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PENSION FUNDS: INVESTMENT RISK MANAGEMENT

Introduction. Pension provision has always been
an important issue for every government asit contributes
to the economic image of the country in general and
impacts on the population’s trust to government. One of
the most important tasks of social-oriented market
economy development in Ukraine is pension system
reform. Because of the new economic, social, political
and demographical realties, our country has an objective
need to implement a system of non-state pension
provision, which is actually one of the foreground
directions of social security system development. The
current most serious concern is the extraordinarily large
public pension expenditures (approximating to 16% of
GDP), which is aimost twice as large as the average
public pension expendituresin EU countries. The process
of population ageing and an increase of pension age
citizen's share amplify the social and financial pressure
on the working population of the country and becomes a
reason for the heightened attention of society towards
non-state pension funds system development.

Since independence, Ukraine has undertaken very
minimal reforms of the social sector. The State Pension
Fund was the fundamental of Ukrainian pension system.
The main source of retirement income is provided by
state solidarity pension insurance system financed on a
pay-as you go basis. Private (non-state) pension funds
have been implemented and legislated since 2004, when
the law “On Mandatory State Pension Insurance” was
adopted, and have formed the third pillar of Ukrainian
pension system. Nevertheless, they still have not gained
the popularity in Ukraine, unlike in other European
countries. Moreover, there is a slight reduction in their
activity. At the end of the 2012 there are 94 non-state
pension funds that are functioning in Ukraine, but none
of them tends to be stable and developing. The situation
is considerably different in other countries. The most of
private pension funds have proved to be effective and
secure despite all the risk that is undertaken.

The analysis of scientific researches. A variety
of problems connected with state and non-state pension
funds effectiveness is a topic for discussion for foreign
scientists and series of researches are devoted to risks
of pension system. For example, Dorothee Franzen
examines investment risks in defined-benefit pension
funds[1]; Sandy Halim, Terrie Miller, and David Dupont

held a global survey on how pension funds manage
investment risk [2] and so on.

The reforms of pension system and pension
provision in general is the question which is becoming
more and more topical in Ukraine, especialy due to the
pension reform recently implemented. For those reasons,
the number of Ukrainian researches devoted to thistopic
israpidly growing. So, A. Bakhmach in theresearch pays
attention to the non-state pension provision system
development in Ukraine [3]. T. Salnikova analyses the
reliability of private pension [4]. P. Floreskul underlines
the importance of non-state pension provision in social
security of Ukrainian citizens[5]. A. Kazanchan examines
and researches pension provision and itsconnection with
pension insurance [6]. N. Telichko and G. Kuzmenko
analysethe influence of non-state pension fundsat social-
economic development of the country [7]. V. Pavliv in
his research describes the current state of non-state
pension provision system and underlines difficulties and
problems of its development [8]. Tolubyak V. proposes
the new classification of risks which pension providing
system undertakes[9]. However, the question of different
kind of pension system’s risks which one can face is not
well considered in Ukrainian scientific literature.

Pension system attracts big volumes of financia
resources and contains numerous risks. That is why the
government policy in this sphere has to be directed at
using special approaches and methods of defining pension
system'’s risks and adequate reaction at their negative
demonstration. Thereby the main goal of this paper is
to make profound and complex research existing and
potential risks of pension system in order to define the
ways of overcoming their negative effects.

The research. In conditions of market economy,
social insuranceisthe main institution of person’ssecurity
and pension provision is a basic and one of the most
important social guarantee of stable development of the
society, as it directly affects interests almost of all the
people. During the recent decades, the current system
of state pension provision, based on the redistribution
principle, has faced the disability of providing their
participants with the decent level of pensions, due to the
demographical changesin the population structure which
are connected with increase of the pensioners’ share and
decrease of the number of employable population.
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Toimprovethesituation, there are certain measures
to be taken. The current state of pension system requires
the implementation of new types and models of pension
provision in Ukraine, based on the experience of highly-
developed countries.

