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Abbreviations

AFP

Administradora de Fondos de Pensiones
(Administrators of Private Pension Funds in Chile)

AMC

Asset Management Cost

AUM

Assets Under Management

CEE

Central and Eastern Europe

DB

Defined Benefit

DC

Defined Contribution

EU

European Union

EEA

European Economic Area

GDP

Gross Domestic Product

GOU

Government of Ukraine

MAS

Mandatory Accumulation System (also known as mandatory Pillar 2 system)

NBU

National Bank of Ukraine

NDC

Notional Defined Contribution

NEST

National Employment Savings Trust (United Kingdom)

NPF

Non-state Pension Fund (Ukraine)

OECD

Organization for Economic Cooperation and Development

PAYG

Pay-as-You-Go

PFU

Pension Fund of Ukraine (social security institution - Pillar 1 administrator)

PPM

Premium Pensions Authority (Sweden)

TSP

Thrift Savings Plan (for USA civil servants)

UCITS

Undertakings for Collective Investment in Transferable Securities
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Glossary of Key Terms
Accumulated assets

The total value of assets accumulated in a pension fund.

Actuarial assumptions

The various estimates (including assumptions related to changes in
longevity, wage, inflation, returns on assets, etc.) that the actuary makes in
formulating the actuarial valuation.

Annuity

A form of financial contract mostly sold by life insurance companies that
guarantees a fixed or variable payment of income benefit (monthly,
quarterly, half-yearly, or yearly) for the life of a person(s) (the annuitant) or
for a specified period of time. An annuity is bought through installments or
as a single lump sum. Benefits may start immediately or at a pre-defined
time or at a specific age.

Asset management

The act of investing the pension fund’s assets following its investment
strategy.

Automatic enrolment

Making a worker who meets certain requirements a member of a qualifying
workplace pension scheme without needing to ask.

Defined benefit (DB) plan

A type of pension plan in which an employer/sponsor promises a specified
pension payment, lump-sum (or combination thereof) on retirement that is
predetermined by a formula based on the employee's earnings history,
tenure of service and age, rather than depending directly on individual
investment returns.

Defined contribution (DC)
plan

A type of retirement plan in which the employer, employee or both make
contributions on a regular basis. Individual accounts are set up for
participants and benefits are based on the amounts credited to these
accounts (through employee contributions and, if applicable, employer
contributions) plus any investment earnings on the money in the account.

Mandatory individual
pension (retirement)
plans (savings, accounts)

Personal plans that individuals must join or which are eligible to receive
mandatory pension contributions. Individuals may be required to make
pension contributions to a pension plan of their choice – normally within a
certain range of choices – or to a specific pension plan or pension fund.

Mandatory occupational
pension plans

Participation in these plans is mandatory for employers.

Non-state Pension Fund
(NPF)

A legal entity established in accordance with the Law of Ukraine On NonState Pensions, which has the status of a non-profit organization, operates
and carries out activities solely for the purpose of accumulation of pension
contributions and returns from invested pension assets, with the sole
purpose of providing retirement income to the NPF members.

Occupational pension
plans

Pay-As-You-Go (PAYG)

Pension assets

Access to such plans is linked to an employment or professional
relationship between the plan member and the entity that establishes the
plan (the plan sponsor). Occupational plans may be established by
employers or groups (industry, professional or labor associations), jointly or
separately.
State pensions are pay-as-you-go (PAYG) unfunded schemes. Pension
benefits paid out today are financed from national social insurance and
other tax revenues collected today (current disbursement method).
Sometimes this is referred to as a ‘contract between generations’, with
today’s tax payers (contributors) paying for today’s pensions on the
understanding that when they retire, their pensions will be paid for by the
taxpayers of the future.
All forms of investment with a value associated to a pension plan.
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Pension fund

The pool of assets forming an independent legal entity that are bought with
the contributions to a pension plan for the exclusive purpose of financing
pension plan benefits. The plan/fund members have a legal or beneficial
right or some other contractual claim against the assets of the pension fund.
Pension funds take the form of either a special purpose entity with legal
personality (such as a trust, foundation, or corporate entity) or a legally
separated fund without legal personality managed by a dedicated provider
(pension fund management company) or other financial institution on behalf
of the plan/fund members.

Pension fund
administrator

A type of administrator in the form of a company whose exclusive activity is
the administration of pension funds.

Pension plan

A legally binding contract having an explicit retirement income objective.
The benefits cannot be paid without a significant penalty unless the
beneficiary is older than a legally defined retirement age. This contract may
be part of a broader employment contract, it may be set forth in the plan
rules or documents, or it may be required by law.

Pillar 01

A non-contributory basic pension from public finances that may be universal
or means-tested.

Pillar 11

A mandated public pension plan (usually on PAYG method) that is publicly
managed with contributions linked to earnings.

Pillar 21

Mandatory privately managed DB occupational or DC individual retirement
savings with accumulated financial assets.

Pillar 31

Voluntary and fully funded DB occupational or DC individual pension plans
with financial assets

Pillar 41

A voluntary system outside the pension system with access to a range of
financial and non-financial assets and informal support such as family,
health care and housing.

Private pension plan

A pension plan administered by an institution other than government.

Public pension plan

Social security and similar statutory programs administered by the general
government (that is central, state, and local governments, as well as other
public sector bodies such as social security institutions).

Replacement rate

The ratio of an individual’s (or a given population’s) (average) pension in a
given time period and the (average) income in a given time period.

Retirement projection

Estimate of future retirement savings and the income they could buy.

Unisex mortality table

Mortality table where the rate of death is equal for males and females.

See, Private Pensions: OECD Classification and Glossary, OECD 2005.

