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Abstract

Saving for the third age is extremely important in the conditions of an uncertainty in the global
economy, unfavorable demographic trends and the related problem of fiscal imbalances. In order to
improve the sustainability of the Croatian three-pillar pension system, there have been recent attempts
to significantly increase the role of voluntary pension insurance and other forms of saving for the third
age. The aim of such measures is to reduce the increasing dependence of pension beneficiaries on
payments from the state budget and to achieve a more sustainable pension system. Measures to
encourage voluntary saving in Croatia are the state incentives for the insured and the tax benefits for
employers. Despite the numerous investment advantages and government incentives for this form of
saving, voluntary pension funds in Croatia are still among the least developed institutional investors,
considering the amount of assets and the number of members. The question arises as to the reasons for
the relative disregard of these financial institutions and the low interest of the working population in
Croatia. The aim of this paper is to analyze the performance of voluntary pension funds and identify the
reasons for the insufficient capitalised savings in the third pension pillar in Croatia.

Keywords: Croatian pension system, voluntary pension funds, financial literacy, governement
incentives

1. INTRODUCTION

The Croatian pension system is a mixed public-private pension system introduced by a 1999 law on
pension insurance. It extended the existing pay-as-you-go system with two pillars consisting of
mandatory and voluntary pension funds. The third pillar of the pension system refers to voluntary
open and closed pension funds. However, these are not yet sufficiently developed to significantly
increase the average adequacy of future pension benefits (OECD, 2013). The possibilities are much
greater, as this form of saving concerns only 24.9% of the working population in Croatia, despite
various stimulating legal solutions and incentives, but also because of low interest and familiarity
of the population with new investment opportunities.

The aim of the article is to address possible reasons for the underdevelopment of voluntary
pension funds in Croatia and thus for the suboptimal effects of a three-pillar system. Despite the
possibilities of obtaining state subsidies and tax exemption for employers, this form of capitalized
savings has failed to attract a significant number of insured persons and accumulating a
satisfactory level of funds. The issues related to third pillar voluntary retirement savings are rarely
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addressed in the literature, especially for the Croatian pension system. This paper aims to fill this
gap by quantifying the extent of third pillar development and performance in Croatia.

‘The paper is organized as follows. The introductory remarks provide an insight into the
topic and the research problem. The second part summarizes the main features and structure of
the Croatian pension system, focusing on the third pillar. The third part analyzes the development
path and performance of voluntary pension funds. The fourth and fifth parts of the paper shed
light on the tax treatment and government incentives of voluntary funded saving and highlight
the reasoning behind them. Finally, the last part offers a conclusion.

2. THEORETICAL BACKGROUND

Unfavorable demographic trends are affecting economic and social policies worldwide, raising
fundamental questions about the adjustment of national pension policies and other public
policies. The deterioration of the dependency ratio is exacerbated by population aging, i.e. the
increasing share of older people in the population, declining birth rates and increasing life
expectancy (Bejakovi¢, 2019). In Croatia and other countries in Central and Eastern Europe, the
problems were even greater at the beginning of the transition period due to high unemployment,
informal economy and tax evasion. Moreover, their pension systems were extremely vulnerable to
political pressure and abuse (Olgi¢ Drazenovi¢, Sulji¢ Nikolaj, Buterin, 2019). As a result,
comprehensive pension system reforms were implemented to reduce the pension system's
reliance on 'pay-as-you-go' (PAYG), which is financially difficult in the long run, and to provide a
decent pension to the insured (Puljiz, 2007). The reformed pension systems upgraded the existing
PAYG system with two pillars consisting of mandatory and voluntary pension funds. The main
arguments for the multi-pillar pension reform strategy were to promote the sustainability of
pension systems in the long run, to achieve macroeconomic stability and boost economic growth,
to increase domestic savings, to develop the capital market rapidly, to create a stable base of
institutional investors and to provide better incentives for the labor market (World Bank, 1994;
Orszag, Stiglitz, 2001).

