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Abstract: Once countries with the pension system construction based on the three pillars — compulsory and voluntary — are
considered, the expected income after retirement for the wage earners should be on the adequate level. Nevertheless, it
needs to also be taken into the consideration that there are other categories, such as self-employed persons, royalties
receivers, small business owners and the employees of special regime tax-paying companies (further in the text — self-
employed persons). These individuals have limited access to the state guaranteed pension (1st pillar) and employer-based
supplementary pension schemes (2nd pillar). Consequently, they must rely on private pension savings (better known as the
“third-pillar”). In addition, the governments of different countries carry out diverse tax-policies, especially for low earnings
receivers. The aim of this paper is to analyze the pension system for self-employed persons in Latvia and enlighten possible
scenarios of savings for income after retirement. The study is based on analysis of legislative documents, and comparisons
of legislative norms, calculations of a functional relationship and regression analyses. Although the Latvian government’s
awareness of current situation results in attempts to maximize the pension income level, the results of this paper highlight
the exceptional situation of self-employed persons in Latvia in comparison with the employed ones. The growing trend of
number of self-employed persons in Latvia enlightens the necessity for the improvements of regulations to provide pensions

on adequate level.
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1. INTRODUCTION

Population self-employment has recently become
one of the issues discussed in the field of
employment both at the global and national levels.
The general trend in developed countries is a long-
term decline in the share of self-employed (OECD,
2019). This tendency can be explained by
technological change experienced during the last
century favoring capital-intensive and large-scale
production (Fairlie and Meyerm, 2000) as well as
the national governments' initiative to separate so-
called economically "dependent" self-employed
and false self-employment from real ones.

The national regulations and habits of the self-
employed to save for old age have attracted the
attention of researchers. Since social guarantees for
the self-employed usually differ from which of the
employee package, the approach of the self-
employed in the formation of pension capital is
studied - what institutional opportunities are used
and to what extent (Choi, 2009; Schulze Buschoff
and Schmidt, 2009; Mastrogiacomo and Alessie,
2015). In 1996 researcher Taylor (1996) answers
the question of why people are choosing self-
employment status: "because of higher expected
earnings relative to paid employment and by the
freedom from managerial constraints that it offers."
Later on, social scientists try to make sure that the
self-employed have chosen this status because the
autonomy in their decisions and willingness to take

risks themselves and wusually do not find
confirmation of this assumption (Dekker, 2010;
Fachinger and Frankus, 2015).

Moreover, it is clear that although many self-
employed people try to save for old age, there are
too many who have virtually no savings (Thaler and
Benartzi, 2004). According to Hatfield (2015), in the
research about self-employment in Europe, it is
stated that "self-employed workers are less likely to
have made contributions to a private pension
scheme: in 2010/11, only 21 percent had done so,
compared to 50 percent of employees".

Besides, Conen et al. (2016) had defined in the
analysis of three types of self-employed based on
their level of financial stability and social protection.
As a result, all respondents were divided into "
'precariously solo self-employed' (12.6%), solo self-
employed who 'get by' (43.7 %) and 'self-sufficient'
solo self-employed (43.8%)", with particular
emphasis on the need for changes in government
social policy to improve social security of self-
employed.

The question arises - what has happened in recent
decades to change the motives of self-employment
so drastically? One of the answers could be found in
the research provided by Hershey et al. (2017)
about Germany and the Netherlands by
distinguishing two types of self-employment: forced
and voluntary. The analysis of the nature of self-
employment — whether it was forced or voluntary
showed that forced self-employed persons were
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not as willing to take care of their pension savings
themselves as voluntary self-employed people were
able to do. An additional reason for changes is that
self-employment has been moved from recently
low self-employment industries, such as
manufacturing, toward high self-employment
industries, such as construction, consultancy, and
business and repair services with a much higher
competition level (Fairlie and Meyer, 2000).

In Latvia self-employment has become one of the
permanent kinds of employment, for some
categories of professions, even lifelong. Therefore
national government should create a sustainable
social protection system. There are suggestions
from government institutions (The State Labour
Inspectorate of Latvia, 2018) to rely on private
pension savings in “third pension pillar” companies
since self-employed have limited access to the
state-guaranteed pension (1st pillar) and
compulsary supplementary pension schemes in
privat funds (2nd pillar).

The aim of this paper is to analyze the pension
system for self-employed persons in Latvia and
enlighten possible scenarios of savings for income
after retirement. The study is based on analysis of
legislative documents, academic research and
comparisons of legislative norms, regression
analyses and calculations of a functional
relationship, regulating social security for pensions
of self-employed in Latvia.