1

Old-Age Income Support in the 21st Century: An International Perspective on Pension Systems and Reform, World
Bank, 2005, p. 42-43.
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I. Executive Summary
On October 3, 2017, the Verkhovna Rada enacted
a major piece of legislation advocated by the
Government of Ukraine to reform the failing PAYG
pension system. The law increased solidarity
system pensions for some 6 million people, and
provided major changes to the operation of the
PAYG pension system. These changes included:
(1) establishment of a flexible retirement age
‘corridor’ at 60/63/65 years which links the
duration of insured employment to an individual’s
retirement date;
(2) reduction of the accrual rate (the cost of one
year of covered employment) from 1.35% to
1.00%, starting in 2018;
(3) introduction of indexation of past earnings
(valorization) on the average salary base from which insurance premiums are paid, starting from
2021;
(4) abolishment of restrictions on pension benefits for working pensioners;
(5) introduction of a mandatory accumulation system in January, 2019 (known as Pillar 2, or a
mandatory individual retirement savings system).
International experience proves that mandatory
accumulation pension systems can and should be:
 Simple (reasonable limitation of investment
choice, passive investment in index funds and
life-cycle funds)
 Cheap (centralized administration of retirement
accounts with low operating costs)
 Reliable (adequate financial regulation to
protect participants from fraud; investment of
pension funds in diverse assets by the private
assets managers)

Under the new Law, the statutory retirement age
of 60 years remains unchanged for men with
insured service of 35 years, and for women with
insured service of 30 years. The law also helps to
stabilize the Pillar 1 fiscal deficit caused by a lack
of contributions (e.g., 16 million workers but only
10.5 million contributors (the GOU contributes in
favor of another 1.5 million people), resulting in a
1:1 dependency ratio of contributors to
pensioners).

In July 2017, a group of Verkhovna Rada
Deputies introduced a draft “Law on Amendments
to Certain Legislative Acts of Ukraine on the Introduction of a Mandatory Accumulation System of
State Pension Insurance” (No. 6677 dated 10.07.2017) that supports the introduction of mandatory
Pillar 2 system in January 2019. Working groups under the leadership of the Ministry of Social
Policy (MSP) and the Ukrainian Securities Commission (NSSMC) have begun actively working to
achieve this objective.
Many countries now feature pension systems with greater reliance on individual retirement saving
plans in which benefits depend on the value of accumulated assets, e.g. defined contribution
(DC) or money purchase schemes. Pillar 2 should be viewed as an additional system of
compulsory state pension insurance to provide a stable supplementary income during retirement
(together with the solidarity Pillar 1 system). Secondary goals of the Pillar 2 system include
promoting economic development by increasing national savings and developing capital markets.
The movement to DC systems globally in the late 1990s means that many pension systems are
becoming asset backed, and thus dependent to a major extent on market-based investment
returns. This also means that participants are exposed to the uncertainties of investment markets.
The level of pension benefits that a retiree may receive will depend on actuarial risk (that benefits
may be less than expected due to inflation and longevity risks) and investment risk (that poor
returns on assets invested may be insufficient to meet expected benefits). The drivers of private
8

pension system outcomes (voluntary or mandatory) are contribution rates and payment density,
investment returns, and operating costs of financial intermediaries. In effect, in many countries
the state and employers transferred these retirement risks to individuals.
This report provides a brief overview of seven mandatory (Chile, Bulgaria, Estonia, Kazakhstan,
Romania, Sweden, Switzerland) and two partially mandatory (United Kingdom and United States)
DC individual retirement savings systems. No two countries are alike in terms of national pension
reform experiences, and it is important to emphasize that it is difficult to make exact extrapolations
from one country to another. However, Ukrainian policy makers can learn from the international
experience of countries that are implementing different individual DC retirement savings systems.
Recent international experience shows that individual DC retirement savings systems might not
produce adequate outcomes due to some or all of the following factors:
 Contributions are too low
 Operating costs (administrative fees and investment management charges) are too high
 Markets are too volatile in the pre-retirement phase
 Investment strategies offer little or no protection
 Levels of public confidence and understanding of DC systems are too low
 Individuals are unable or unwilling to choose appropriate investment strategies or funds (the
majority of participants do not choose, but use the default option instead)
For example, even in Chile, the “shining example” of MAS reform, after 35 years the average
private pension benefit was $315 in 2016, which is 18% less than the minimum wage ($384). Forty
percent (40%) of pension annuities were lower than the subsistence minimum. Only 25% of those
who retired in 2015 had paid into the pension system for more than 25 years, and 62% of women
had contributed to their accounts for less than 15 years. Many Chileans spent time in the informal
sector or were frequently unemployed. On average, workers contributed for only 40% of their prime
working years.
In Switzerland, where Pillar 2 mandatory
occupational pension plans were implemented in
1985, the evidence suggests that it was beneficial
mainly to higher-income workers. In several CEE
countries (Estonia, Latvia, Lithuania, Poland and
Romania), Pillar 2 schemes were downscaled or
contributions were frozen. Argentina2 completely
nationalized its fully-funded (Pillar 2) pension
system in 2008 “to protect pensioners from falling
stock and bond prices.”

What is the future for CEE pension systems?
 Central & Eastern European (CEE) countries
continue to scale back second-pillar systems.
 In 2010, Hungary took the most draconian action
by effectively nationalizing the second pillar.
Other countries, including the Baltic States,
Poland and Romania, slashed Pillar 2
contribution rates, while Slovakia initiated what
was to become a series of (voluntary) opt-outs.
Investment & Pensions Europe (IPE.com),
https://www.ipe.com, January 2018

Planned introduction of a mandatory Pillar 2
retirement savings system in Ukraine raises a number of fundamental questions regarding its
design and implementation. These include (but are not limited to):
 Who should administer the collection of contributions: government (pension insurance
institution) or non-state pension funds (NPFs)?
 Is it necessary to create a single centralized National Accumulation Fund, or should NPFs
play a leading role in the mandatory accumulation system?
 What is Ukraine’s experience with NPFs in terms of investment returns, costs, fees,
contribution rates and payment density, investment strategies and regulation?
 What is the best way to control and limit administrative costs and investment management
fees?
 What limits on investment strategies should exist for pension fund assets?
 What should be the policy regarding participants who hesitate to make an individual choice of
an NPF or an investment strategy?
2

http://www.nytimes.com/2008/10/22/business/worldbusiness/22argentina.html.
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Is it reasonable to have an investment return guarantee for pension funds?
What are the appropriate asset classes for Pillar 2 investments, and in particular should there
be limits set for overseas investment of pension assets?
Is it necessary to guarantee a minimal pension benefit (annuity) from the mandatory
accumulation system?