However, due to its voluntary character, the third pillar was not sufficiently affirmed.
Therefore, governements implemented different solutions aimed at fostering widespread
participation such as introducing new types of voluntary pension plans and more favourable
financial incentives. These measures can be considered as a part of pension privatization and
pension marketization (Marcinkiewicz, 2019, p. 612). Research shows that there is neither
confidence in the sustainability and adequacy of the pension system (Marcinkiewicz, 2017) nor a
level of financial literacy that would encourage higher allocations to the third pillar (Bejakovi¢,
2016). Marcinkiewicz (2019) demonstrated that the adequacy of pension benefits from the
mandatory system does not affect voluntary saving and participation in the third pillar. Also, higher
education and high income are crucial for increasing the probability of voluntary saving, especially
for countries with shorter traditions of capitalised pension accounts (Le Blanc, 2011).

3. PENSION SYSTEM IN CROATIA

Pension reform in Croatia began with a series of parametric reforms in 1999 and the introduction of
a mixed public-private three-pillar pension system (Puljiz 2007; Marcinkiewicz 2017; Bejakovi¢ 2019
for a review). The implementation of the three-pillar pension system took place in 2002 with the
creation of newly established financial institutions in the Croatian financial system: mandatory and
voluntary pension funds, pension management companies and pension insurance company.’
Namely, a second (mandatory) and a third (voluntary) pillar were added to the existing pay-as-you-

T A pension insurance company is an entity resposnisble for offering pension schemes and paying pension benefits to
pensioners from second and third pillar of the Croatian pension system.
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go first pillar of pension insurance, which is based on intergenerational solidarity. The second and third
pillars represent individual capitalised savings and were introduced to collect and capitalise the
personal savings of the insured and to broaden the source of funding in order to achieve greater
individual responsibility for the security of the elderly.

Pension funds are managed by one of the four existing management companies established
by the few largest banks and insurance companies in Croatia. Consequently, a rather small number of
asset managers operate in a highly interconnected environment (Olgi¢ Drazenovi¢, Hodzi¢, Maradin,
2019). Employees save in their personal accounts in mandatory and voluntary pension funds and the
saved funds are their personal property and subject to inheritance.

Mandatory pension funds are obligatory for all employees. The accumulated financial resources
from the payment of contributions and the still negligible payouts led to an impressive growth of the
assets of these intermediaries. Moreover, their assets also grew thanks to the returns that resulted from
their investment policies. Mandatory pension funds became the fastest growing institutional investors
and the largest financial institutions in the Croatian financial system (after banks) with 2.06 million
members and total assets of HRK 119.1 billion at the end of 2020 (Hanfa, 2021a).

The third pillar is a voluntary supplementary scheme based on individual capitalization for
people who want additional insurance against the risks of old age, disability and death. The
establishment and operation of voluntary pension funds is regulated by the Act on Voluntary Pension
Funds (Official Gazette, 2019). Voluntary pension saving means individual capitalised saving in
voluntary pension funds of open or closed type. Open-end voluntary pension funds can be used by any
natural person residing in the Republic of Croatia without restrictions, and the accounts are often
sponsored by employer contributions. Closed funds are established by employers, trade unions or
professional associations of the self-employed exclusively for their employees or members. There is no
age limit for joining one of these pension funds and it is also possible to join more than one fund.

The increasing coverage of the working population through the Il pillar is offset by the low
coverage within the voluntary pillar (third pillar). This could lead to an increasing problem of low living
standards for pensioners in the future, as the pay-as-you-go funds (first pillar) only offer a pension
replacement rate of 30%. Due to the low contributions in the mandatory pension funds and the low
coverage of the Ill pillar, it will be difficult to add significant sources to the individual in retirement
(Better Finance, 2020).

