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Abstract. Pension accumulation companies in Baltics are allowed to offer any number of
second pillar pension funds with different investment strategies. Funds are traditionally
categorized by maximum limit of investments in equities. It shall help participants to
choose the fund according to their risk aversion and age. However, no scientific research
has been conducted to assess correctness of such a breakdown and to estimate the differ-
ences (if they exist) of pension funds assigned to distinct groups. The results show that
there are limitations to the supply side of second pillar pension funds and to participants’
possibilities to select appropriate investment strategies over life-cycle. The findings from
statistical analysis suggest that used classification of pension funds is not necessarily
meaningful. Even if two funds belong to different categories, this does not mean that their
investment strategies and results will differ significantly. It raises the need for stricter rules
for setting pension funds’ investment strategies and linkage to age of participants in order
to increase compatibility between supply of funds and participants’ needs over life-cycle.

Keywords: second pillar pension fund, pension funds’ supply, pension funds grouping, pen-
sion accumulation company, investment risk, investment strategy, investment performance.
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Introduction

Baltic funded pension systems are similar to those introduced in the last decade of the
20th century and the first decade of the 21st century in other Central and Eastern Eu-
ropean countries (Mitchell, Oreinstein 2005; Holzmann 2007; Ebbinghaus 2011; Egert
2012; Bielawska et al. 2015). One of the most important features of this system is an
essential role of “second pillar” pension funds, i.e. funds that are designed as a partial
replacement of traditional pay-as-you-go pension system. Establishment of second pil-
lar pension funds allowed participants to diversify their obligatory old-age pension
insurance contribution between non-funded and funded systems. The main aim of this
reform was to use financial markets and investment instruments in order to diversify
and improve old-age protection in the future.
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A second pillar pension system was established in Latvia in 2001, in Estonia in 2002,
and in Lithuania in 2004. Systems were established fairly recently, and still more partici-
pants are joining the system compared with the number of participants who are reaching
payout phase (Volskis 2012).

Details of second pillar pension systems in Lithuania and in other Baltic States were
presented and analyzed by scientists (Lazutka 2008 et al. 2013; Gudaitis 2009, 2012,
2013; Volskis 2012; Medaiskis, Gudaitis 2013; Bitinas, Maccioni 2014; Maccioni,
Gudaitis 2014) and public institutions (Lietuvos bankas 2013; European Commission
2015). However, in these papers the attention paid to comparative analysis of investment
strategies, risk and returns of the funds is not sufficient. On the other hand, this issue is
important for participants who choose pension funds and wish to compare them from
point of view of risk aversion, performance and investment strategies. Present paper
intends to fill this gap.

Each pension accumulation company (service provider) in all Baltic States offers sev-
eral second pillar pension funds with different investment strategies (and risks). The
number of companies and the number of pension funds have changed since introduction
of second pillar pension system. Despite positive development in the beginning of the
reform, supply of second pillar pension funds has decreased from 2012. Main reasons
of this decrease are analyzed later in this paper.

It is important for a pension fund participant to have sufficient options of selecting ap-
propriate investment strategy during entire accumulation period in same pension accu-
mulation company. In paper, authors assess offered investment strategies and risks from
perspective of entire market and of each individual market participant. One of main
aspects considered in this paper relates to supply side of second pillar pension funds.
Although initially number of pension funds in all three Baltic States seems quite high
(respectively 20 funds in Estonia, 20 funds in Latvia and 24 funds in Lithuania), fun-
damental question is whether these funds are sufficiently different in terms of their un-
derlying risk and return characteristics. These aspects are important because frequently
mentioned optimal choice for long-term pension accumulation is so-called life-cycle in-
vestment strategy, under which investment risk is decreased over time when participant
ages. In Lithuania, Latvia, and Estonia pension funds are traditionally divided into dif-
ferent categories (according to their risk). Pension system participants could possibly re-
alize aforementioned life-cycle strategy (Bodie et al. 1992, 2004; Kaupelyté, Dacioliené
2011; Gudaitis 2012; Fagereng et al. 2017) by jumping from one fund belonging to a
riskier group to another fund with lower risk. This could work if these two funds are
actually different in their risk and return characteristics. However, it is possible for pen-
sion funds belonging to different categories to show no significant differences in their
average investment return and its variability. This could negatively affect size of final
accumulated pension wealth when a participant’s behavior in changing pension funds
over time is based on assumption that pension funds differ in terms of their risk and
returns. Therefore, one part of this paper contains statistical testing of differences of
pension fund results.
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1. Supply and investment risk trends of Second
pillar pension funds in Baltics in 2002-2015

In this section, authors analyse supply and investment risk choices of second pillar
pension funds for period from start of pension reforms until end of 2015 in Lithuania,
Latvia, and Estonia. Additionally, authors provide results and discuss reasons behind
these choices. Assessment is based on a comparative statistical analysis of data.

change in number of pension accumulation service providers and pension funds in
Lithuania, Latvia and Estonia from beginning of reform until end of 2015 is summarized
in Figure 1 and Figure 2. It shows that number of market participants had more or less
stabilized from 2007 in Lithuania and Latvia, but has been gradually decreasing since
2012, except in Estonia, where number of pension accumulation service providers has
been stable since beginning of reform. The most probable reason for decreasing number
of funds is political uncertainty of funding of private second pillar. In context of global
financial crisis, contributions to second pillar pension funds have decreased in many
Central and Eastern European countries, including Lithuania and other Baltic States
(Volskis 2012). Later political decisions to fully (Hungary) (Simonovits 2012; Jeko,
Nenovsky 2012) or partially (Poland) (Fultz 2012), nationalize private second pillar
pension funds raised concerns about long-term continuity and sustainability of private
second pillar pension funding. In this situation, some second pillar pension service
providers decided to leave market.