Ukraine has made progress over the last three years in implementing social policy reforms,
macroeconomic and fiscal stability measures, and enhanced regulatory and supervisory capacity.
Nevertheless, much work remains to be done in the capital markets area. Major legislation
essential to reform financial markets has languished for over two years. Ukraine’s capital market is
seriously underdeveloped (only a few equities trade on Ukrainian exchanges), lacks basic risk
management tools, offers little to invest in beyond bank deposits and government bonds, and is
seriously under regulated. Current poor investment returns and high expenses of the NPFs, and
previous fraudulent practices suggest that Ukraine does not meet the prerequisites for safe
implementation of a MAS. Further, given existing levels of Ukrainian financial literacy, a massive
public education campaign would be required to teach Ukrainians the fundamentals of investing.
In 2014-15, former ‘investment managers’ of the corporate pension fund of the National Bank of
Ukraine (NBU), whose assets exceed 50% of the NPF market, caused losses in the amount of
more than 900 million hryvnia of pension assets owned by more than 12 thousand NBU
employees. Most of these NBU NPF assets were invested in bank deposits of institutions that
failed, and in corporate bonds of companies that went bankrupt. The NBU does not expect to
recover even half of these funds. In 2013-2016, several life insurance companies disappeared
along with hundreds of millions of hryvnia in assets.
Current conditions suggest that a minimum of three to five years of serious regulatory reform and
capital markets development are required before Pillar 2 would have a chance to succeed in
Ukraine. Premature implementation would put at risk the supplemental pension savings of
workers/retirees, as well as erode public confidence. It is difficult to see how a Pillar 2 investment
portfolio containing government bonds and bank deposits, and paying high expense ratios, could
achieve the required investment returns to make it successful for pensioners.
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II. Introduction
Since the 1990s, there has been a dramatic
global shift in pension policies. Gone are
the days of sole reliance on public pay-asyou-go (PAYG) defined benefit (DB)
pension schemes. Most countries now
feature pension systems with greater
reliance on individual retirement saving
plans in which benefits depend on the value
of accumulated assets, e.g. defined
contribution (DC) or money purchase
schemes. This movement to DC systems is because governments are seeking to lessen the fiscal
impact of aging populations, and because of the belief that aging populations need more diversified
sources of retirement income. One of the key results is that many pension systems are now in the
process of becoming asset backed, and dependent on market-based investment returns.
This shift results in participants being exposed to the uncertainties of investment markets to
determine the level of pension benefits that they will ultimately receive. Actuarial risk (that
benefits will be less than expected due to inflation and longevity risks) and investment risk (that
assets invested will be insufficient to meet expected benefits due to poor returns) were transferred
from the state and employers to individuals. In addition, the transition from public and occupational
DB to DC schemes has been accompanied by a trend towards lower overall contribution rates.
According to the OECD3, coherence, adequacy and efficiency should be the guiding principles
underpinning the design and implementation of multi-pillar pension systems (mandatory and
voluntary). Public PAYG systems and private pension plans are complementary. Together they are
integral parts of a country’s pension system. Thus, there may be a need for mandatory DC
individual retirement savings (a.k.a. Pillar 2 or mandatory accumulation system – MAS) within the
overall structure of the pension system. (Many countries have only the PAYG system
supplemented by voluntary occupational or private pension funds, or Pillar 3). However, DC
pension plans also need to be coherent internally; that is, the accumulation and payout phases of
DC pension plans need to be consistent, which requires that the investment strategies used to
increase asset values are aligned properly with the payout phase.
According to the Law of Ukraine On
The drivers of private pension system outcomes (voluntary
Compulsory State Pension Insurance (No.
or mandatory) are contribution rates and payment density,
1058-IV adopted in 2003), the mandatory
investment returns, and operating costs of financial
Pillar 2 system should be based on the
intermediaries. In effect, in many countries the state and
principles of accumulation of funds of
employers transferred these retirement risks to individuals.
insured persons in the state Accumulation
Fund or relevant non-state pension funds (NPFs) - Pillar 2 entities. Pillar 2 is an additional system
of compulsory state pension insurance and, together with the solidarity system (Pillar 1), is for the
purpose of providing a stable and adequate income during retirement.
Secondary goals of the Pillar 2 system include promoting economic development by increasing
national savings and developing capital markets. However, the experience of Central and Eastern
European (CEE) countries and Kazakhstan shows that gross national savings remained relatively
stable following the introduction of mandatory accumulation systems4. Likewise, the introduction of a
Pillar 2 system is unlikely by itself to affect the development of financial and capital markets unless
the government establishes an active state policy for their development. Indeed, the importance of