4. THIRD PILLAR - ANALYSIS OF VOLUNTARY PENSION FUNDS

The third pillar represents individual capitalized savings and is intended for any interested person
residing in the Republic of Croatia who wishes to save for the third age. The advantage of investing in
the voluntary pension fund is financial flexibility and control over payments, i.e. the possibility to
change the amount and frequency of payments as needed. If payments are interrupted or irregular,
membership in the fund is not terminated; instead, the existing balance in the account continues to
earn income.

Moreover, voluntary pension saving is the only financial product in the Republic of Croatia that
includes state incentives, fund returns and tax relief for employers. The third pillar can be considered as
an upgrade of pension benefits based on the two mandatory pillars of the pension system.

4.1. Net assets and membership

In the Croatian financial system there are 8 open voluntary pension funds and 20 closed pension
funds managed by 4 pension fund management companies. Unlike the mandatory pillar, the
voluntary pension fund companies can offer more than one voluntary pension fund. The voluntary
pension fund companies overlap heavily with the mandatory pillar; pension fund companies
offering mandatory funds also offer voluntary funds. The market is concentrated with an 81%

DIEM (1) 2021 129




130

market share for the three largest open voluntary funds. The largest fund alone has a 35% share.
The following table shows the number of voluntary pension funds offered in Croatia, as well as
data on their members and the amount of total assets. Voluntary pension fund assets grew from
HRK 3.2 billion at the end of 2014 to HRK 5.1 billion in 2020. Voluntary saving is a matter of personal
choice and in general people tend to invest small amounts on a regular basis, with the average
accumulated per member for 2020 being only HRK 13 505.

Table 1 Net assets and membership of voluntary pension funds (2014-2020)

Assets

Number of funds (in 000 HRK) Membership

VOPF VCPF VOPF VCPF VOPF VCPF
2014 6 16 2651987 596 188 220527 23927
2015 6 17 3044 842 681 211 236 975 28778
2016 6 18 3548 401 777 088 257 075 29237
2017 8 19 3895569 849 556 285 822 30387
2018 8 21 5542772 1198 075 305 145 40482
2019 8 20 5119466 1101694 320533 44 569
2020 8 20 4 231 346 908 054 335327 45 228

Source: Hanfa (2021a)

According to the data in Table 1, the third pillar has a total of 380 555 members at the end of
2020. This indicates a very low level of coverage within the third pillar; 24.9% of the working population,
or only 9.4% of the total population (Croatian Bureau of Statistics, 2021), is saving for retirement in the
third pillar. The possibilities are much greater, especially if taken into account that the total assets under
management of voluntary pension companies (HRK 5.14 billion) represent only 2.6% of the
population's savings and time deposits (in HRK and foreign currency) in banks in 2020.

4.2. Asset management and allocation

Taking into account the investment policy of pension funds and the given regulatory framework,
Croatian voluntary (and mandatory) pension funds are cautious and focused on the domestic debt
market (Olgi¢ Drazenovi¢, Hodzi¢, Maradin, 2019).

Geographically, the main assets of the voluntary pension fund are domestic (81.3%). The
portfolio structure is highly exposed to domestic market risk (high political and country risks) due
to the high share of investments in government bonds (Olgi¢ Drazenovi¢, Kusanovi¢, Juri¢, 2015).
Foreign assets (18.7%) are mainly invested in equities and open-end funds. Nevertheless, progress
in geographical diversification can be seen, as investments in foreign assets have increased by 10
percentage points over the last five years. Of domestic assets, over 60% are invested in domestic
bonds, exactly 51.9% in government bonds and 4.1% in corporate bonds. investments in domestic
shares are represented by 17.2%. This structure indicates greater diversification and exposure to
risky securities than mandatory pension funds.
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Figure 1 Asset structure of open-ended voluntary pension funds (2016-2020)

It is expected that future periods will allow for riskier and more active portfolios of pension
funds and more efficient management solutions in the deposit and withdrawal phases (Olgi¢
Drazenovi¢, Buterin, Buterin, 2018).