2. MATERIAL AND METHODS
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After regaining independence and introducing the
principles of a market economy in 1990, the field of
employment in Latvia was remarkably transformed.
In parallel with the classical form of employment in
employee status, those employed in agriculture and
fishing, sworn notaries, lawyers, and auditors,
general practitioners, pharmacists, and
veterinarians, as well as other natural persons who
earn income in their economic activity became
relevant (Saeima, 1993). The government
institutions and researchers have found Latvia's
dual situation.

On the one hand, recent technological
developments, demographic trends, and changes in
labor markets, as well as workers' desire for greater
autonomy and self-determination in  the
organization of work, leads to a higher level of self-
employment (Valsts Darba Inspekcija, 2018). On the
other hand, national initiatives aim to reduce the
shadow economy and, thus, false self-employment
(Putnins and Sauka, 2011).

As a result of the influence of these two factors and
reduction of employed people in Latvia, the total
number of self-employed persons in Latvia has
decreased. At the end of 2019, there were almost
74 thousand (~8% from all employment) self-
employed persons in Latvia (www.csb.gov.lv).
Linear trendline (Figure 1) indicates that number of
self-employed in Latvia reduces annually in average
by 0,21 thousand persons with coefficient of
determination R2 = 0,0278. The share of self-
employed in 2019 was 7,8% which is the same as it
was in 2002, however the trendline shows slightly
growing tendency with trend coefficient 0,0005 and
coefficient of determination R2 = 0,1701.
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Figure 1. Trendline of number and share of self-employed persons in Latvia from

2002-2019

10% 100
v =-0,2112x+ 77,657 20
9% R? = 0,0278 y = 0,0005x + 0,0728
R*=0,1701
9% 73,9 80
]
70
8% 2
=
T, 77% s0 =
a, a
8% =
50 2B
7% -
a0 2
=
7%
so0 E
=
626 20
6% 10
5% o]
o oD - Yy (=] m~ [==] [=a) =] — (o] o - (%] w r~ (= =] [=3]
= = = = [ [ [ [ — =i = — — — — -l — -
= = = = (=] (=] (=] (=] (=] = = = = = = = =] =]
[t [t ] [t ] [t ] [t [t L] L] L] [ [t [t [t [t [t ] [t ] [t [t
Years
The number of self-employed
The share of self-employed
Linear (The number of self-employed)
Linear (The share of self-employed)
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sex”, retrieved from www.csb.gov.lv on 20.08.2020

In contrast, the number of self-employed persons
registered as taxpayers during last eight years has
increased from 11 thousand persons in 2012 till 29
thousand persons in 2019. Data in taxpayers
register indicate that less than half of self-employed
persons are paying taxes including cotributions in
social security in Latvia (www.csb.gov.lv,
www.vid.gov.lv).

According to the research provided on behalf of the
Latvian government institution "The State Labour
Inspectorate" (2018), an essential factor that may
negatively affect the quality of life of the self-
employed in various social risk situations and
material well-being in the future is that a part of the
self-employed avoids making mandatory
contributions in social security or makes them from
the minimum amount of compulsory contributions.
There is a low motivation among the self-employed
to pay taxes, as well as a lack of awareness and
understanding of the importance of making
compulsory contributions and social security in old
age. A significant part of the self-employed
considers that the payment of mandatory
contributions is not essential for receiving various
social insurance services and is not aware that the
amount of the calculated social service depends on
the compulsory contributions made. However,
about 40% of respondents are going to rely on the
state-guaranteed pension based on their social tax
payments, while only 23% of interviewed self-
employed persons were participating in the private
pension funds for the 3rd pension level.
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2.1. Self-employment social security
regulations

The current legal regulation of all non-traditional
forms of employment in Latvia is determined by the
Law "On Personal Income Tax" and Law "On State
Social Insurance" (Saeima, 1997; Saeima, 1993).
According to them, self-employed is a person who
earns income as:

- a person whose permanent residence is in
the Republic of Latvia and who receives
royalties (remuneration of copyright and
related rights), except for the heir of
copyright and other successors in title,

- sworn notary,
- Attorney at Law,
- sworn auditor,

- medical practitioner, medical pharmacist,
veterinary surgeon, practical optometrist,

- the owner of a farm (fisherman's) who, not
having an employment relationship with
the management institution of his / her
farmer (fisherman's) farm, performs the
management function of this farmer
(fisherman's) farm, if no manager has been
appointed (elected) to this farmer
(fisherman's) farm in accordance with Law
(director),
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- aperson whose permanent residence is in
the Republic of Latvia and whose work is
paid for from the funds of foreign technical
assistance or loans of international
financial institutions granted to the
Republic of Latvia,

- Bailiff,

- sole proprietor, including a sole proprietor
who drives a vehicle in commercial
passenger transport by taxi or car,

- another natural person whose permanent
residence is in the Republic of Latvia and
who is registered as a ayer of income tax
obtained in economic activity.

