since 1997, benefits paid under the
state pension scheme have been subject to
income tax. However, old-age pensions that
were already being paid out before January
1996 are not subject to taxation.

In order to prevent poverty among
pensioners, there is a minimum guaranteed
pension. Since 2006, the minimum pension
has been the equivalent of social security
benefits and multiplied by 1.1 for people
with a social insurance record spanning
less than 20 years. For people who have
contributed for 20 to 30 years, basic benefits
are multiplied by 1.3, and by 1.5 if people
have contributed for more than 30 years.

First pillar design

Contribution rate [ % of gross salary]

Net replacement rate
Legal retirement age

Public pension expenditure [ % of GDP]

Data from 2006 or latest available year

The second pillar — mandatory
individual accounts

Institutional framework

The mandatory second pillar started
operating in 2001. The scheme operates on a
defined contribution basis. Participation in
the scheme is mandatory for new labour
entrants and employees aged under 30 at the
time of introduction.Joining was optional for
those aged between 30 and 40; these people
could choose between staying in the NDC
PAYG system only and switching a portion of
their contributions to the funded part. People
older than 50 were not allowed to join. In late
2006, the number of people who decided to
join the second pillar reached 900,000.

In 2007, the contribution rate for the
mandatory scheme has risen to 4% (at the
same time, contributions to the public pillar
have fallen); it will increase to 8%in 2008, to
9%in 2009 and finally to 10% by 2010. At this
point, the first two pillars will receive an
equal share of contributions.

During the first 18 months of operation, only
the State Treasury was allowed to manage
second pillar assets. Rules have changed
since then, and private asset managers can
now also do so. The state has increasingly
withdrawn from managing pension assets,
as the State Treasury will cease managing
mandatory pension plans and distribute the
assets under management to private

Second pillar statistics 2006
Members

Assets under management [EUR]

Number of pension fund providers

Employers: 14.5
Employees: 5.5

78

62 men/61 women
2004:6.8

2050:5.6

900,000
183m
8



managers. This transfer is expected to be
completed by November 1, 2007.

Investment regulations

In Latvia, investment regulations differ,
depending on whether pension plans are
managed by the State Treasury or by private
companies. The State Treasury is only allowed
toinvestin Latvian government securities,
bank deposits, mortgage bonds and deposit
certificates. Moreover, it can only invest in
financial instruments denominated in the
national currency. In contrast, private
managers are allowed to investin a much
broader range of financial instruments. The
main investment limits include the following:

- 35% for securities guaranteed by a state or
an international financial institution

- 5% for securities issued or guaranteed by a
local government

- 10% for securities of a single issuer, except
government securities; for deposits at one
credit institution (investments in debt and
capital securities of the same credit
institution and derivative financial
instruments may not exceed 15%); and for
securities issued by one commercial
company (or group of commercial
companies)

- 20% forinvestments in non-listed securities

- 5% forinvestments in a single fund (10% of
the net assets of the investment fund)

There is no maximum limit for international
investments, as long as pension funds invest
in securities listed on stock exchanges in
the Baltics, other EU member countries or
the European Free Trade Area. However, the
law stipulates a 70% currency matching
rule. There is also a 10%limit for each non-
matching currency (since 2005, the euro has
been exempted from investment
restrictions on foreign currencies).
Investments in real estate, loans, and self-
investment are not permitted.

Private asset management companies can
offer three funds with different risk/return
profiles:

- Conservative funds with no equity
exposure and a 100% share of bonds and
money market instruments

- Balanced funds with an equity share of up
to 15% and a bond and money market
instrument share of at least 50%

- Active funds with an equity share of up to
30% and no limits on investments in bond
and money market instruments

Contrary to many other CEE countries
running mandatory pension systems, there
is no requirement for pension funds to
guarantee a certain minimum return. On

the contrary, doing so is explicitly forbidden.

