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Abstract

Motivation: The pension system in Poland is undergoing another major reform. Between
2019 and 2021 Employee Capital Plans (ECP) are being implemented. This common sys-
tem of voluntary pension savings schemes is a new element of the third pillar. The purpose
of the ECP is to cover the majority of employees and to provide additional pension security
for the large part of the labour force in Poland. Since Poland is still implementing the re-
form, and the system is still quite young, the research background is limited.

Aim: This article tries to provide deeper, both legal and economic, analysis of the ECP.
On the legal ground, it considers whether ECP provide “cover against biometric risk” or
“guarantees a given level of benefits” for the purposes of Article 13(2) of EU Directive
2016/2341 (the “IORP II Directive”). If no such cover and no such guarantee are provid-
ed, then an ECP scheme is not required to comply with the technical provisions, buffer,
and other funding requirements applicable to an IORP which is classified as a “regula-
tory own fund” in Article 15 of the IORP II Directive. From the economic perspective,
the purpose of the article is to answer the question of how much the ECP members are
covered against the risk of longevity. To achieve the research objective the method of crit-
ical legal dogmatics and the economic analysis of law method are employed.
Results: The article explores how the ECP schemes are classified under the IORP II Di-
rective. [t also answers the question of how much the ECP members are covered against
the risk of longevity. The main finding of this analysis is that the ECP, as a defined con-
tribution plan, does not protect participants from either biometric risk or asset value de-
clines.
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1. Introduction

The regulatory landscape of the Polish pension market has just become more
complex. The Employee Capital Plans (ECPs) were introduced on the Ist of July
2019. This is a new system of voluntary pension saving schemes. The official
purpose of the ECP system is to cover the majority of employees in Poland
and to provide them with additional pension security. The purpose of this arti-
cle is to provide a legal and economic analysis of the ECP. On the legal ground,
the article considers whether ECP provides “cover against biometric risk” or
“guarantees a given level of benefits” for the purposes of Article 13(2) of UE
Directive 2016/2341 on the activities and supervision of institutions for occupational
retirement provision (2016) (the “IORP II Directive”). If no such cover and no
such guarantee are provided, and other funding requirements applicable to an
IORP which is classified as a “regulatory own fund” in Article 15 of the IORP
I Directive. From the economic perspective, the purpose of the article is
to answer the question of how much the ECP participants are covered against
the risk of longevity. To achieve these objectives the normative legal methods
and the economic analysis of law method are employed.

The first part of the article describes the goals and aims of the IORP II Direc-
tive. Additionally, it provides a legal analysis of obligation to funding sufficient
“technical provisions” by IORPs. This part also assesses the importance of ECP
introduction in Poland together with grounds for analysing this new system.

The section “Archetypes of Pension Frameworks” describes the main ideas
behind each archetype. Also, the pros and cons of each archetype are pre-
sented. The section “ECP as a Pension Scheme” consists of detailed legal analy-
sis of ECP. Additionally, it provides an answer to the question of how much ECP
participants are covered against the risk of longevity. Finally, it proves that ECP
schemes do not protect participants from biometric risks or guarantee a given
investment performance or a given level of benefits. The results and findings
of the article are presented in the conclusions. This part also includes implica-
tions and recommendations for practice. Finally, this part includes suggestions
for future research.

2. Literature review

Institutions for occupational retirement provision and their functioning have
been subject of several analyses over a number of years. The milestones of this
discussion are the works of Barr and Diamond (2006), Blommestein et al.(2009),
Orenstein (2008) and Uscinska (2011). One of the main problems of pension
economics is intergenerational risk-sharing and fairness. This problem is con-
stantly debated by researchers from this field i.e., Autenne (2017), Sebo et al.
(2015) and Zhu et al. (2020). More recent research is focused on the conse-
quences of the IORP II Directive introduction. The works of Bennet (2019),
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van Meerten and Schmidt (2018), van Meerten and van den Brink (2015) are
particularly important.

In Poland, debate is focused on the introduction and implementation of Em-
ployee Capital Plans. Since this system is quite a novelty, the research back-
ground is limited. The most important analyses on the ECP were conducted
and published by the members of the Pension Institute: Blaszczyk (2020), Fil-
iczkowska (2020) Jedynak (2020), Kolek and Sobolewski (2020), Szczepanski
and Kotodziejczyk (2020), and. Also, works of Dawidowicz (2020), Ocie-
pa-Kicinska (2019) and Wrzesinski (2019) shall be mentioned. Nevertheless,
these analyses do not evaluate the ECP system from the European regulatory
perspective. This article aims to fill this gap. The originality of this article results
from applying both legal and economic analysis of the ECP. This enables the au-
thor to reach brand-new findings e.g., the main limitations of the ECP system.