3

OECD Pensions Outlook 2012, p. 159-191.
Anita M. Schwarz, Omar S. Arias (ed.), The Inverting Pyramid: Pension Systems Facing Demographic Challenges in
Europe and Central Asia, World Bank, 2014, p. 117.
4
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existing capital markets infrastructure and appropriate regulation to the performance of DC systems
should not be underemphasized.
Recent international experience shows that individual DC retirement savings systems might not
produce adequate outcomes due to some or all of the following factors:
 Contributions are too low
 Operating costs (administrative fees and investment management charges) are too high
 Markets are too volatile in the pre-retirement phase
 Investment strategies offer little or no protection
 Levels of public confidence and understanding of DC systems are too low
 Individuals are unable or unwilling to choose appropriate investment strategies or funds (the
majority of participants do not choose, but use the default option instead)
This report provides a brief overview of seven mandatory (Chile, Bulgaria, Estonia, Kazakhstan,
Romania, Sweden, Switzerland) and two partially mandatory (United Kingdom and United States)
DC individual retirement savings systems. While it is important to consider the political, economic
and social contexts of national pension reform experiences, it is also important to emphasize that it
is also impossible to make exact extrapolations from one country to another. However, Ukrainian
pension policy makers can learn from different individual DC retirement savings systems and
recent reform experiences.
The report stresses the importance of key drivers of private pension system outcomes contribution rates and payment density, investment returns, and operating costs. It also
emphasizes the importance of major prerequisites for the successful and safe implementation of
mandatory individual DC retirement savings: (a) political stability and continued support for the
pension system across changing administrations and parliaments; (b) macroeconomic and fiscal
stability; (c) adequate regulatory and supervisory capacity; and (d) sound financial infrastructure
and availability of reliable financial instruments. Finally, international experience demonstrates that
the optimal way (in terms of cost and efficiency) to implement mandatory individual DC retirement
savings is through a system with centralized administration and limited investment choice.
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III. Summary: International Experience
of Individual Retirement Savings Schemes
Until the global financial crisis of 2008, when the
stock markets almost collapsed, many economists
and pension analysts generally believed that
under the right circumstances, mandatory DC
individual retirement savings systems could5:
 Allow a given pension benefit package to be
financed with a lower contribution rate
 Spread the cost of financing retirement
income (between the government,
employees and employers)
 Increase national savings
 Make capital markets more efficient
 Increase workers’ claim on future benefits

Pillar 3
Voluntary
retirement savings

Pillar 2
Mandatory retirement
savings

Pillar 1
State pension system

Indeed, enthusiasm for Pillar 2 pension schemes was so exuberant that the economic literature
and numerous discussions on pension finance suggested additional impacts of advance funding
that are, in fact, unlikely6. In particular, it is now clear that individual DC retirement savings plans
are not likely to reduce the public costs of an aging population, nor to increase the return that
workers receive from the retirement income system.
From the 1990s to the onset of the 2008 global financial crisis, mandatory DC retirement savings
accounts were spreading around the world. But since 2008, there has been a global U-turn.
Private pensions are now in retreat7 and public pension systems are being reassessed.
Even in Chile, which has long been regarded as
Since 2008, there has been a global U-turn. Private
an example to follow and was copied by more
pensions are now in retreat and public pension
than 30 countries across Latin America,
systems are being reassessed.
Southeast Asia and Eastern Europe, the mood
has turned against the system. The major reason for this is that benefits (replacement rates) from
DC individual retirement savings in Chile have fallen behind (promised) expectations to provide
70% of retirees’ former salaries. In 2016, the average pension benefit from the accumulation
system in Chile was $3158, which is 18% less than the minimum wage ($384). 40% of pension
annuities were lower than the subsistence minimum.
The Chilean mandatory DC retirement savings system has not been able to meet the goal of
providing adequate pensions since it tends to reproduce problems existing in the labor market.
Unlike in many Latin American countries, Chileans do not spend their entire working lives in the
informal sector, and many switch back and forth between formal and informal employment. This
means that almost all of them have a retirement savings account, and are, in this sense, ‘covered’.
But many of those having an account are not contributing regularly. Only one in three men, and
one in four women save regularly. Thus, the individual DC retirement savings system provides

5

A Quarter Century of Pension Reform in Latin America and the Caribbean: Lessons Learned and Next Steps, InterAmerican Development Bank, 2005, p. 167.
6 Nicholas Barr, Reforming Pensions: Myths, Truths, and Policy Choices, IMF Working Paper WP/00/139, 2000.
7 See, for example: (1) Retreat from mandatory pension funds in countries of the Eastern and Central Europe in result of
financial and fiscal crisis: Causes, effects and recommendations for fiscal rules, Kamila Bielawska, Agnieszka ChłońDomińczak, Dariusz Stańko, Warsaw, 2015; (2) Reversal and Reduction, Resolution and Reform Lessons from the
Financial Crisis in Europe and Central Asia to Improve Outcomes from Mandatory Private Pensions, World Bank, 2013.
8 With Pensions Like This ($315 a Month), Chileans Wonder How They’ll Ever Retire, New York Times, 10 September
2016 (https://www.nytimes.com/2016/09/11/world/americas/with-pensions-like-this-315-a-month-chileans-wonder-howtheyll-ever-retire.html).
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Table 1. Comparison of mandatory DC Pillar 2 retirement savings systems in selected countries, 2016
Chile
Enactment date

1981

Who participates

Mandatory for
all employees,
voluntary for
self-employed

Public pension
type

Social
assistance,
means-tested

Public pension
5% (from
system contribution
2015)
(as % of earnings)
Private pensions contributions

Bulgaria
2002

Estonia
2002

Kazakhstan
1998

2008

Sweden
(PPM)9
2000

Switzerland

UK
(NEST10)

USA
(TSP11)

1985

2012

1988

Automatic
enrollment

Automatic
enrollment for
Federal civil
service
employees

Mandatory for
Mandatory for
Mandatory for
new entrants
Mandatory for Mandatory for
all workers
new and
(18), voluntary Mandatory for
all employees all employees
<42, no
workers < 35,
for 19-60 in
all
25 years and 25 years and
cohorts with
voluntary for
2002 (year of
older
older
choice option
36-45
reform)
DB