Disclosure and fee regulation

There are no entry or exit fees in Latvia. Until
recently, administration fees were capped at
2.5%of total annual contributions. However,
the maximum cap has been abolished. Other
fees, such as asset management fees, are not
regulated, but each management company
must publish fee levels in its prospectus. Plan
members can participate in only one plan at
atime. They can switch between different
investment plans twice a year, but only if
both investment plans are managed by the
same asset management company. If
members want to switch management
companies, they can do so once a year. There
are no switching fees.

Benefits and withdrawal

The second pillaris considered to be a part
of the state pension system in Latvia. For
this reason, lump-sum payments are not
allowed. When reaching retirement age,
participants have to choose between using
their accumulated capital to purchase an
annuity from an insurance company or use
the ,refunding” option. This means that
investors move their capital to the NDC
pension scheme and receive a payout based

on a slightly modified NDC pension formula.

If the participant decides to take out a
contract with an insurance company, the
State Social Insurance Agency (SSIA) signs
the contract and transfers the accrued
capital. Detailed provisions on the payout
phase have not yet been defined, as pension

benefits will start to be paid out only in 2014.

Asset management and allocation
Eightinvestment management companies
are operating in the Latvian market. These
companies and the State Treasury currently
offer a total of 24 investment plans. The
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system currently counts 900,000
participants, 77 % of the working population,
and EUR 183 million in assets. The assets
managed by the State Treasury have
declined to 18 % and will drop to nothingin
November 2007, when the state stops
managing pension assets and distributes
existing assets to the private pension funds.

The market is concentrated, with the three
largest funds managing almost 80% of
assets. Most companies are linked to
Latvian banks to take advantage of the
parent company’s branding. The key to
success in the Latvian market appears to be
the distribution network.

Overall asset allocation in Latvia is fairly
conservative despite the possibility of
choosing a plan according to risk
preference. In late 2006, 55% of assets were
invested in debt securities, 26 % in time
deposits, 14% in investment funds and 5%
in equities. Active pension funds do often
not exploit the 30% equity limits foreseen
by Latvian investment regulations. Out of
the 10 active funds on the market, only one
really has a 30% equity share, while four
have an equity exposure between 20% and
30%, three hold equities between 10% and
20%, and two have less than 10% equity in
their portfolio.

Taxation

Contributions are income tax deductible
and investment income is tax-exempt.
Pension benefits are taxed at the ordinary
income tax rate beyond the limit of LVL
1,200 (EUR 1,730) per year.

Mandatory pension fund asset allocation 2006

Sources: OECD, Allianz Global Investors

The third pillar — voluntary
pension savings

Voluntary pension funds

The voluntary private pillarin Latvia has
been operating since 1998. Pension plans in
the third pillar can by be concluded directly
between participants and providers, or with
the involvement of the employer. However,
occupational plans are far from being
popular among Latvian employers. Only 5%
of Latvian companies, mainly large ones,
offer their employees voluntary occupational
arrangements. Voluntary pension schemes
are operated by private pension funds, which
are non-profit joint stock companies. Under
Latvian law, they are obliged to appoint
management companies and custodians for
their pensions plans. Pension plan assets can
be managed by credit institutions, life
insurance companies, investment firms and
asset management companies. Both DC and
DB plans can be offered.

At present, six private pension funds are
operating on the market. Five of these are
open and one is closed, and a total of 15
different pension plans are offered. Members
can join a pension scheme directly or via
their employer, who can set up a closed
pension fund, possibly in cooperation with
other employers, or conclude a collective
membership contract with an open or closed
fund.

Voluntary pensions offer tax advantages for
both employers and employees.
Contributions from employers and

Debt securities: 55%

Time deposits: 26%

Investment funds: 14%

Equities: 5%



employees of up to 10% of the employees’
annual income are tax-deductible.
Investment income is taxed, while benefits
are tax-exempt up to a certain limit.

Private voluntary pensions have not gained
a strong foothold in Latvia. There are only
about 90,000 members enrolled in voluntary
plans, and assets under management
amounted to EUR 74 million in 2006. The low
participation rate is the result of relatively
low income levels and insufficient
marketing efforts. At the moment, it seems
that the voluntary pension pillaris mainly
used by middle-to-high income households.
Benefits can be paid as a lump-sum, phased
withdrawals or life annuities.