3. Methods

The normative legal methods are the most classical in the theory of legal science.
They are used to describe the set of rules that belong to a legal system, and to its
further systematization. In this analysis, the methods are used to construe le-
gal norms of IORP II Directive and contrast them with the legal norms shap-
ing ECP schemes’ construction. This is followed by economic analysis of law
and application of the tools of microeconomic theory to legal constructs. This
part of the analysis is focused on the ECP participant’s right to dispose of par-
ticipation units or accounting units accumulated on his or her ECP account. It
assesses the scope of ECP participants protection against the biometric risks.
Both methods are necessary to analyze legal provisions of IORP II Directive
and the Act on Employee Capital Plans (2018) (the “ECP Act”) and to check
how ECP schemes are classified under the IORP II Directive. This is essential
to verify the hypothesis — if the ECP participants are covered against the risk
of longevity.

4. Results

4.1. IORP II Directive and ECP introduction

The IORP II Directive is the reform of pension fund legislation in the European
Union (Petelczyc, 2016). The final text of the IORP II Directive was published
in the Official Journal of the European Union on 23 December 2016, but it
came into force on January 13th, 2019. It added 43 new articles to the Directive
2003/41/EC the activities and supervision of institutions for occupational retirement
provision (2003) (the “IORP I Directive”) and put a renewed focus on govern-
ance and communication standards. Institutions for occupational retirement
provision (IORPs) must invest according to prudent person principles, improve
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their internal risk management functions, hold sufficient technical provisions,
and make more data and information available to members.

'The goal of the IORP II Directive is to facilitate the development of occu-
pational pension plans and to provide sustainable and adequate occupational
pensions to EU citizens. The IORP II Directive sets common standards ensur-
ing the soundness of occupational pensions and better protects pension scheme
members and beneficiaries, by means of among others:

— new governance requirements;

— new rules on IORPs’ own risk assessment;

— new requirements to hold sufficient technical provisions;

— new requirements to use a depositary;

— enhanced powers for supervisors (Bennett & van Meerten, 2019, pp. 15-18).

The European Commission declares the will to “carefully examine” how
each member state has implemented the directive “to make sure that they fully
deliver the new standards set at the EU level” (EIOPA, 2018).

According to art. 15 of IORP II Directive IORPs operating pension schemes,
where the IORP itself, and not the sponsoring undertaking (i.e., the employer),
underwrites the liability to cover against biometric risk, or guarantees a given
investment performance or a given level of benefits, hold on a permanent ba-
sis, additional assets above sufficient “technical provisions” to serve as a buffer.
“Biometric risks” are defined in art. 6 point 9 of IORP II Directive as risks
linked to death, disability, and longevity.

The way sufficient “technical provisions” should be calculated is regulated
in art. 13 of the IORP II Directive. The amount of sufficient “technical pro-
visions” should reflect the type of risk and the portfolio of assets in respect
of the total range of schemes operated. The funding of sufficient “technical
provisions” is regulated in art. 14 of IORP II Directive. Sufficient “technical
provisions” should be free of all foreseeable liabilities and serve as a safety cap-
ital to absorb discrepancies between the anticipated and the actual expenses
and profits.

However, if IORP does not provide cover against biometric risks or guar-
antee investment performance or a given level of benefits, there is no require-
ment to establish sufficient “technical provisions” that are regulated in art. 13
of IORP II Directive. It also follows that the requirement to establish “maxi-
mum rates of interest” which are “chosen prudently” does not apply (art. 13 (4)
(b) of IORP Directive II).

Shortly after the IORP II Directive came into force the regulatory landscape
of the pension market in Poland became more complex. The system of Employee
Capital Plans (ECP) started to operate on July Ist, 2019 and it is still at the stage
of introduction. The system will be fully implemented in 2022. The provi-
sions that bind the ECP are set out in the ECP Act. The introduction of ECP is
one of the most significant changes in the Polish pension market (Blaszczyk,
2020, pp. 9-54) . Thus, there is a need to describe and analyse the ECP system
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in the context of the IORP II Directive. This new form of occupational pension
plan operates as an individual and defined contribution (DC) scheme.

4.2. Archetypes of pension frameworks

DC schemes are “money purchase” pension schemes that are showing increas-
ing prevalence in international pension markets. Contributions are made by
employer, employee, or both, on a regular basis. Individual accounts are set
up for participants and money paid in is put into investments by the pension
provider. The value of the participant’s pension capital can increase or decrease
depending on how the investments perform (Szczepanski & Brzeczek, 2016, pp.
106-120). The benefits are based on the value of accumulated capital in these
accounts and investment earnings. In DC schemes risks of low investment re-
turns and of outliving retirement income are borne by the participants. Pension
benefits fluctuate on the basis of investment earnings (Rutkowski, 2019, pp.
55-94).