Currently there are 5 pension accumulation companies and 20 second pillar pension
funds in Estonia, 7 companies and 20 second pillar pension funds in Latvia and 6 com-
panies and 24 second pillar pension funds in Lithuania. Pension accumulation compa-
nies are asset management companies or life insurance companies, which despite other
financial services can establish and manage pension funds.

M Lithuania Latvia M Estonia

2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015

Fig. 1. Number of second pillar pension accumulation companies in Lithuania, Latvia,
and Estonia, from establishment until 2015
Source: authors’ calculations according to data of Estonian Pension Portal (Pensionikeskus
2016); Latvian Pension Portal (Manapensija 2016); Bank of Lithuania (2016).

1176



Journal of Business Economics and Management, 2017, 18(6): 1174—1192

40
—4— Lithuania Latvia == Estonia

35 A
30 7 . -
25
) / h h h A A 0 —
15 4 .
10 7 T T

2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015

Fig. 2. Number of second pillar pension funds in Lithuania, Latvia and Estonia
from inception until 2015
Source: authors’ calculations according to data of Estonian Pension Portal (Pensionikeskus
2016); Latvian Pension Portal (Manapensija 2016); Bank of Lithuania (2016).

Reduction of contributions into second pillar has not entirely discouraged activity of
second pillar, especially when taking into account that after crisis scale of financing
of second pillar was at least partially restored. In Lithuania, in 2014 diversification
of second pillar financing was increased because, since 2014, contribution of all new
participants consists of three sources: social insurance, state budget and a part of a
participant’s salary.

From perspective of Baltic States, similar possibilities to offer different pension funds
with various investment strategies are available in all three Baltic States: Lithuania,
Latvia, and Estonia. Nevertheless, some differences in offered second pillar pension
fund investment strategies and options available for pension fund participants can be
identified. Firstly, in Lithuania, pension accumulation companies provide widest scope
of pension plans (investment strategies) compared with Latvia and Estonia. Lithuanian
pension accumulation companies can offer a pension plan with up to 100 per cent of
assets invested in equities. In Estonia and Latvia, limits of invest into equities asset class
are lower. An Estonian pension fund can invest up to 75 per cent of total assets of fund
in equities. In Latvia, limit is even lower: no more than 50 per cent of total assets can
be invested in equities. Secondly, process of changing pension service provider is most
limited (complicated) in Lithuania. If a pension fund participant wants to change pen-
sion accumulation company in Lithuania, he/she needs not only to conclude a contract
(open a pension account) with new service provider, but also to terminate contract (close
a pension account) with current provider. In Latvia and Estonia, in order to change ser-
vice provider, persons need just to conclude a contract (open a pension account) with
a new service provider.

Second pillar pension funds in Lithuania are divided into four groups according to their
investment strategy. This division should allow the monitoring, evaluation, and compari-
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son of the investment results of second pillar pension funds with a similar investment

risk. Most of the second pillar pension funds are “mixed”: assets of second pillar pen-

sion funds are invested into high investment risk asset classes (e.g., equities) and into

less risky asset classes (e.g., government bonds). The differentiation of investments into

high investment risk asset classes (equities) is the simplest way for classifying pension

funds into different groups. According to the data of the Bank of Lithuania (2016),

second pillar pension funds are divided into following four groups depending on share
of investments into equities:

— conservative pension funds (assets under management (hereinafter, AUM) are not
invested into equities);

— pension funds investing a small part into equities (up to 30 per cent of AUM are
invested into equities);

— pension funds investing a medium part into equities (up to 70 per cent of AUM are
invested into equities);

— pure equity pension funds (up to 100 per cent of AUM are invested into equities).

In Latvia, second pillar pension funds, depending on the share of investments into equi-
ties, are divided into following 3 groups (Manapensija 2016):

— conservative pension funds (AUM are not invested into equities);

— balanced pension funds (up to 25 per cent of AUM are invested into equities);

— active pension funds (up to 50 per cent of AUM are invested into equities).

In Estonia, second pillar pension funds, depending on the share of investments into
equities, are divided into the following 4 groups (Pensionikeskus 2016):
— conservative pension funds (AUM are not invested into equities);
— balanced pension funds (up to 25 per cent of AUM are invested into equities);
— progressive pension funds (up to 50 per cent of AUM are invested into equities);
— aggressive pension funds (up to 75 per cent of AUM are invested into equities).

Differentiation of second pillar pension funds according to investment risk level is
presented in Tables 1-3.

Despite the fact that classification of second pillar pension funds into categories (names,
number of categories) is similar in all countries, the investment risk of the categories
differs in each country.

Table 1. Breakdown of second pillar pension funds according to investment risk in Lithuania

No of pension No of companies, offering at

Pension fund group Investment risk funds least 1 pension fund in a group
Conservative Very low 7 6
Small part into equities Low 4 4
Medium part into equities Medium / High 8 6
Pure equity High / Very high 5 4
Total: 24 -

Source. authors’ calculation according to data of Bank of Lithuania (2016).
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Table 2. Breakdown of second pillar pension funds according to investment risk in Latvia

No of companies, offering at least

Pension fund group Investment risk  No of pension funds | pension fund in a group

Conservative Very low 8 7
Balanced Low 4 4
Active Medium 8 7
Total: 20 -

Source: authors’ calculation according to the data of Latvian Pension Portal Manapensija (2016).

Table 3. Breakdown of second pillar pension funds according to investment risk in Estonia

No of companies, offering at

Pension fund group Investment risk ~ No of pension funds least 1 pension fund in a group

Conservative Very low 6

Balanced Low 5 5
Progressive Medium 5 5
Aggressive Medium / High 4 4
Total: 20 -

Source: authors’ calculation according to the data of Estonian Pension Portal (Pensionikeskus 2016).

Table 4. Breakdown of supply of second pillar accumulation companies in Lithuania

No of pension funds offered by pension No of pension accumulation companies
accumulation company

1-3 4
4-5
More than 5 1

Source: authors’ calculation according to the data of Bank of Lithuania (2016).