Investment rules for private pension funds
are similar to those for mandatory funds, but
are more flexible. For example, investment in
real estate is permitted (with a limit of 15%),
the currency matching rule is only 30% and
limits for some asset classes are higher.

As s the case of mandatory pension funds,
their private counterparts are not allowed to
guarantee arate of return. Fee levels are not
regulated.

IORP

Latvia has transposed the IORP directive
into national law.

Outlook

Current household asset allocation
Financial assets in 2005 amounted to EUR
6.8 billion, or 52% of GDP. This is the lowest
ratio in the EU-25; the EU-15 average is more
than 4 times higher than the Latvian level.
The same is true for per capita values;
Latvian households possess only 5% of the
financial assets of the EU-15 average.

Even though Latvian households are just
beginning to accumulate financial assets,
they hold a surprisingly high share of riskier
assets such as stocks and mutual funds.
Bank deposits are the most popular form of
saving, but shares and mutual funds come a
close second. The prominent role of the
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equity market is the result of voucher
privatisation in the 1990s. By comparison,
life insurance products have a very low
share in the household portfolio. Latvia saw
60% growth in life premiums in 2004 to
2005, but this largely reflects a very low
starting level. Nevertheless, it could mark
the beginning of a catching up process.
Penetration of life premiums as a share of
GDP stands at only 0.12%in Latvia,
compared with 5.6% in Western Europe.

Future pension assets

Over the past five years, the second pillar
market has recorded very high growth rates
due to a rapid take-up process. In 2005, the
market grew by roughly 70% and pension
assets amounted to EUR 183 million in 2006.

The number of participants reached 900,000
at the end of 2006, meaning that about 40%
of the population and 77% of the labour force
are covered by second pillar pensions. In the
coming years, this process will slow down,
with further participation increases mainly
resulting from new labour market entrants.
The market will also be boosted by
substantial wage growth and contribution
rate increases from 4% today to 10% by 2010.

In the minimum scenario, assets under
management are expected to reach EUR 5.4
billion based on the conservative assumption
of 5% average performance. Even in this
scenario, volumes will increase by about 46 %
p.a.in the projection period until 2015. The
optimistic scenario could boost the volume
up to EUR 5.6 billion. However, we consider
the minimum scenario to be more realistic.

The development of third pillar voluntary
pensions plans has occurred on a much
smaller level. Although they were up and
running three years before second pillar
pension plans, participation has only
reached about 8% of the working
population. Assets under management
stood at EUR 74 million at the end of 2006.

Third pillar statistics 2006 (open pension funds)

Members 90,000
Assets under Management [EUR] 74m
Number of pension fund providers 6
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With income levels increasing, more people
may join the voluntary system. In the past
three years, there have been signs of this
happening, as the number of members in
private pension plans has more than
tripled. Despite this, it is realistic to
assume that members will continue to
contribute only a small portion of their
income. In the minimum scenario, assets
under management will reach EUR 385
million by 2015 (+20 % p.a). The optimistic
scenario foresees EUR 546 million (+25 %
p.a.).

Latvia has managed to build a

sustainable pension system over the
last decade with impressive growth in
second pillar funds. Acceptance of voluntary

Latvia: Pension assets under management

EURm
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2006 2010e min.

Il Second pillar assets

2010e opt.

Third pillar assets

pension savings in the third pillaris still
underdeveloped, but this may change as
income levels rise. There are also
indications that public policy will promote
the third pillar by improving tax policy,
enhancing the monitoring and supervision
of voluntary pensions, setting up financial
education programmes and supporting
information campaigns about all parts of
the retirement system.

Furtherissues under consideration include
relaxing investment regulations in the
mandatory system, establishing a reserve
fund, making changes to pension
indexation and introducing minimum
guarantees forinterest rates in the
mandatory pillar.

6,167

5,819

2015e min.  2015e opt.

Source: Latvian Financial and Capital Market Commission, own calculations