Conversely, defined benefit (DB) schemes are usually workplace pensions
arranged by an employer (sponsoring entity). They are sometimes called ‘final
salary’ or ‘career average’ pension schemes. This is because the value of pen-
sion benefit that participants get depends on the pension scheme’s rules, not
on investment or how much participants paid in. In DB schemes the employer
or sponsor promises a specified pension payment, lump-sum, or combination
thereof, on retirement, that is predetermined by a formula. The formula is based
on the participant’s earnings history, tenure of service and age. A defined bene-
fit scheme is ,defined’ in the sense that the benefit formula is defined and known
in advance. Moreover, most DB schemes pay their benefits as an annuity, so
participants do not bear the risk of low investment returns on contributions or
of outliving their retirement income. These risks are born by the employer or
sponsoring entity (Barr & Diamond, 2006, pp. 15-39). Globalisation and liber -
alisation of financial markets forced employers to shed this model of occupational
pension model. Right now, DB schemes are no longer dominant in international
pension markets (Orenstein, 2008, pp. 14-35).

Another distinction between two archetypes of occupational pension schemes
is based on the independence or dependence of the scheme on the employer.
In the first archetype institution for occupational retirement, provision is an
independent legal entity, with its own funds, and separated from the employer
(sponsoring undertaking). This kind of IORP receives up-front provisions that
are recorded on its separate balance sheet. It accumulates capital to bear biom-
etric risks or to provide investment performance or guarantee a certain level
of benefits (Sebo et al., 2015, pp. 244-249). Due to legal limitations, this type
of occupational pension scheme is dominating the Polish pension market (Goéra,
2018, pp. 25-32).

Inthesecondarchetype, theemployer (sponsoring undertaking) and the [ORP
are closely related. Usually, the IORP is set up by the employer. The sponsoring

423



BB =<oNOMIA I PRAWO. ECONOMICS AND LAW, 21(2), 419-429

undertaking provides the ultimate pension security to its employees and stands
ready to supply financing in the event of underfinancing of the IORP (Autenne,
2017, pp. 158-171). Of course, all kinds of hybrid schemes are possible. Most
Member States have a combination of the two archetypes. Perhaps, the most
publicised ones are “Defined Ambition” schemes and “Collective Defined Con-
tribution” schemes (Borsjé & van Meerten, 2015, pp. 385-412).

“Defined Ambition” schemes are based on the idea that there is still a target
benefit that schemes aim for; they can adjust benefits after financial or lon-
gevity shocks. Thus, a Defined Ambition scheme has the ambition to provide
a certain level of benefit, but with no guarantee that that ambition will be
achieved. The common feature of any such scheme is that the risks are shared
amongst the members of the scheme. It might be shared within a generation
of participants or a particular group (for example, a five-year cohort belonging
to the same target-date fund). It might be shared across generations of members
(Zhu et al., 2020).

The employer (sponsoring undertaking) has no greater obligation than to pay
the contributions it has agreed to the plan to finance the non-guaranteed bene-
fits. In the Defined Ambition schemes, the risk and the reward are shared col-
lectively by the participants of the scheme (in accordance with the risk-sharing
rules provided for under the scheme’s governing legal documents).

Defined Ambition schemes, unlike Defined Benefit schemes, do not offer
guarantees. Instead, in these schemes the participants, not an external spon-
soring undertaking, bear the risk of deficit and failure of achieving the targeted
benefits of the pension fund (Bovenberg et al., 2016, pp. 215-246).

Collective defined contribution (CDC) pension schemes, just like other de-
fined contribution schemes, allow participants to pool their money into a single
fund which pays an annual pension income. Pension increases vary depending
on the funding level, so costs are fixed for employers. Thanks to conditional
revaluation and conditional indexation in CDS pension schemes, higher pen-
sions are expected than under traditional defined contribution (DC) annuities
(van Meerten & Schmidt, 2018, pp. 1-8). Due to legal limitations, this type
of occupational pension scheme has not developed in the Polish pension market
(Szczepanski, 2010).

4.3. ECP as a pension scheme

ECPs are based on a much simpler pension framework. In ECPs there is no tar-
get level of pension benefit, nor any revaluation or indexation of pension rights.
This system is just a plain and simple DC scheme. Accumulated pension capital
depends only on the value of contributions paid into the scheme and the invest-
ment performance of the target-date fund. Pension befit in ECP depends only
on the value of accumulated capital and the length of deaccumulation period
(Jakubowski, 2021).
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An ECP participant accumulates pension capital on the individual ECP ac-
count in an ECP fund. The ECP fund is a target date fund build on a cohort-based
approach (Jakubowski, 2019, pp. 1-24). The functioning of the ECP fund’s is
determined by all levels of regulations. The most important and the most uni-
versal regulation for the ECP fund’s investment policy is to be found in the Act
on investment funds and alternative investment fund management (2004) (the “IF
Act”). In principle, the ECP fund follows the investment limits for open-end
investment funds (art. 42 (1) of the ECP Act). The specific provisions that bind
only the ECP funds are set in the ECP Act.