The Law "On Regulated Professions and Recognition
of Professional Qualifications" (Saeima, 2001)
provides a more precise definition. It stipulates that
a self-employed person is a person who earns
income independently without engaging in
employment as an employee and not holding a job
position that entitles him or her to remuneration.

The self-employed in Latvia can choose one of
several tax payment regimes with different Personal
Income Tax and Social Contribution rates (Saeima,
1993; Cabinet of Ministers of Latvia; 2017): taxed
from income from economic activity; patent fees;
royalties and micro-enterprise tax, Table 1.
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There is no official open-access statistical
information on how in Latvia the self-employed are
divided into tax payment regimes. However, given
that the most recently introduced and in the
author's view, the most applicable is the form of
income from economic operations. Therefore, the
future study is limited to focusing on pension-based
scenarios for self-employed persons who are
registered as taxpayers of revenue obtained in
economic activity (further in text — self-employed).

Self-employed in Latvia has the opportunity to pay
social tax according to two scenarios:

1. As a general rule, paying 32.15% of income, of
which 24.5% is for pension insurance;

2. Paying a special rate of 5% for pension insurance.
This is paid from all income, in addition to the
contributions made following the general
procedure, at least from the minimum wage (in
2020, the minimum wage was 430 euros).

All the self-employed persons can join pension
insurance voluntarily by making a 24.50%
contribution from a voluntary contribution facility
(Cabinet of Ministers of Latvia; 2017). Of the social
payments paid to the state for pension insurance,
81.6% of the contributions are transferred to the
pension savings account of a particular person. The
rest paid is a solidarity payment for the
maintenance of specific types of pensions in the
state.

Table 1: Regulation and rate of compulsory income tax and social tax contributions in 2020 in Latvia

Tax The tax rate on Social security regulation The compulsory
Payment . L I
economic activities contribution
Mode rate for social
security
Income from 32.15% (of

20%/23%/31,4%
Economic Activity

- Contributions do not have to be paid if
income in the tax year < 50 euros.

general order from a freely chosen
facility of not less than EUR 430, if the
income is 2 430 euros per month. Of the
difference between revenue and freely
chosen object, contributions of 5% to
pension insurance.

which 24.5% for

L . ension
- Contributions are paid only 5% for :Dnsurance)
pension insurance if income < 430 euros +59%
(o]
er month. .
P Pension
- Contributions must be paid in the insurance

Patent fee 50— 100 euros

67% of the paid patent fee is credited to
the compulsory deposit account. The
object of compulsory contributions is pension
determined based on the minimum
contribution rate.

26.38% (of
which 24.5% for

insurance)
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Royalties 20%/23%/31,4% Contributions shall be paid if: 32.15% (of
(1) royalties = 430 euros per month. which 24.5% for
2) the beneficiary of the royalty is not a pension
worker or working salary < 430 euros per insurance)
month.
+ 5% pension
insurance
Micro-enterprise | 15% 80% of the micro tax paid is credited to 34,09% (of
taxpayer Fhe compulsory deposit account of social which 24.5% for
insurance .
pension
insurance)

Source: Elaborated by the author based on The State Labour Inspectorate of Latvia (2018); Regulations of the Cabinet of

Ministers of Latvia (2017).

2.2. Pension system regulations

The pension system in Latvia, like in the majority of
world countries, is constructed based on three parts
or so-called "three pension pillars": 1t Pillar - state
compulsory unfunded pension scheme, 2" Pillar -
the state-funded or accumulated pension scheme
and 3™ Pillar - private voluntary pension scheme.
Legislation regulations of the Pension and Tax
system in Latvia since 1991 (with a new law in 1996)
provide for the possibility to redirect mandatory
social tax payments to the 1st pension pillar. In turn,

since 2001, part of the social tax payment goes to
the 2nd level of pensions - funded pension plans.
Although opportunities to create savings at the 3rd
pension level have existed since 1998, in 2018, only
~ 17% of the active population of Latvia had
voluntary pension savings (Dundure, Sloka, 2020).

Self-employed, according to the chosen Tax
Payment Mode (Figure 2) have a different structure
of contributions to the social system and, thus, also
their pension savings.

Figure2. Pension system and contributions of self-employed in each Pension Pillar in 2020 in Latvia

34 pjllar - private voluntary pension scheme

*Voluntary contributions up to 10% of annual gross income and no more than 4000
euros per year provide for 20% personal income tax relief

2" Pillar - the state funded or accumulated pension

scheme

*Contributions from in general order payment: 6% of compulsory social contributions

15t Pillar - state compulsory unfunded pension scheme

*80% from micro-tax payment
*67% from patent payment

*Contributions from in general order payment: 14% of compulsory social contributions
*81.63% of the pension insurance 5% contribution

Source: Elaborated by the author based on Regulations of the Cabinet of Ministers of Latvia (2017) and Law "On
personal income tax" (Saeima, 1993) and data from www.manapensija.lv
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When registering in one of the tax-payment modes,
the self-employed have the opportunity to pay
social contributions for pension insurance at the 1st
and 2nd pension level in full, choosing the social
contributions determined following the general
procedure voluntarily.  According to a study
organized by the “The State Labour Inspectorate"
(2018), most of the registered self-employed have
chosen tax payment methods with the lowest
contribution rates: patent fee, micro-tax or the
status of an economic worker with minimum
contributions.