First of al, theimplementation of new pension plans
isessential. In broad terms, and depending on how pension
benefits are calculated and who bears the inherent risk,
pension planscan either be defined benefit (DB) or defined
contribution (DC) in nature. Defined benefit plans are
planswhere the employer guaranteesto pay the employee
at retirement a fixed monthly income for life. Defined
contribution plans are plansin which the employer agrees
to contribute a fixed amount to the employee's pension
fund each year in which the employee is employed. The
income that the employee receives during retirement
depends upon how much money the plan accumulated
and how much income that amount can generate. Under
both types of plans, funding of the pension can bein the
form of contributions made by the employer alone or by
contributions from both the employer and employee.

The defined-contribution pension scheme is a
private pension plan which isgaining popularity in awide
range of countries, in which private pension provisionis
amain source of retirement income for pensioners. The
number of private funds which provide members with
such type of scheme is rapidly growing, meanwhile in
Ukraine, not only this type of scheme is not developed,
but also the number of pension funds and private pension
contracts has recently faced a dramatic fall. However,
the main indicators of non-state pension funds activity
are positive, which proves that this system has potential
and can be developed and effective in the future.

Defined contribution pension plan has a fixed
contribution usually based as a percentage of the
employees’ salary (usually employer matched). The
benefit is dependent on how the portfolio performs with
no guarantees as to how much income you'll receive
during retirement. For the astute investor, a defined
contribution plan has the benefit of total control over the
money/portfolio. The investor can choose various funds
and asset alocation within the plan.

Typically speaking, an employee doesn't have a
choice asto whether to enroll in adefined benefit plan or

a defined contribution plan. It's usually one or the other
depending on the company. Defined contribution plans
are becoming more popular asthey are much lessrisk to
the company and arguably the employee as well.

Ukrainian pension system should implement changes
to adopt the socia insurance principles of the Notiona
Defined Contribution (NDC) type PAYG schemes.
The implementation of DC pension scheme can have a
range of advantages both for the retirees and Ukrainian
economy. Government rarely invests pens on contributions,
so basically people pay taxesto make pension contributions,
but, this money are rarely invested. Instead government
pays pension payments out of current expenditure. This
means with an ageing population, they will struggle to pay
the pension commitments. What ismore, the most of private
pensions around the world enable the government to lower
taxes. Arguably lower income tax may increase incentives
to work. Lower corporation tax may increase incentives
for business investment, so this point can be implemented
into Ukrainian system as well.

Moreover, the support ratio in Ukrainian aswell as
in al the other countriesis declining. A real problem the
government faces is that the percentage of people of
retirement age is increasing. This means an increase in
the dependency ratio. Basically, therewill be more people
receiving pension compared to the number of people
working and paying income tax (Fig.1). Thisis going to
leave a black hole in government finances, relying on
private pensions would avoid this problem.

Besides the support ration, we can see the unstable
and insignificant and unstable growth of the replacement
rate, which indicates the ratio of the pension itself to the
pre-retirement salary (Fig.2). Replacement rate is one of
the main indicators of pension system effectiveness, so
according to the recent data, Ukrainian pension system
is not as effective asit could be, that is also areason for
its reformation.

So, there are four desirable features of the DC:

1. The pension income entitlements are based on
average ‘lifetime’ wages, rather than a subset of best or
final years' wages;

2. Benefits are adjusted for early or deferred
retirement on the basis of actuarial fairness;

3. Benefitsare adjusted aslife expectancy increases,

Table 1
Thedynamicsof thenon-state pension fundsactivity main indicator s[10]
2010 2011 2012
The number of pension contracts, 69,7 75,0 61,4
thousands unites
Pension benefits, min uah 158,2 208,9 2519
Profit from assets investments, min uah 433,0 559,9 620,3
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Fig. 1. Thegrowth of thenumber of pensionersin thetotal population of Ukraine[11]

60% -

50%

40%

30%

20% —

10% -

0% -
g 5 2 B 39
£§5 88 88§

SHEBEEES

N N

2012

Fig. 2. Thedynamicsof thereplacement ratein Ukraine[12]

so as to reflect the longer duration for which benefits
would be paid; and

4. The recognition of periods outside employment
(such asunemployment, periods of maternity and parental
leave) isachieved by crediting notional personal accounts
with additional contributions paid from general public
revenues on annual basis.