Table 5. Breakdown of supply of second pillar accumulation companies in Latvia

No of pension funds offered by pension No of pension accumulation companies
accumulation company
1-3 6
4-5 1
More than 5 -

Source: authors’ calculation according to the data of Latvian Pension Portal (Manapensija 2016).

Table 6. Breakdown of supply of second pillar accumulation companies in Estonia

No of pension funds offered by pension No of pension accumulation companies
accumulation company

1-3 1
4-5 3
More than 5 1

Source: authors’ calculation according to the data of Estonian Pension Portal (2016).
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Although in each Baltic country participants have possibility to choose from more than
20 pension funds, from the perspective of investment structure and risk in the same
accumulation company, it might be limited and complicated for a participant to select
an appropriate investment strategy (and investment risk) during the entire accumulation
period. As can be seen from Tables 4—6 respectively, in Lithuania, 4 out of 6 pension
accumulation companies offer only up to three pension funds each with different invest-
ment strategies (investment risk). In Latvia, almost all market players (6 out of 7) offer
up to three pension funds with different investment strategies (investment risk). More
diversified offering is observed in Estonia, where only 1of 6 pension accumulation com-
panies offers only up to three pension funds with different investment strategies (invest-
ment risk). Considering the fact that every market player must offer one conservative
pension fund in all Baltic countries, it is evident that these pension accumulation com-
panies are offering only two pension funds that are invested into financial asset classes
with a higher investment risk (e.g., equities). Therefore, it can be concluded, that most
of pension accumulation companies are offering a low choice of investment strategies
for participants. Due to small number of offered second pillar pension funds, it might
be difficult for participants to choose pension funds (investment risk) according to their
investment risk tolerance level in same service provider during entire accumulation
period, which might be as long as 4045 years.

In recent years few research about pension funds’ participants’ choices were conducted.
Lippi (2016) has analysed behaviour of occupational pension funds’ participants in Italy.
Results show, that hat majority of enrolled workers opt for median investment line. On
the other hand, Van Binsbergen et al. (2014) argue, that complexity and choice-over-
load might therefore render participants unable and perhaps even unwilling to actively
choose. Authors distinguished three types of decisions: savings decision, investment
decision, and risk-sharing decision.

Moreover, possibilities gradually to reduce investment risk as retirement age approaches
are very limited in all three countries. Moreover, it might be observed that due to legal
requirements possibilities to choose a pension fund with higher investment risks are
more limited in Estonia than in Lithuania, and are limited most in Latvia. However,
only observation that number of funds with different risk profiles managed by each
provider seems to be quite low is not sufficient to make conclusion that supply of
second pillar pension funds is actually too low in Baltics. Therefore, it is important to
analyze historical results of different funds achieved during the last 10-12 years and
to compare them across different fund categories in an effort to estimate whether the
aforementioned classes of funds are indeed different in terms of risk and reward taken
by pension system participants.

2. Testing hypothesis concerning returns of pension funds

There are some papers (JureviCiené, Samoskaité 2012) that estimate and compare tradi-
tional risk-adjusted performance measures (e.g. Sharpe ratio) for pension funds in Lithu-
ania. However, based on our knowledge, this paper is first attempt in research literature
to test statistical significance of differences of mean returns of pension funds in Baltics.
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Recent years different aspects of mutual funds’ performance, diversification and asset
management style were analysed by scientists. Results of Bams et al. (2017) research
show, that about 14% of analysed US equity funds individual funds are significantly
misclassified. Blake ef al. (2017) find, that pension funds rebalance their portfolios in
a way that is consistent with meeting their mandate restrictions on asset weights in
short term, and with maintaining a long-term strategic asset allocation that matches
maturity of their liabilities. It also refers, that pension funds herd strongly both in asset
classes and in clearly defined subgroups. Bekaert er al. (2017) analysed diversification
from local and international investments perspective in 401(k) plans in US. One of
the findings, that improving the quality of the international investment options offered
by 401(k) plans, in terms of number of funds available and their fees, generates more
investment in international equity. Brown and Davies (2017) study showed, that pas-
sively managed products become more attractive to investors, active managers’ revenues
from portfolio-management services fall, reducing their effort incentives. More-severe
decreasing-returns-to-scale are also associated with reduced incentives and increased
moral hazard. Performance-based fees and holdings-based data are all unlikely to miti-
gate moral hazard.

Hypothesis testing, which is performed below, can help to answer an important and pop-
ular question about returns of second pillar pension funds in Lithuania: are the average
annual returns, achieved by different pension fund categories during the last 10 years,
statistically different, taking into account their variability during different periods?

Methodology

We employ ¢-test for hypothesis about difference between two means. We use this tech-
nique to examine whether an observed difference of means between two funds (or
groups of funds) is due to a chance or different underlying values for mean. This test
was used in a similar way to compare mean investment returns of pension plans with a
different share of investments in alternatives (Robertson, Wielezynski 2008). Hypothesis
(1) we formulate is as follows:

Hy iy =pyps
Ha:H1¢M2’ (1)

where p; stands for “true” underlying mean annual return of a particular pension fund
or a group of funds, while p, stands for same for second pension fund or a group of
funds. In null we state that underlying mean returns of two funds are equal, taking into
account their variability. T-test procedure depends on assumption about population vari-
ance — it must be assumed that “true” population variances are 1) equal or 2) unequal.
In our case, it means that we would assume in advance that risk (volatility of returns)
is identical (or unequal) for two funds or two groups of funds. Since we do not have
a reason to believe that any two funds or categories have same “true” risk level, as a
part of experimental planning, in our analysis we suppose that population variances are
unequal. Moreover, this assumption is supported by results of a diagnostic check using
F-statistic, testing equality of variances (see Tables 9, 12 and 15); only in the case of

1181



T. Medaiskis, T. Gudaitis. Evaluation of second pillar pension funds’ supply and investment strategies in Baltics

the Estonian progressive and aggressive fund groups the assumption of equal variances
is not rejected at 1 per cent significance level.