DB

Flat benefit

DB

NDC

DB

Flat-rate
benefit

DB

12.8%

16%

5%

26.3%

16%

23.8%

25.8%

12.4%

6%

10%

2%↗5.1%
3.75%

2.5%

7%↗18%
(depends on
worker’s age)

2% in 2012
↗8% from
2019

Can vary from
1% to 10+%

Maximum
monthly
earnings 13,405 lei
($3,440)

£4,900 for
the 2016/17
tax year

$18,000 tax
deductible for
2017

Centralized

Centralized

Centralized

Pillar 2 contributions

10% + 1.23%
as admin. fees

2%↗5%
4.75%

Contributions ceiling

73.2 UFs
(unidades de
fomento) $1,928,672
Chilean Peso
($2,700)

In 2016 was
capped at
BGN 2,600
(€1,329.36)
per month

No maximum
earnings

75 times the
monthly
minimum
wage

Decentralized

Centrally
collected by
the National
Revenue
Authority

Centrally
collected by
the Tax
Agency

Centralized
(since 2014)

Contributions
collection

Romania

9

Maximum
annual
Maximum
income for
insured
contributions annual salary
is 478,551 kr
84,600CHF
($57,240)
Centrally
Decentralized
collected by
(BVG-DC
the Tax
occupational
Agency with
pension plans)
income taxes

In Sweden, a DC Premium Pension System (PPM) is a component of Pillar 1.
National Employment Savings Trust (NEST).
11 Thrift Savings Plan (TSP) - DC plan for U.S. civil service employees and retirees as well as for members of the uniformed services.
10
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Chile

Bulgaria

Estonia

Kazakhstan

Romania

Sweden
(PPM)9

Switzerland

UK
(NEST10)

USA
(TSP11)

Employer

Automatic
enrollment

Automatic
enrollment

Individual
choice of
investment
portfolio

Pension assets management, costs and returns
Choice of pension
fund

Individual

Individual

Individual
choice (one
Choice of investment
investment
strategy/portfolio
portfolio A, B,
C, D or E)

Pension fund
administrator

Pension fund
administrator;
Estonian
Central
Register of
Securities12

Total operating costs 0.6% of AUM
(% of assets under
(1.23% of
management - AUM)
salary)

Cap - 4.5% of
contributions+ 0.29% - 1.47%
0.9% of AUM

Real annualized
investment return
since inception

Individual

7.5%

1.38% (UPFs)

0.36%

N.A. (only one
state-run
UAPF since
2014)

Unified
Accumulation
Pension Fund

Individual

Individual
active choice
and passive
default
options

Pension fund
administrator

Individual
active choice
and passive
default
options

Pension fund
administrator

99.6% of
NEST
members are
in the default
Retirement
Date Funds

0.35%

0.56%

0.50%

0.038%0.079%

8.66% (AP7
default)
5.51% (AP7
own choice)

Minimum IR
1% (4% until
2000)

6.6% (2022)
8.0% (2040)
6.7% (2060)

2.5% (G)
3.6% (F)
7.4% (C)

7.5% of net
investment
0.6% of AUM
income; +
0.27% of AUM
-0.32%

5.32%

Sources: see Annex with select countries’ pension systems profiles.

12

Estonian Central Register of Securities is the main register of the state, which administers share registers of all joint stock companies (aktsiaselts) operating in Estonia and all
securities and pension accounts opened in Estonia. The Register also includes other electronic securities (shares of private limited companies, bonds, etc.) and securities transactions
history.
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excellent value for money and decent pensions only for those who have saved regularly
throughout their working lives (primarily male, working full-time in the formal sector and receiving
wages above the average). Among Chilean participants who have contributed for between 24 and
32 years, the median private pension replacement rate amounts to 46% of their final salary
(instead of the expected 70%). In addition, the parameters of the system (contribution rate and
statutory retirement ages 65 years for men and 60 years for women) were not modified throughout
its 36 years of existence.
International experience demonstrates that the net real returns across countries are driven by13:
 contribution rates
 fees and commissions charged by asset managers and other financial intermediaries
 asset allocation of pension products
 performance of capital markets into which pension products are invested
 inflation and the tax burden
Individual Retirement Savings Models
A variety of individual DC retirement savings models have evolved in the past several decades.
These are the results of different approaches to individual accounts administration and investment
management, and different roles and responsibilities among workers, employers, the financial
sector and the government. Detailed descriptions of the private pension schemes of nine countries
are provided in the Annex (see also Table 1).
The pension privatization reforms created a “quasi-market” for pension services: it replaces the
monopolistic state provider with competitive independent ones (private pension funds managers).
The market for mandatory DC pension funds is typically fairly concentrated and, for the most part,
concentration has increased over time through mergers and acquisitions as displayed in Table 2.
Private pension funds industry concentration is high in all the countries that implemented different
variations of the Chilean pension model. In Chile, the two largest pension fund administrators
(APFs) have 51% of Pillar 2 participants and 53% of assets under management (three largest
funds control 68% of participants and 74% of assets). In Bulgaria, the two largest pension funds
have 48% of participants and 49% of assets (three largest funds have 62% of participants and 64%
of assets). In Estonia, the two largest pension funds have 38% of participants and 40% of assets
(the three largest pension funds have 53% of participants and 54% of assets), and in Romania, the
two largest pension funds have 58% of participants and assets (the three largest funds control 72%
of participants and 73% of assets).
There are striking differences involving asset allocation of pension funds across countries and
products (Table 3). Equities dominate in Pillar 2 system investment portfolios in Estonia, Poland,
Sweden and Switzerland. Government and corporate bonds dominate in Chile, Bulgaria,
Kazakhstan and Romania, with investments overwhelmingly consisting of government bonds in
Romania (65%). Overall, the period 2000-2016 shows a decline of allocations to equities and an
increase of public debt in pension fund allocations, which may diminish return prospects, as bond
interest rates are now at an all-time low.
The efficiency of private pension systems can be judged by comparing their total operating costs
in relation to assets managed, including all costs of individual pension accounts administration
and investment management. Fees and commissions substantially reduce investment returns.
Charges are often complex, opaque and far from being harmonized between different pension
providers and products. Some countries have begun to impose overall caps on fees for some
pension products.