3. RESULTS AND DISCUSSION

The analysis of the social insurance tax system of
self-employed persons in Latvia demonstrates the
government's efforts to find an acceptable tax
regime for each category of population. The aim of
the government has been to involve the population
as much as possible in the registration of their
economic activities and the payment of taxes.To
achieve this goal, preferential and reduced tax
regimes have been established, which are usually
either a percentage or a single fixed payment
determined by the state, which includes personal
income tax and mandatory state social insurance
contributions for the economic activity of a natural
person.

The very first such special tax regime was
introduced as a result of the Great Crises in 2010
(Saeima, 2010), setting a 9% tax calculated on
turnover. Till 2020, this tax regime is significantly
limited to specific professions and increased to 15%.

Balkan and Near Eastern Journal of Social Sciences
Balkan ve Yakin Dogu Sosyal Bilimler Dergisi

Dundure, 2020: 06 (04)

One of the last specific taxes introduced in Latvia is
the patent fee, which was introduced only in 2010
and is intended for such professions as beauty care
specialists, craftsmen, housekeepers, seamstresses,
masseurs, florists and others.

In Latvian society, the debate about the weak social
security for special taxpayers is not calming down -
starting with unemployment risks, sickness
benefits, job security and not counting on the
amount of the expected pension. The Latvian
Government Action Plan (Cabinet of Ministers of
Latvia, 2019) sets out the action plan measure
"Evaluate the performance of mandatory state
social insurance contributions for the self-
employed". One thing is clear, because low-tax non-
payers are also the people with the lowest incomes,
and therefore also the lowest-earning assets, and
they are also the most socially vulnerable part of the
population.

Therefore, the primary task of self-employed tax-
system in Latvia has been to engage the socially
unprotected people into registered operations. The
most effective way to do this is to set up a minimum,
easy-to-administer tax system that provides basic
social security for those who have not paid taxes so
far. For self-employed persons with the tax-
payment mode Nol (Table 1) after registering their
economic activity the burden of Social insurance tax
for mandatory pension savings is significantly lower
than the tax burden on employees.

Figure 3 presents the monthly amount of pension
insurance tax payments for self-employed and
employees in Latvia on 2020.
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Figure3. Monthly contributions in state pensioninsurance for
employees and self-employed persons
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personal income tax" (Saeima, 1993)
It has been clearly shown that up to the level of the the self-employed and employees is growing
minimum wage (430 EUR), the self-employed are rapidly. Receiving an income of 1505 euros per
less protected than employees, as only 5% of month, the self-employed pay only 49% of the
income has to be paid, of which 80% goes to the 1st employee's taxes on pension insurance, with an
pension level. When receiving income or a salary in income 4300 euros per months the proportion

the amount of the minimum wage, the pension would be only 30%.
insurance payments for both categories are equal,

they are 105 euros per month. It is expected that the provisions for old-age

pensions will differ to the same extent for both

On the other hand, as income increases and the self- categories of the population. Although both have
employed choose to pay the minimum allowed tax followed national tax regimes and lived with
rate, the difference in pension payments between people's usual confidence in the government that
they will have a wealthy old age, the reality may be Social Insurance Contribution Rate by Types of State
different. Employees will have paid higher amounts Social Insurance)
and will also receive more, while the self-employed Cabinet of Ministers of Latvia (2019) Ministru kabineta
. .. 0o . . L. rikojums Nr. 210, Riga 2019. gada 7. maija, prot. Nr. 21
with minimum contrl.butlons will rgcelvea mlnlmum 27. 6§ " On the Government Action Plan for the
level of old-age pension, thus placing them at risk of Implementation of the Declaration on the Intended
poverty. Activities of the Cabinet of Ministers Led by Arturs
Krisjanis Karins"
REFERENCES Central Statistical Bureau of Latvia. (2020)., Data on
Cabinet of Ministers of Latvia (2017) Ministru kabineta employed by status and sex, retrieved from
2017. gada 19. decembra noteikumi Nr. 786 www.csb.gov.lv on 20.08.2020
"Noteikumi par valsts socialas apdrosinasanas iemaksu Choi, J. (2009). Pension Schemes for the Self-Employed in
likmes sadalijumu pa valsts socialas apdrosinasanas OECD Countries. OECD Social, Employment and

veidiem" (Regulations on the Distribution of the State
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