The ¢ statistic (2) is calculated as follows:

. (El ‘Ez)—(m —Mz)

: )

where E,i =1,2, is sample mean of annual returns for i-th fund (or i-th group of funds),
n; is number of elements in time series of sample returns for i-th fund, s, is standard
deviation of sample returns

Decision about stated hypothesis is based on value of statistic ¢. If |t| > 1,2, then Hy is
rejected with significance level o (we use oo = 0.01 and o = 0.05). Here ¢, is critical
value taken from of #-distribution with df degrees of freedom (3), which is calculated

using this formula: )
22
S5
mom

(slz/nl )2 (s%/nz )2 .
m i 1y

df = €)

Rolling 12-month returns are used in calculations.

As regards to limitations in data or sample analysis, few points could be mentioned. For
pension fund returns we used rolling 12-month percentage change in net asset value of
each fund; therefore, it doesn’t reflect net return for fund participants, because, for ex-
ample, in Lithuania, not only asset management fee but also contribution fee is applied
(latter is deducted from contribution before it reaches pension fund assets; it will disap-
pear in 2017 and was equal to 0.5% in 2016). However, we believe, that this does not
significantly influence final results of testing procedure, as same calculation principle
is used for all funds and across all periods. Furthermore, pension funds are long-term
products and 10-12 years’ period is relatively short compared with whole accumulation
cycle of 3045 years.

3. Results

3.1. Case of Lithuanian funds

We included in our analysis only those funds which were introduced in 2004-2007
period and were still managed in middle of 2015. Major part of return series consists
of 121 observations from middle 2004 till middle 2015 period, as 17 funds have been
managed since 2004.

Firstly, we tested hypothesis about differences in mean returns across 4 fund catego-
ries — 1) conservative funds, 2) those whose portfolio can be invested in equities up to
30 per cent, 3) up to 70 per cent and 4) up to 100 per cent. For this, we need to have a
time series of rolling 12-month returns for each category. These were constructed as a
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simple average of 12-month returns of all funds belonging to that category. Correspond-
ing return series are given in Figure 3 and summary of mean returns and their standard
deviations is presented in Table 7.

Results given in Table 8 below indicate that hypothesis about equality of mean returns
is rejected at 1 per cent significance level only in cases where conservative category is
compared with others, i.e. differences between mean returns achieved in conservative
funds category and other riskier categories are statistically significant. Hypotheses about
equality of mean returns between all riskier categories cannot be rejected at 1 per cent
and 5 per cent significance levels. This conclusion suggests that, in terms of average
results achieved during last 10—12 years, pension funds in Lithuania could be differenti-
ated only into two groups — conservative and all other funds.

50% \
30% A A

10%

Conservative funds

= Up to 30% into equities ~ |
e Up to 70% into equities

Up to 100% into equities

[SS]

-10%

-30%

—50%

Fig. 3. 12-month rolling returns of pension funds categories

Table 7. Mean returns and standard deviations used in hypothesis testing

Mean 12-month Standard Return achieved per Number of funds
Fund category - . . .
return, perc. deviation, perc. one unit of risk, perc. in category
conservative 3.42 2.44 1.40 7
up to 30% equities 5.32 6.47 0.82 4
up to 70% equities 5.82 10.38 0.56 8
up to 100% equities 8.63 18.51 0.47 5

Table 8. Results of hypothesis testing across 4 fund categories

Hy: Meons =™ M309%  M30% = H70%  M70% ~ M100% HM30% — M100% Heons = H100%  Mcons — H70%
¢ statistic —3.01** -0.45 —1.45 1.86 —3.07** -2.47*
p-value 0.003 0.65 0.147 0.065 0.002 0.014

Note: ** hypothesis is rejected at 1% significance level, * hypothesis is rejected at 5% significance
level.
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Table 9. Results of variance hypothesis testing across 4 fund categories

Hy: Meons ™ M309%  M30% = M70%  M70% ~ M100% H30% — M100% Meons — H100% Heons — H70%
F statistic 7.03%** 2.58%* 3.18%* 8.20%* 57.6%** 18.12%*
p-value 0.00 0.00 0.00 0.00 0.00 0.00

Note: ** hypothesis is rejected at 1% significance level, * hypothesis is rejected at 5% significance
level.

It is important to correctly interpret above-mentioned results in Table 8. It is usually
thought that mean returns (together with their risk characteristics) of Lithuanian pen-
sion funds (such as those given in Table 7 above) are in line with core idea of financial
markets theory, i.e. that higher returns are achieved with higher levels of risk. However,
it is important to assess whether those apparently different mean returns achieved by
different fund categories can be proved to be statistically different, taking into account
variability of returns in different time periods. For example, mean 12-month return (5.82
per cent) achieved during last 10 years by a category of funds that invest up to 70 per
cent in equities, is lower than corresponding return (8.63 per cent) achieved by those
funds, who can be invested in equities up to 100 per cent. One possible interpretation
why hypothesis that “true” mean returns of these two fund categories are equal was not
rejected could be as follows: difference between historically achieved mean returns is
too low compared with difference in volatility of returns of these two groups, as for
the first category a return of 5.82 per cent was achieved with 10.82 per cent of risk
(measured as the standard deviation of returns), while in the second category a return
of 8.63 per cent is associated with 18.51 per cent of risk. It is expected that the increase
in risk by almost 8 percentage points would be rewarded with a higher than 8.63 per
cent return. It should be noted that in this case, for example, if the mean return of the
riskiest fund category would be equal to 11 per cent (with risk remaining the same),
the hypothesis about the equality of mean returns would be rejected. It is also worth
noting, that the mean return achieved per one unit of risk is the lowest for the riskiest
fund category.