But at the sametime it has the downside:

1. Retirement income is entirely dependent on how
the portfolio/market performs over the vested period.

2. Even an employee who has no interested in
finances needs to be involved with the portfolio.

As well as being advantageous, DC private
pension system undertakes arange of risks. In DC plans,
participants bear the brunt of risk, whileintraditional DB
plans sponsoring employers assume most of the risks.
Employersin some countries haveintroduced hybrid and
mixed DB plans, which come in different forms, but
effectively involve some degree of risk sharing between
employers and employees.

According to V. Tolubyak, non-state pension funds
face the political, financial, demographical, market,

systematic, investment risks and also the risk of distrust
[9]. Among Western pension funds, the investment risk
proves to be the most considerable and dangerous.

Risks undertaken by private pension system may
also be classified asfollowing:

» socia and labour-market risks — different life
events — such as persistent low earnings, long-term
unemployment, caring for children or older relatives,
family problemsthat affect professional sphere, illnesses
and problems with health - can have a negative results
on the retirement income of the worker. In other words,
the empl oyee may not be capable of making contributions
because of the personal reasons. The cost of these risks
could be borne by individuals, by governments or by the
contributors to pension systems.

« policy risk — political situation in the country
can change dramatically and different changes, such as
new laws or legislative acts may in unanticipated changes
in pension entitlements before or during retirement,
perhaps leaving individuals with little or no time to
respond by changing their labour-market or savings
decisions;
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myopia risk - many workers don’t think much
about their future and don't pay enough attention to saving
money for later, especially for retirement. They prefer to
consume more right now. Thiswould lead to low pensions
and costs for taxpayers and contributors if these retirees
were entitled to safety-net benefits [13];
life-expectancy or longevity risk — despite the
fact that recent increase in life expectancy may be
celebrated as one of achievements of modern society,
not all pension systems are able to ensure to ensure long-
term affordability. Moreover, it is much less clear how
the burden of such adjustments should bedivided between
today’s taxpayers, contributors and retirees and future
retirees. Furthermore, the estimates of life-expectancy
increases on which pension decisions have been based
have, regrettably, often turned out to be wrong. The
growth of life expectancy, especialy at retirement age,
has consistently been underestimated [14];

investment risk — the risk that the return is not
produced due to unexpected behavior of theinvestments.
Both internal and external factors may cause assets to
not behave as expected. So, generally, investment risk
may be divided into two groups: external and internal
influences.

Despite the fact that it is difficult to manage such
risks as longevity or policy ones, pension funds
successfully manage the investment risk, using the wide
range of methods. The most popular of them are
regulation of investmentsin pension funds, establishment
of surplus funds, diversification and asset allocation
reviews.

Regulation of investments in pension funds
(establishment of limits on investments) is the method
which is used in the most countries. It basically means
that there are certain limits on investments in some

particular sphere, which regulated by law or by pension
fund itself.

Establishment of surplus funds is a key method to
protect participants' money. They are formed of the
money |eft after al theliabilities, taxesand fixed payments.
Surplus funds play a role of some kind of insurance for
the case of emergency. In case when the pension fund
faces the risk and can bear it, the benefits are paid to
participants from surplus fund.

Diversification is also one of the most important
methods. It's a worldwide known risk management
techniquethat mixesawidevariety of investmentswithin
a portfolio. In that case, pension funds are protecting
themselves from big losses in one particular form of
investments and therefore are reducing therisk in general.
It is the method used the most widely around the world.
Figure 3 showsthe asset allocation of the largest pension
system funds'.

Finaly, it is essential to review asset alocation in
order to monitor its effectiveness and to define whether
the assets behave as expected.