4.3. Rates of return and costs

Compared to banking savings (deposits), funds accumulated in voluntary pension schemes are
characterised by a higher net return (after tax) due to financial incentives and lower risk.
Marcinkiewicz (2017) states that this is a result of stricter supervision by financial authorities
compared to other forms of savings (more guarantees for pension plan members, more restrictions
and regulations for pension plan providers).
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Figure 3 Rates of return of closed-ended voluntary pension funds (2011-2020)

It can be seen that the total returns of voluntary pension funds in Croatia fluctuated during
the observation period. The highest returns were recorded in 2012, while the worst results
occurred in 2020 due to the COVID -19 pandemic, with realized returns ranging from -3.0% to 2.3%.
Returns vary widely between pension funds, reflecting their differentiated investment strategies,
which are the result of less conservative statutory investment limits compared to mandatory
pension funds. The average return for voluntary pension funds since 2002 is reported as 5.9% and
the real return after fees and inflation (and before tax) is 3.9% (Better Finance, 2019). This suggests
that the third pillar can be considered attractive to savers on a cumulative basis due to returns
above inflation.

The fee structure of voluntary pension funds is composed of management fee, transaction
fee and custody fee. Better Finance (2019) has obtained data on the average expense ratios
available, which are shown in Figure 4.
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Figure 4 Cost ratio of voluntary pension funds in Croatia (2003-2019)

The total cost of Croatian voluntary pension funds depends on the overall performance
and thus the management fee plays an important role in the fee structure. It can be observed that
the costs are decreasing over time. The highest costs were recorded in 2006, just before the global
financial crisis of 2007/2008, except for the highest costs recorded immediately after the first years
of operation of the voluntary funds.

5. FINANCIAL INCENTIVES FOR PENSION SAVING IN CROATIA

The Croatian government has recognised the potential of the third pillar pension system for the
adequacy of future pension payments and therefore offers a favourable tax treatment of pension
savings compared to other forms of savings. Participants in voluntary schemes benefit greatly from
tax incentives. For tax purposes, employers can pay voluntary pension insurance premiums to
employees tax-free. The insurance premiums paid are considered income of the employee on
which income tax, contributions and surcharges to income tax are not calculated and deducted.
Contributions paid by the employer to voluntary pension funds up to a limit of HRK 6,000 per year
per person are exempt from income tax. Furthermore, employer payments are not subject to tax
incentives; they are treated as business expenses, i.e. they reduce the tax base. In addition to these
tax incentives, the third pillar is further encouraged by a contribution subsidy to members of a
fund. This government incentive is equal to 15% of the total contribution paid over a calendar year,
up to a maximum contribution of HRK 5,000 (maximum HRK 750 per year per fund member).
Returns on investments are also tax-free for voluntary pension funds.

The results of the panel method analysis by Marcinkiewicz (2017) for a group of 10
countries in Central and Eastern European show that only per capita income is associated with a
larger number of pension fund members. This could explain the rather low level of accumulated
savings in the Croatian third pillar despite generous tax and non-tax incentives.

Better Finance (2020) argue that indirect government support needs to be increased and
the tax exemption for third pillar contributions needs to be further improved in order to increase
the coverage rate. Nevertheless, frequent and unpredictable changes to the tax system should be
discouraged as this increases uncertainty for investors who are expected to make long-term
decisions.
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6. FINANCIAL AND RETIREMENT LITERACY IN CROATIA

Saving in voluntary pension funds as a form of retirement savings is strongly correlated with financial
literacy (World Bank, 2010; Vehovec 2011; Barbi¢, Pali¢, Bahovec, 2016; Bosch et.al.,, 2019; OECD, 2020).
In addition, demand barriers to voluntary retirement saving refer to factors that inhibit saving for
retirement, such as insufficient or irregular income (ability to save), behavioral factors, lack of
knowledge about how to save or why it is important (financial literacy), or characteristics of savings
products that are not adapted to preferences or needs (Bosch et.al., 2019, p. 4).