We present results of hypothesis testing for all 24 funds in Lithuania in Annex. Each
cell in matrix provides value of t-statistic for corresponding pair of funds. marked cells
conform to situation where hypothesis about equality of mean returns is rejected. There
are at least three interesting conclusions. Firstly, let us look at rectangular areas of di-
agonal in matrix. It can be seen that, except for conservative category, there are very few
cells inside each group where hypothesis is rejected. This means that funds belonging
to same category are very similar in terms of their achieved average return (taking into
account variability of returns). In other words, there are no statistically significant lead-
ers inside different risk groups. Secondly, inside the conservative category, in most cases
hypothesis is rejected. It can thus be concluded that this category is quite diverse in
terms of results of its members. Thirdly, let us compare funds across different categories.
The most rejection cells are found when fund from conservative category is compared
with fund from other categories. This conclusion is in line with one found previously in
Table 8, when hypothesis was tested for mean returns of different categories.
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3.2. Case of Latvian funds

As it was mentioned above, compared with Lithuanian system, where pension funds are
traditionally differentiated into 4 groups, in Latvia pension funds are divided into three
types: conservative (money is invested in bonds, bills, etc.), balanced (up to 25 per cent
in equities) and active (up to 50 per cent in equities). Since these categories are not
directly comparable with those in Lithuania (and in Estonia as well), we only test hy-
potheses about mean returns and variances for funds in a particular country and not
across all Baltic states.

Table 10 below presents average 12-month returns and standard deviations of three
aforementioned Latvian pension fund groups. We included 18 funds into our calcula-
tions: those introduced in 20032005 and still managed in 2016. It can be noted from
Table that average returns are very similar in their size for all three types of funds.
Standard deviations differ more, but all are, for example, lower than those of Lithuanian
pension funds belonging to group with up to 30 per cent in equities.

Testing procedure is the same as described above for Lithuanian pension funds. Results
in Table 11 show that hypothesis about equality of mean returns is not rejected for all
three cases, i.e. we conclude that there are no statistically significant differences between
average returns even in case of conservative and active pension funds.

On the other hand, Table 12 indicates that variances are statistically different across all
three groups. Again, we conclude that even if in terms of risk (standard deviation) pen-
sion funds seem to be reasonably divided in different groups; however, their achieved
returns are not significantly different.

Table 10. Mean returns and standard deviations used in hypothesis testing

Mean 12-month return, Standard deviation, Return achieved per Number of funds
Fund category

perc. perc. one unit of risk, perc.  in category
Conservative 3.90 2.66 1.46 7
Balanced 3.62 3.43 1.06 4
Active 391 4.49 0.87 7

Table 11. Results of hypothesis testing across 3 fund categories (Latvian case)

HO: Heons = Mbalanced Mbalanced = Mactive Hactive = Hconservative
¢ statistic 0.76 —0.60 0.01
p-value 0.44 0.55 0.99

Note: ** hypothesis is rejected at 1% significance level, * hypothesis is rejected at 5% significance
level.

Table 12. Results of variance hypothesis testing across 3 fund categories

HOZ Mecons = Hbalanced Mbalanced ~ Mactive Hactive = Hconservative
F statistic 1.65%* 1.72%* 2.84%*
p-value 0.00 0.00 0.00

Note: ** hypothesis is rejected at 1% significance level, * hypothesis is rejected at 5% significance
level.
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Testing corresponding hypotheses for individual funds (as in Annex for Lithuanian case)
showed that hypothesis about equality of mean returns was rejected only in about 13 per
cent of all combinations of pairs of individual funds, with a relatively higher share in
case when conservative and active funds are compared.

3.3. Case of Estonian funds

As mentioned, second pillar pension funds are divided into 4 categories in Estonia:
conservative (0 per cent equities), balanced (up to 25 per cent equities), progressive (up
to 50 per cent equities) and aggressive (up to 75 per cent equities). As can be seen from
Table 13, the diversity of fund groups in terms of risk (standard deviation) in Estonia
is higher than in Latvia, and is more similar to the Lithuanian case. In Estonia, as well
as in Latvia and Lithuania, the average return achieved per one unit of risk decreases
with higher risk.

In our calculations we included 13 funds. Testing procedure is the same as for Latvia
and Lithuania. Results in Table 14 below indicate that hypothesis about equal mean
returns is rejected at 1% significance level only when comparing conservative and ag-
gressive funds — the situation is similar to what we get for Lithuanian funds.

Hypothesis about equal variances is not rejected only when comparing progressive and
aggressive groups.

Table 13. Mean returns and standard deviations used in hypothesis testing

Fund category =~ Mean 12-month Standard Return achieved per  Number of funds
return, perc. deviation, perc. one unit of risk, perc. in category
Conservative 3.64 343 1.06 5
Balanced 4.29 5.95 0.72 3
Progressive 5.63 9.94 0.57 4
Aggressive 6.89 11.16 0.62 1

Table 14. Results of hypothesis testing across 4 fund categories

HO: Meons = Hbal Mpa1 = Hprog uprog = Haggr Haggr = Hpal Maggr = Heons “prog = Heons
¢ statistic —-1.08 -1.34 -0.97 2.37* 3.2%%* 2.18%
p-value 0.28 0.18 0.33 0.02 0.02 0.03

Note: ** hypothesis is rejected at 1% significance level, * hypothesis is rejected at 5% significance
level.

Table 15. Results of variance hypothesis testing across 4 fund categories (Estonian case)

HO: Heons = Hbal Mpar = Mprog uprog - Maggr Maggr = Hpal Maggr ~ Heons Mprog ~ Heons
¢ statistic 3.02%* 2.79%* 1.26 3.51%* 10.59** 8.41%*
p-value 0.00 0.00 0.09 0.00 0.00 0.00

Note: ** hypothesis is rejected at 1% significance level, * hypothesis is rejected at 5% significance
level.
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It also should be noted that, for Estonian funds, share of individual pairs for which
hypothesis about equal mean returns is rejected is the highest among all three countries
(more than 25 per cent). It means that diversity of funds in terms of their mean returns
in Estonia is relatively higher than in Latvia and Lithuania.