Conclusion. Non-state pension funds play an
important role in the system of pension provision.
Defined-contribution pension schemeisthe most popular
and developed type of private pension provision and
Ukraine has a great potential to implement this type of
pension plan. The first steps have already been made as
we can see a dlight increase in the number of private
pension funds and growing amount of pension benefits.
Despite the fact, that private pension provision systemis
affected by various risks, we can see from the foreign
countries' experience that they are manageable, even
though there are certain losses to be taken. The most
successfully foreign pension funds manage investment
risks, using such methodsas diversification, surplusfunds
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Fig. 3. Pension funds asset allocation in 2011 (% of total investment) [15]
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establishment, regulation of investments and asset
alocation review. The development of private pension
funds as institutional investors, which can optimize the
Ukrainian pension system functioning is the topic for
further research.
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MMapdnonosa JI. I'., Bikinina I'. O. Ilenciiini
¢onau: ynpapiaiHHs iHBeCTHHIITHUM PU3UKOM

V¥ ctarTi 00rpyHTOBaHO HEOOX1AHICTH peopMyBaH-
HS BITYM3HSAHOI NeHCiitHOi cucremu. OnrcaHo OCHOBHI
BUJIY NICHCIHHMX IUIaHIB HeNepKaBHOTO MEHCIHHOTO 3a-
OesreyeHHs. Bu3sHaueHo eHCIiiHUN TUIaH, SKUA HallOUIb-
III€ ITiIXOAUTH JJIsI CY9aCHOTO CTaHy IMEHCIHHOI CHCTeMH
VYkpainu. HaBeneHo kinacudikariito pus3ukiB, MoB’ I3aHUX
3 (DYHKLIOHYBaHHSIM IEHCIHHOI CCTeMU. 3aIIpOIIOHOBA-
HO OCHOBHI METOJY YIPABITiHHS PU3UKAMH.

Kniouogi cnosa: TieHciiiHA cucTeMa, Helep KaBHI
TIeHCIVHI (OH/!, IHBECTUIIHHUHN PU3UK, YIIPABIIHHS PU-
3UKaMH.

IMapdenosa JI. I'., buknnuna A. A. IleHcnoH-
Hble GOH/BI: yIpaB/IeHNEe HHBECTUIHOHHBIM PHCKOM

B crarse 060cHOBaHa HEOOXOMMOCTH PedhOPMUPO-
BaHUS OTEYECTBEHHON NIEHCUOHHOM cucTeMbl. OnHcaHbl
OCHOBHBIC BUJIBI ICHCUOHHBIX [UIAHOB HETOCYIapCTBEH-
HOr0 NEHCUOHHOT0 obecneueHus. OnpeaesieH MeHCHOH-
HBIH [U1aH, HanOoJIee OIXOSIIHHA Il COBPEMEHHOTO CO-
CTOSIHUS NIEHCUOHHOM cucTeMbl YKpauHbl. [IpuBenena
KJIaCCU(DHKAIHSI PUCKOB, CBSI3AHHBIX C (DYHKIIMOHHPOBA-
HUEM MEHCHOHHOH cucTeMbl. [IpemiokeHsl OCHOBHEIE
METO/IBI YIIPABJICHUS PUCKAMHU.

Kniouesvie cnosa: NIEHCHOHHAS CUCTEMa, HETOCYap-
CTBECHHBIC IIEHCHOHHBIC (DOHbI, THBECTHIIMOHHBIHN PHUCK,
YIIPaBICHUAE PUCKAMH.

Parfonova L. G., Bikinina A. O. Pension Funds:
Investment Risk Management

In the article the necessity of the pension system
reform was proved. The basic types of pension plans
non-governmental pension provision were described. The
pension plan which is the most suitable for the modern
condition of the Ukrainian pension system was defined.
The risks associated with the functioning of the pension
system were classified. The main methods of risk
management were suggested.

Keywords: pension system, non-state pension funds,
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