13

Pension Savings: The Real Return 2017 Edition, p. 22.
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Table 2. Pillar 2 pension market concentration in select countries as of the end of 2016
Market share in the pension fund industry, %
Country

The largest pension fund

Two largest pension funds

Three largest pension funds

Other pension funds

Total number
of pension
funds

participants

assets

participants

assets

participants

assets

participants

assets

Chile (APF)

30.9%

27.3%

50.9%

53.4%

67.7%

73.8%

32.3%

26.2%

6

Bulgaria (UPFs)

27.4%

27.2%

48.1%

48.8%

61.7%

63.6%

38.3%

36.4%

9

Estonia

22.0%

24.7%

38.4%

40.1%

53.1%

54.4%

46.9%

45.6%
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Romania

32.3%

36.6%

57.6%

58.4%

71.7%

72.5%

28.3%

27.5%

7

Poland (OFE)

18.6%

24.5%

34.6%

46.2%

47.9%

59.2%

52.1%

40.8%

12

48% (AP7)

34% (AP7)

52%

66%

830

Sweden (PPM)

N.A.

Table 3. Private pension assets allocation in select countries as of the end of 2016
Assets allocation

Chile

Bulgaria

Estonia

Kazakhstan

Romania

Poland

Government Bonds

25.4%

44.8%

0.0%

43.5%

64.6%

0.0%

Corporate & Municipal Bonds

40.9%

11.2%

18.4%

45.6%

5.7%

8.2%

Equity & Mutual Funds

33.6%

25.4%

58.0%

2.2%

22.5%

Real Estate

0.0%

2.7%

0.0%

0.0%

Cash & Cash Equivalents

0.1%

15.9%

23.6%

8.7%

100.0%

100.0%

100.0%

Investment abroad (all PFs), %

39.0%

47.8%

Investment in assets in foreign
currencies in 2016 (all PFs), %

40.6%

47.8%

Total

Sweden

Switzerland

17.3%

33.3%

83.4%

77.5%

37.1%

0.0%

0.0%

1.1%

21.9%

7.2%

8.4%

4.1%

7.7%

100.0%

100.0%

100.0%

100.0%

100.0%

75.7%

13.7%

6.3%

7.4%

16.2%

40.8%

15.7%

13.7%

9.9%

7.4%

10.6%

35.9%

Source: OECD Pension Markets in Focus 2017.
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Table 4 shows the operating costs of the pension fund industry (both, DB and DC schemes)
reported by OECD countries in 2016. In general, countries with defined contribution systems and
those with large numbers of small funds appear to have higher operating costs than countries with
only a few funds offering defined benefit, hybrid, or collective defined contribution pension
arrangements (see also DC individual retirement accounts operating costs in nine studied
countries’ in Table 1).
Table 4. Operating expenses of private pension systems in selected OECD countries, 2016
(% of AUM)
Country

%

Country

%

Country

%

Latvia

1.5%

Mexico

0.6%

Portugal

0.3%

Czech Republic

1.3%

New Zealand

0.6%

Italy

0.3%

Spain

1.1%

Finland

0.5%

Norway

0.3%

Estonia

1.0%

Hungary

0.5%

Iceland

0.2%

Australia

0.8%

Israel

0.5%

Chile

0.2%

Greece

0.7%

Austria

0.4%

Denmark

0.2%

Slovak Republic

0.7%

Canada

0.4%

United Kingdom

0.1%

Poland

0.6%

United States

0.3%

Germany

0.1%

Switzerland

0.6%

Belgium

0.3%

Netherlands

0.1%

Source: Pensions at a Glance 2017, p. 161 (as a percentage of total investment).

Pension providers in most reporting countries
“People must have the confidence to know they are
experienced negative investment returns in 2008
saving for their future, not paying for someone else’s
and to a lesser extent in 2011. Despite this
lifestyle.”
negative performance, investment performance of
mandatory and voluntary private pension funds,
Tom Tugendhat, Member of Parliament, United Kingdom
measured by the real investment rate of return net (The Transparency Times, www.transparencytaskforce.org,
of operating expenses, generated a positive
Launch Edition, UK, May 2016)
annual income on average over a 10-year period
(between December 2006 and December 2016) in most reporting OECD and non-OECD countries
(Table 5). The lowest annual returns over the 10-year period were observed in Estonia (-1.8%),
Latvia (-0.6%), Bulgaria (-0.5%), the Slovak Republic (-0.4%), the United States (-0.3%) and the
Czech Republic (-0.2%).
The investment performance of pension funds was probably driven by developments in the equity
and bond markets as pension funds usually directed most of their investments towards these two
asset classes.
Chilean Model with Sole Purpose Vehicles
The widespread use of sole purpose pension providers14 has its origins in the introduction of
mandatory private DC individual retirement savings in Chile in 1981. The pension privatization
reform created the need for a new legal and regulatory framework as well as for the definition of
entities that could manage pension funds as a sole type of activity.