To summarize results for all three countries, testing procedure indicated that null hy-
pothesis about equality of mean returns cannot be rejected at all in Latvia, and is re-
jected only when comparing conservative category with riskier funds in Lithuania and
in Estonia, i.e. there tend to be no statistically significant differences between returns
achieved by riskier pension fund groups. We think that one of main reasons behind
this could be fact that in all three Baltic States pension funds are categorized only by
maximum limit of investments into equities. This could lead to an overlap (in terms of
actual investment portfolio compositions) between funds belonging to different catego-
ries. For example, even if one fund declares the maximum limit in equities of 50 per
cent, another — 70 per cent (and funds belong to different groups), actual investments
(and results) of these two funds can be very similar.

Conclusions

Although comparative analysis of second pillar pension funds offered in Baltics showed
that quite a large number of second pillar pension funds is offered in each market, pos-
sibilities to select various investment strategies (investment risk levels) are limited, due
to legislation and number of pension funds offered in specific risk categories, e.g. it is
possible to select only 4 funds in category “Small part into equities” (Lithuania), “Bal-
anced” (Latvia) and “Aggressive” (Estonia). It is important that some market players
are offering a very limited scope of pension funds with different investment strategies,
e.g. majority of pension accumulation companies are offering only up to 3 pension funds
with different investment strategies in Lithuania and Latvia. Due to this, possibilities
are quite low to select pension funds during long-term accumulation period (that lasts
up to 45 years) based on principle of so-called life-cycle strategy in same pension ac-
cumulation company. This study provided evidence that, second pillar pension market
has been concentrating during last decade in all Baltic countries. Global financial crisis
and unstable political decisions and changes of second pillar pension parameters like
contribution levels have stimulated concentration in market. Present study demonstrates
that it is caused pension fund participants to lower possibility for selecting pension
funds with different investment strategy and risk due whole accumulation period (30
years and longer).

In order to verify possible conclusion about low supply side of second pillar pension
funds in Baltics, statistical analysis was performed in this paper to test hypothesis about
equality of average returns achieved by different pension fund groups in three Baltic
countries during last 10—12 years. Although in many cases variances of returns of sepa-
rate pension fund categories are statistically different, situation is not same regarding
their returns. Testing results indicate that null hypothesis about equality of mean returns
cannot be rejected at all (Latvia) or is rejected only when comparing conservative cat-
egory with riskier funds (Lithuania and Estonia), i.e. there tend to be no statistically sig-
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nificant differences between returns achieved by riskier pension fund groups. A similar
conclusion is drawn from comparison of returns among individual funds — depending
on which country is analysed, share of individual pairs of funds, for which hypothesis
about equal mean returns is rejected, varies between around 13 and 25 percent. Diversity
of funds in terms of their mean returns in Estonia seems to be relatively higher than
in Latvia and Lithuania. These findings from statistical analysis provided evidence that
that traditional classification of pension funds is not necessarily meaningful, i.e. even
if two funds belong to different categories by their risk, this does not necessarily mean
that their investment strategies and actual returns will differ significantly. This raises a
natural question about possible need for stricter rules in terms of pension fund invest-
ment strategies and their linkage to fund a participant’s age in order to increase compat-
ibility between supply side of pension funds and needs of pension system participants
over their entire life-cycle.

Additionally, research results provide important insights for public policy, with possibil-
ity of including these preferences in regulations, with aim of benefiting pension fund
participants in a long term perspective. Overall, the findings have important implica-
tions for pension accumulation companies, responsible for selecting and implanting
investment strategies in pension funds, and participants, who selecting pension funds
available in market. It also creates background for further researches on pension funds’
investment strategies and risk management by offering a deeper understanding of pen-
sion funds’ offering, investment strategies and risk management in Baltics.

However, there are several limitations in the research. Firstly, second pension pillar
market is highly concentrated in the Baltics. Thus changes in offering in one of service
provider might significantly influence results of research. Secondly, the principles of
pension fund grouping are different due to legal requirements in the countries. Thus
the comparison of the countries might not fully reflect all the differences appearing due
grouping. Thirdly, pension funds are long-term products, thus 10—12 years’ period is
relatively short compared with whole accumulation cycle of 30—45 years.

The future research second pillar pension market in Baltic countries should be compared
with the same markets in larger Central European countries in order to make more
comprehensive comparison of factors, which are influencing second pillar pension mar-
ket offering and concentration. Additionally, similar research should be repeated after
several years, when pension funds’ performance will continue for 20 years or longer.

Funding

This work was supported by the Research Council of Lithuania under Grant MIP-15204.
The research has received funding from Research Council of Lithuania on research
project agreement No MIP-012/2015.

References

Bams, D.; Otten, R.; Ramezanifar, E. 2017. Mutual fund objective misclassification, in 4S5S4
Annual Meeting, 6-8 January 2017, Chicago, USA.

Bank of Lithuania. 2016 [online], [cited 30 December 2016]. Available from Internet: http://
www.lb.lt/en/lb-statistics

1188



Journal of Business Economics and Management, 2017, 18(6): 1174—1192

Bekaert, G.; Hoyem, K.; Hu, W. Y.; Ravina, E. 2017. Who is internationally diversified? Evidence
from the 401(k) plans of 296 firms, Journal of Financial Economics 124(1): 86—112
https://doi.org/10.1016/j.jfineco.2016.12.010

Bielawska, K.; Chton—Dominczak, A.; Stanko, D. 2015. Retreat from mandatory pension funds
in countries of the Eastern and Central Europe in result of financial and fiscal crisis: caus-
es, effects and recommendations for fiscal rules [online], [cited 11 December 2016]. Avail-
able from Internet: http://uczelnia.sgh.waw.pl/en/university/research/groups/ppg/Pages/news.
aspx?NewsID=09f66b2a4023-4200a347-602d32¢93000&ListID=227ed78d0b1443318dc564f7
dd0b93ba

Bitinas, A.; Maccioni, F. A. 2014. Lithuanian pension system’s reforms transformations and
forecasts, Universal Journal of Industrial and Business Management 2(1): 13-23.