There are various studies that point to a relatively low level of financial literacy in Croatia
(World Bank, 2010; Vehovec 2011; OECD, 2020), especially compared to EU and OECD countries.
Based on the results of the OECD (2020) survey, progress has been made in financial education in
the last five years. Nevertheless, this is not enough to change the attitude and behavior of
Croatians when making financial decisions.

Research shows that individuals who do not save enough for their retirement tend to lack
basic financial knowledge and skills (Barbi¢, Pali¢, Bahovec, 2016). This means that Croats are not
aware that the long-term (in)sustainability of the Croatian pension system depends mainly on their
own financial savings and investments.

Mati¢ and Vretenar Cobovi¢ (2017) investigated the influence of various factors on the
sustainability of the pension system in Croatia. The survey was conducted by questionnaire on a
sample of 414 Croatian citizens. The results showed insufficient familiarity with the structure of the
pension system, which is consistent with previous research on financial and pension literacy in
Croatia. Moreover, the majority of respondents or 46.38% have only partial trust in the pension
system and 32.61% have no trust at all. Therefore, it is not surprising that most respondents do not
participate in the third pillar due to the reasons mentioned above, but also due to lack of savings
and the view that such investments are unprofitable.

Croatia has adopted a comprehensive national strategy for improving financial literacy
(Official Gazette, 2015) for the period 2015 - 2020, which uses Croatian Financial Services
Supervisory Agency, the Ministry of Finance and Croatian National Bank as a basis for various
educational activities. Nevertheless, the OECD (2019) findings point to the need to strengthen
financial education policies and develop policy tools. This includes using digital technologies or
behavioral insights and informal networks (family, friends, community) to reach people and explain
the importance of saving in order to improve well-being in the third age. Particular attention
should be paid to financial regulation and consumer protection to help people become more
resilient. The results also suggest that financial education should be used as a supportive measure
for economic and financial reforms, for example, to improve the stability of financial systems and
consumer confidence. Bejakovi¢ (2016) points out that a great responsibility rests on voluntary
private pension providers, who should work systematically to simplify and facilitate access to
services, provide better information about their work, and support public authorities in financial
education for citizens.

7. CONCLUSION

The Croatian pension system was established in 1999 in the form of a three-pillar system. The
public intergenerational pay-as-you-go system or first pillar was supplemented by a privately
managed second (mandatory) and third pillar (voluntary) based on individual capitalized savings
collected in mandatory and voluntary pension funds. These new financial institutions had a major
impact on the development of the Croatian financial system and became an important part of the
domestic financial architecture. The main objective of the voluntary pension funds is to improve
future pension amounts. However, despite their good performance, voluntary pension funds have
not been recognized by citizens as an attractive investment opportunity for saving in the third age,
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especially by low-income workers. Only 9.4% of Croatian citizens opt for this savings option and
the average amounts saved are at a very low level and are not sufficient to ensure a much better
standard of living in old age. Participants in voluntary pension funds benefit greatly from tax
incentives, as they receive an annual allowance of up to HRK 750, while the state provides an
annual tax deduction of up to HRK 6,000 for employers. Considering the above, third pillar savings
is the most incentivized type of savings. Considering that the third pillar is determined by low
contributions and low coverage, this raises questions about the adequacy of the Croatian pension
system.

The main problems and obstacles to the further development of voluntary funded pension
saving in the Republic of Croatia can be seen in the insufficient financial education and the
measures taken by public (Ministry of Finance, Hanfa, Croatin National Bank) and private subjects
(banks, insurance companies, fund management companies, chambers and associations) to
develop financial literacy. In addition, although the third pillar is the most promoted form of
savings, it is not yet sufficient to attract significant funds and new members to notably improve the
living standards and welfare of citizens.

The system of voluntary private pensions and savings can ultimately become an important
lever for economic growth, improving the social situation and providing a remedy for
overdependence on the state. Moreover, both the sustainability and adequacy of pensions support
economic growth and development and the maintenance of citizens' living standards and
prosperity.
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