14

These are public limited companies, known as pension fund administrators - Administradoras de Fondos de
Pensiones (AFPs) - whose exclusive purpose is the management of private pension funds and the administration of
relevant services and benefits stipulated in the law. AFPs collect social security contributions, deposit them in the
individual retirement account and invest assets to provide retirement benefits in the future. They also finance disability
and survivorship benefits for their members. The Administrators are entitled to receive payment for their management of
the pension funds that is established on the basis of commissions paid at the members’ expense. The commissions are
fixed freely by each Administrator and are standard for all members.
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Table 5. Pension fund nominal and real 5-year and 10-year geometric average annual
returns in selected OECD and non-OECD countries, % (as of the end of 2016)
Country

Canada
Netherlands
Belgium
United Kingdom (2015)
Israel
Slovenia
Australia
Iceland
Denmark
Norway
Spain
Portugal
Chile
Luxembourg
Austria
United States
Greece (2015)
Italy
Estonia
Latvia
Korea
Mexico
Slovak Republic
Czech Republic
Romania
Bulgaria
Uruguay
Colombia
Peru

5-year average
Nominal
Real
Selected OECD countries
8.3
6.9
8.2
6.7
7.8
6.5
8.2
6.1
6.4
6.0
6.7
5.9
7.7
5.8
7.9
5.2
6.0
5.1
6.9
4.6
5.0
4.2
4.7
4.1
7.3
3.9
5.0
3.9
5.3
3.7
5.1
3.7
3.3
3.5
4.2
3.5
4.3
3.2
3.9
3.1
3.5
2.3
5.7
2.3
2.4
1.7
1.5
0.3
Selected non-OECD countries
7.6
6.4
4.8
4.5
13.1
4.3
7.9
3.6
6.7
3.3

10-year average
Nominal
Real
5.2
5.5
4.6
7.3
5.5
7.0
5.3
5.5
5.4
5.1
..
2.4
5.5
2.7
2.5
1.5
..
3.0
1.1
2.7
4.2
5.8
1.3
1.9

3.5
3.8
2.6
4.7
0.3
5.2
2.9
0.3
3.8
2.9
..
1.2
1.8
0.9
0.5
-0.3
..
1.5
-1.8
-0.6
1.8
1.8
-0.4
-0.2

…
2.3
13.3
10.3
5.5

…
-0.5
4.8
5.8
2.1

Source: OECD Pension Markets in Focus 2017, p. 16

Bulgaria, Estonia, Kazakhstan and Romania adopted (with variations) the Chilean private pension
model. Under this model, workers select one of a limited number of authorized private/non-state
pension funds (NPFs). Any worker can select any pension fund and is free to change funds from
time to time, moving the entire account balance from one fund to another. For a variety of reasons,
all pension funds hold similar portfolios, so workers are selecting funds rather than investment
strategies/portfolios.
Since 2002, in Chile participants in each of the six AFPs have the option to choose between five
different funds or investment portfolios (A, B, C, D, E), which are differentiated mainly by the
proportion of their portfolio invested in equities and fixed income securities. The main objective of a
multi-fund structure is to increase the expected value of the contributors’ savings according to their
investment time horizon and risk appetite. The crucial lesson from the mature Chilean model is that
the key ingredient for a successful DC system is getting contribution levels right. This is a sticking
point in many countries.
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In many countries, the government agency collects contributions and allocates them among the
pension funds. But in a few (such as Chile), collection responsibility is also decentralized. Pension
funds are responsible for maintaining individual account records. Upon retirement they pay benefits
by allowing periodic withdrawals or by transferring the account balance to insurance companies to
finance the purchase of annuities.
Overall, private pension systems that are based on decentralized administration of individual
retirement accounts have substantially higher costs than models based on centralized
administration. Where account management tasks are centralized and competition among pension
fund administrators is restricted, costs usually run under 0.5% of pension assets. Where pension
funds are allowed to compete freely for workers’ business, costs can be much higher15.
The Chilean fully-funded pension system model also demonstrates that, if an individual retirement
savings system is poorly designed to address the gender gap (e.g. by using gender-specific
mortality tables, instead of unisex, to calculate the life-time annuities), women will face
significant disadvantages because: (a) their average wages /income are lower than that of men;
(b) on average, they pay contributions for a shorter period of time; (c) the retirement age for
women is often lower than for men (60 and 65 years in Chile), and the life expectancy at retirement
age is higher. As a result, the replacement rates for women are systematically lower than those for
men (24% and 48% respectively in Chile – see Annex for details).
The Australian experience (as well as many other countries) also confirms a significant gender
gap in its partly-compulsory superannuation system: at age 55-64 women’s median
superannuation account balances in 2013-2014 were of about one half those of men – A$80,000
and A$150,000 respectively.16
Sweden
In 2000, Sweden introduced mandatory DC individual retirement savings (a.k.a. Premium Pension
System) based on a relatively small contribution rate (2.5% of wages) to supplement a more
generous public pay-as-you-go (PAYG) notional defined contribution (NDC) scheme. The Swedish
pension reformers set the following main design goals:
 Minimizing cost of administration, and
 Promoting individual investment choices –“empowering” people to make private investment
choices was also viewed as an opportunity to increase financial market literacy.
A special public agency, the Premium Pension Authority, or Premiepensionsmyndigheten (PPM), is
responsible for administering the PPM system and acts as a financial clearing house. The PPM
makes all transactions on behalf of participants, keeps daily individual accounts, provides
customer services, and has daily contact with funds in system.
The fund managers do not interact with the individual worker. The Swedish Pensions Agency
handles all transactions, administration and information regarding the funds and maintains a customer
service unit (located in Söderhamn, not in Stockholm). A board appointed by the Government
supervises PPM’s activities. The Director General is responsible for all daily operations and strategic
planning. The centralized administration (record-keeping) approach, with a wide selection of
investment strategies, allows PPM system to keep administrative costs well below those in Latin
America and many other countries. Any firm licensed to sell mutual funds is allowed to participate in
the PPM system—provided it agrees to a schedule of rebates of its normal administrative charges.
Workers have a choice to select from one to five of more than 800 investment funds eligible to