Blake, D.; Sarno, L.; Zinna, G. 2017. The market for lemmings: the herding behavior of pen-
sion funds, Journal of Financial Markets (in press). https://doi.org/10.1016/j.finmar.2017.03.001

Bodie, Z.; Detemple, J. B.; Otruba, S.; Stephan, W. 2004. Optimal consumption—portfolio choices
and retirement planning, Journal of Economic Dynamics and Control 28(6): 1115-1148.
https://doi.org/10.1016/S0165-1889(03)00068-X

Bodie, Z.; Merton, R. C.; F. Samuelson, F. W. 1992. Labor supply flexibility and portfolio choice
in a life cycle model, Journal of Economic Dynamics and Control 16(3—4): 427-449.
https://doi.org/10.1016/0165-1889(92)90044-F

Brown, C. D.; Davies, Sh. W. 2017. Moral hazard in active asset management, Journal of Finan-
cial Economics 125(2): 311-325. https://doi.org/10.1016/j.jfineco.2017.05.010

Ebbinghaus, B. 2011. The varieties of pension governance: pension privatization in Europe.
Oxford: Oxford University Press. https://doi.org/10.1093/acprof:0s0/9780199586028.001.0001

Egert, B. 2012. The impact of changes in second pension pillars on public finances in Central
and Eastern Europe. OECD Economics Department Working Papers, No. 942. OECD Publish-
ing, Paris.

European Commission. 2015. The 2015 Pension Adequacy Report: current and future income

adequacy in old age in the EU Vol. I and II [online], [cited 15 December 2016]. Available from
Internet: http://ec.europa.eu/social/

Fagereng, A.; Gottlieb, Ch.; Guiso, L. 2017. Asset market participation and portfolio choice over
the life-cycle, The Journal of Finance 72(2): 705-750. https://doi.org/10.1111/jofi.12484

Fultz, E. 2012. The retrenchment of second-tier pensions in Hungary and Poland: a precautionary
tale, International Social Security Review 65(3): 1-25.
https://doi.org/10.1111/j.1468-246X.2012.01434 x

Gudaitis, T. 2009. Research of Lithuanian pension system’s reform: from conception to first an-
nuities, Management of Organizations: Systematic Research 49: 37-56.

Gudaitis, T. 2012. Evaluation of “Life Cycle” funds investment strategy integration into fully
funded second pillar pension system, Applied Economics: Systematic Research 6(1): 115-126.
Gudaitis, T. 2013. The evaluation of second pillar pension funds’ investment performance in
Lithuania [online], [cited 11 December 2016], in 3'? International Scientific Conference Practice

and Research in Private and Public Sector — 2013, 11-12 April 2013, Vilnius, Lithuania. Avail-
able from Internet: http://prpps.mruni.eu/

Holzmann, R. 2007. Making pension reform work: the link to labor and financial market reforms,
in The International Forum on Pension Reform, 7-9 June, 2007, Bled, Slovenia.

Jeko, M.; Nenovsky, N. 2012. Capital pension schemes in Bulgaria, Hungary and Slovakia un-
der the impact of the ongoing financial crisis, East—West Journal of Economics and Business
XV(1-2): 71-88.

1189



T. Medaiskis, T. Gudaitis. Evaluation of second pillar pension funds’ supply and investment strategies in Baltics

Jureviciené, D.; Samoskaité, S. 2012. Evaluation of Pillar II pension funds’ return on investment
considering risk, Business: Theory and Practice 13(4): 304-313.

Kaupelyté, D.; Dacioliené, S. 2011. The analysis of the opportunities for the life—cycle pension
funds’ implementation in Lithuania, Management of Organizations: Systematic Research 58:
91-104.

Lazutka, R.; Skudiené, D.; Cerniauskas, G.; Bartkus, A.; Navicke, J.; Junevigiene, J. 2013. Socia-
linis draudimas Lietuvoje: kontekstas, raida, rezultatai [Social Insurance in Lithuania: context,
development, results]. Vilnius: Lietuvos Socialiniy tyrimy centras [Lithuanian Social Research
Centre].

Lazutka, R. 2008. Lietuvos socialinio draudimo pensijy dalinio privatizavimo tikslai ir rezultatai
[Aims and results of partial privatization of Lithuanian social insurance pensions], Fkonomika
82: 104-126.

Lietuvos bankas. 2013. I pakopos pensijy sistemos jtaka valstybés finansams ir gyventojy pa-
Jjamoms ilguoju ir trumpuoju laikotarpiu [2nd pillar pension system’s influence on state finance
and citizens income in short and long term] [online], [cited 18 December 2016]. Available from
Internet: https://www.Ib.1t/n21017/pensiju_sistemos_modeliavimas_2013 03 301.pdf

Lippi, A. 2016. Does menu design influence retirement investment choices? Evidence from Ital-
ian occupational pension funds, Judgment and Decision Making 9(1): 77-82.

Maccioni, F. A.; Gudaitis, T. 2014. Contribution options and individual returns after the second
pillar pension reform in Lithuania, Transformations in Business and Economics 13, 2B(32B):
591-603.

Manapensija. 2016. Latvian pension portal [online], [cited 28 December 2016]. Available from
Internet: http://www.manapensija.lv/en/2nd-pension-pillar/statistics/

Medaiskis, T.; Gudaitis, T. 2013. Assessing the impact of second pillar component on old age
pension in Lithuania, Ekonomika 92(4): 54-72.