According to Art. 38 in conjunction with Art. 2(1)(6) to (7) and Art. 32
of the ECP Act, the target-date funds are investment funds (specialised open-
end investment funds and unit-linked life insurance funds) or pension funds
(open-end pension funds and occupational pension funds). Investment funds
issue and sell participation units, while pension funds issue and sell accounting
units.

In general, an ECP participant is deprived of the right to freely dispose
of participation units or accounting units accumulated on his or her ECP ac-
count. The participant has the right to dispose of the units accumulated on his
or her ECP account only in the situations and forms specified in the ECP Act.
The target form of using the funds accumulated in an ECP is their withdrawal
after the participant reaches the age of 60 (Art. 99 and Art. 100 of the ECP
Act). By default, this withdrawal is divided into a part to be paid out once (25%
of the funds accumulated in ECP) and the balance payable for 10 years in 120
monthly instalments (75% of the funds accumulated in ECP (Art. 99 of the ECP
Act).

The value of monthly instalments depends on the price of the participation
units or accounting units accumulated on the ECP account. As with every indi-
vidual DC scheme, the longer and the more the participant and the sponsoring
entity pay into the ECP account, the greater the number of participation units or
accounting units are purchased in the target-date fund. The value of participa-
tion units or accounting units depends on the returns on investments of the tar-
get-date fund. Setting a minimum age for starting deaccumulation of funds at
just 60 years is undoubtedly beneficial for participants planning to end their
professional careers early, and to quickly consume their pension capital (Jedy-
nak, 2020, pp. 53-70).

Such a form of default withdrawal of the funds accumulated in ECP does
not protect ECP participants from the risk of longevity. The average life expec-
tancy in Poland is already approaching 80 years. With the default withdrawal,
the funds accumulated are exhausted at the moment when the ECP participant
reaches the age of 70 (Kielczewska & Lewandowski, 2017, pp. 11-16).

The low minimum age for starting deaccumulation of capital together with
a relatively short period of monthly instalments is detrimental for the level
of protection against individual longevity risk. Exhaustion of resources accu-
mulated within the ECP at the age of 70 deprives ECP participants of supple-
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mentary monthly income at the very moment when their financial needs are
increasing rapidly. A deteriorating health condition and increasing infirmity
expose ECP participants to higher outgoings for medicines and medical care.
This means that the default withdrawal of funds in instalments which starts
shortly after reaching the age of 60 does not protect the participant against
the negative effects of the individual longevity risk. In this situation, the supple-
mentary pension security resulting from participation in the ECP is temporary
and thus limited. This means the ECP scheme does not protect its participants
from the risk of longevity.

Neither ECP provides cover against other biometric risks. In case of disa-
bility of a participant or his/her spouse or his/her child, the participant is al-
lowed only a payout of 25% of the accumulated pension capital. The payment
has the form of a single lump-sum payment (art. 101 of ECP statue). In a case
of a participant’s death the accumulated pension capital is shared among eligible
parties. Half of the means accumulated on a deceased person’s ECP account is
transferred to the individual account of his/her spouse (art. 85 of ECP statue).
The rest is shared among eligible persons in the form of single lump-sum pay-
ment (art. 86 of ECP statue).

Thus, ECP schemes do not protect participants from biometric risks or guar-
antee a given investment performance or a given level of benefits. Therefore,
it is not necessary for an ECP to comply with the requirements of art. 15(1)
of the IORP II Directive and to hold sufficient technical provisions.

5. Conclusions

The central finding of this article is that ECP schemes do not provide cover
against biometric risk or guarantee a given level of benefits. The primary im-
plications of this, from the practical perspective, is that there is no requirement
under the IORP II Directive for a Polish ECP scheme to hold sufficient technical
provisions as provided for in this Directive (art. 15(1) IORP II Directive). That
technical provisions are not needed if benefits are self-adjusting under the terms
on which they are granted. At the same time, Poland (as a Member State) does
not require ECP schemes to hold technical provisions. From the economic per-
spective, the key finding is that ECP participants are not covered against the risk
of longevity. This is one of the biggest limitations of the new ECP system in Po-
land. This leads to another important research question: how ECP schemes qual-
ify under the International Labour Organisation’s Convention no. 102 on Social
Security? The answer to this question becomes fundamental for minimum social
standards in Poland. Thus, this should be a matter of further research.
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