Mitchell, A.; Oreinstein, N. 2005. The new pension reform as global policy, Global Social Policy
5(2): 175-202. https://doi.org/10.1177/1468018105053678

Pensionikeskus. 2016. Estonian pension portal [online], [cited 29 December 2016]. Available
from Internet: http://www.pensionikeskus.ee/en/statistics/ii-pillar/funded-pension-daily-statistics/

Robertson, D.; Wielezynski, E. 2008. Alternative assets and public pension plan performance.
OCC Economics Working Paper 2008-2.

Simonovits, A. 2012. Re-nationalizing the mandatory private pension pillar in Hungary, Global
Social Policy 12(3): 334-336. https://doi.org/10.1177/1468018112456766a

Van Binsberggen, J.; Broeders, D.; De Jong, M.; Koijen, R. 2014. Collective pension schemes
and individual choice, Journal of Pension Economics and Finance 13(2): 210-225.
https://doi.org/10.1017/S1474747213000371

Volskis, E. 2012. Reforms of Baltic states pension systems: challenges and benefits [online],
[cited 30 December 2016]. Available from Internet: www.ebrd.com/downloads/news/pension-
system.pdf

1190



‘19A9] 2ouedYIUSIS Judd J1ad G 38 pajodfas st sisayodAy [nu oy 4 270N

Journal of Business Economics and Management, 2017, 18(6): 1174—1192

A punyg
¥T0- zpung | 5
SLI'T +ECT X pung bm mI.
28
9791 *CTTE €850 Apung x
180°1 SPPT  9¢€0 8500 N pung
6S€T  #bL6T  LTI0  8S0-  6TO0- 1 pung
€60 ¥9§'T  p1'0-  6S0-  0VO0- | STO- S pung
60£°0 026°0 PET- *S1°T- 01— 08°1— 6870~ i pung ,W
wro 1880 LT~ «ILT T~ | «0PT 80— 8I°0- d pung W
€970 0LZT  TCI-  #II'T €60- | PLT- 9L0- €§T0  v6r'0 O pung .W
670 18L0  SE€T-  IIT  vO1- | LLT- €60-  800-  pLOO  T€0- N pung WH
0 810~ L8T— *67T— £'1- *1TT- Nat $8°0— 6L°0~ L0'T— 9L°0~ W pung
$0°0- €50 TT- «98T  6TT- | «LST  TET- 850~ 6K0- 680~ 9K0-  6E40 Tpung
SL60  +910T  bED 0T 150 950 Tro 90T 86€T 9160 L8OT  T9YT 189°1 > pung
YT 8860 T8I~ «90°€  PI'T- | x€8T  €I'l- IT0- 100~ LSO~ 600~ 6780 wso | ssT- [ pung umo m.
100~ S6Y'0  #0TT- 6V 1€ *E€€~ W= $9°0— 850~ 80'1— 670~ 0Zs0 9500 #L6'T— wo- [ punj WH M
90~ 6€0- #S8T  K0TY 91 |1t 16T v ST S6T- €T S0°0- 180~ | x69T 061~ 1= H punj :
S000 0850  x6TT-  «SL'E I€T- [ «0L€  WI- 990~ 190~ SI'T- 60~ €950 €010 | 0T T80~ 0L0°0  SSK'T D pung
880~  TET-  #IS8E 489G PE'T- | «L09-  48PT  ATWHT 410 «STE #80T  8S0-  6LT- | 408'€  «ITP KT ST | 68 A pung
S0'1— oL'1= #€1T= %119 2907 | +€9°9~  #69T—  #8LT-  #€5°€-  #0L'€~ #0VT  080- #81T | #LIY- *H0'$— #S8'€—  T8I— #68'6— 860~ H pung m
90°0~ PIF0  #6€T  #$8'€-  9€T- [kT8€  0ST-  080-  6L0-  0€T-  TY0-  $9K0  SO'0- [ #6IT  90'T— 810~ 6ITT | ¥E0-  «€88'€ €66 apunj m
090~ EL0-  #9€E AP SUT- [ KEFS S91T 88— 0€T  #€9T  6S'T-  TTO- ITT- | %606 <9T€  «81T  6£0- | #L€€ 0091  «L98T  «0LT O pung .M.
[ 981 #STY= %$T9— KCIT | %6L'9~  +8LT-  #T6T-  sTl'e~  #L8'€ *€ST- 060 *PET | $0€F— %97~ %607~ 0T | #€1'9- 6€°1— 80— #STS—  #ETE g pung
€T HLT 4867 A8IL  xIVT [ #9611 ALTE ASL'E 68F  488T-  «8TE  €F1- HTE [ 4TI 101 «ILS L8€C [ 4S8 4T6'E  A€TE kLSL- #E10- £09T V pung
Apunj Zpung Xpunj Apung (1pung|Lpund Spund Yypunf Jpung OPund NPung Wpunj Tpung |pung [pung [pung Hpund |Dpunf Jpung Hpund @pung Dpung gpund Vpung
sanmba 04007 03 dn sanmba 940, 03 dn sanmba o,0¢ 01 dn JAIIBAIOSUOD)

(9sed ueruenyyry) spunj jo sared JUIIIPIP J10J d1SHIe)S-) YL,

XIANAddV

1191



T. Medaiskis, T. Gudaitis. Evaluation of second pillar pension funds’ supply and investment strategies in Baltics

Teodoras MEDAISKIS is a Professor in Economics at Vilnius University Faculty of Economics. He
is recognized international expert in social security systems, social protection and pension insurance
areas. Research interests: social security and insurance, pension reforms, pension systems. Prior to
entering academia, he gained practical experience working in public sector.

Tadas GUDAITIS is an Associate Professor in Economics at Vilnius University. He is also a Director
of International Corporate Finance Master Program at Vilnius University Business School. Research
interests: pension reforms, pension funds, financial literacy, personal finance management. In parallel
with academia, he works in financial sector.

1192