15

A Quarter Century of Pension Reform in Latin America and the Caribbean: Lessons Learned and Next Steps, InterAmerican Development Bank, 2005, p. 178.
16 http://www.smh.com.au/federal-politics/political-news/turnbull-government-delays-superannuation-changes-20171204gzyek7.html. The average annual wage in Australia was about A$58,000 in 2013-2014 (Global Wage Report 2016/17:
Wage inequality in the workplace, ILO, 2017, p. 102).
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participate. Upon retirement pension capital is converted into an annuity by one or two insurance
companies selected by the State through competitive bidding.
During the last several years the PPM pension system has been criticized for having too many
funds and for generating large variation in pension outcomes. In 2016, a governmental
investigation on how to change the premium pension so that more people can achieve better
returns was completed. The investigation’s most important proposal is to introduce mandatory reevaluation choices every 7th year.
The launch of the premium pension system in 2000 coincided with very high expectations of future
stock market performance after a period of dramatically rising stock market prices. These high
expectations have not been realized, largely due to a series of financial crises, but the returns
generated within the premium pension system have, nonetheless, been better than those that
would have been generated if the capital had tracked the salary income pension performance
instead.
Switzerland (Mandatory Pillar 2 Workplace Pensions)
The Swiss mandatory Pillar 2 system was introduced in 1985 by the Federal Act on Occupational
Retirement, Survivors' and Disability Pension Plans and provides for workers occupational pension
plans and accident insurance (BVG in German speaking Switzerland, LPP in French and Italian
Kantons). When combined with the Pillar 1 social security pension benefit, a person could expect
to earn about 60% of his/her final salary after retirement to help maintain his/her standard of living.
Occupational pension funds are managed jointly by worker and employer representatives, and
upon retirement pay benefits in the form of annuities. An employer who employs persons subject to
compulsory social insurance must be affiliated to a provident institution entered in the register for
occupational benefit plans. Workers do not have a direct choice of pension funds or investment
philosophies. Other than general policy oversight, all aspects of the Swiss system are privatized,
including contribution collection, account maintenance, asset management, and pension payment.
A similar arrangement has evolved in Denmark.
Swiss experience (as well as other countries) confirms that retirement savings systems are mainly
relevant to higher-income workers. The lowest-income pensioners in Switzerland receive 80% of
their retirement income from the Pillar 1 solidarity pension system (AHV). This finding applies
across all generations: although second-pillar coverage has continued to increase in recent
decades, even some of the younger retirees have very limited access to employee benefits
insurance, or only receive limited benefits from it.
United Kingdom (National Employment Savings Trust – NEST)
The National Employment Savings Trust is a trust based DC pension scheme, established in 2010
to support the introduction of automatic enrollment (many workers will be enrolled into a workplace
pension without having to ask). Automatic enrollment into workplace pensions started in July 2012
with implementation by the very largest employers and its roll out ends in February 2018 (every
employer in the UK will have to provide a suitable workplace pension scheme for workers). By that
time, the Government expects NEST will be one of the biggest pension schemes in the UK in
terms of scheme members. NEST Corporation is the Trustee of the NEST pension scheme, and is
accountable to Parliament.
NEST remains a viable, low-cost, well-run scheme that is stable over the long term. It is free for
employers to use. Members pay a 1.8% charge on contributions plus a 0.3% annual management
charge (AMC) on their pension capital. Together, the charges are broadly equivalent to a 0.5%
AMC for most types of savers. The UK government introduced a charge cap of 0.75% of funds
under management on default funds of DC qualifying pension schemes from April 2015.
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NEST has an annual contribution limit which is reviewed every year (it was £4,900 for the 2016/17
tax year.) It also has restrictions on transfers in and out of the scheme. Participants who are
automatically enrolled into NEST are put into a NEST Retirement Date Fund. The NEST
Retirement Date Funds are managed according to the life cycle of members in them. Members can
change funds at any time after enrolment. In 2017, 99.6% of NEST members were in the default
NEST Retirement Date Funds range. NEST also has a small number of other investment fund
choices, including a Sharia Fund and an Ethical Fund.
United States (Thrift Savings Plan – TSP)
In January 1988, the U.S. government implemented a Thrift Savings Plan (TSP) for civil service
employees and retirees as well as for members of the uniformed services. TSP provides an
institutional model attractive to many pension reformers, although the plan has not been instituted
nationwide. Under TSP, the Federal government offers participants 10 funds in which to invest.
Five are individual funds (one G Fund for government bonds and four funds F, C, S and I that
track specific market indexes) while the other five are “Lifecycle Funds” or L-Funds designed to
professionally change the allocation mix of investments among the individual G, F, C, S and I funds
during various stages of the employee’s federal service. All TSP funds are trust funds that are
regulated by the Office of the Comptroller of the Currency and not the Securities and Exchange
Commission. Thus, there is no ticker symbol to track actual performance (though with the
individual funds except the G Fund, the comparable index is easily tracked).
The Federal government contracted with the BlackRock Institutional Trust Company, N.A. to
manage TSP assets of index funds F, C, S and I. Federal employees have a choice of investment
philosophy but not fund manager, the opposite of the choice offered in the Chilean model. In TSP,
the Federal government is responsible for all functions except asset management and annuities
payment, although it selects the annuity provider. The model’s main attraction is its potential to
reduce operating costs to a fraction of assets under management ($0.38 - $0.79 per $1,000
account balance).

22

IV. Challenges to the Introduction of Mandatory
Individual Retirement Savings System in Ukraine
The mandatory retirement savings system (or
Pillar 2 pension system) is generally viewed as
complementary to state PAYG pension insurance.
Under DC retirement savings system, there are
three drivers of private pension fund outcomes –
length of the contribution payment period (the
need to save as early as possible) and the
contribution rate , investment returns and
operating costs. Pillar 2 can help solve long-term
demographic problems and improve retirement
income adequacy, but only if properly designed,
managed and regulated.
The main factors that affect benefit amounts in the accumulation system are:
1) Wage (income) level, from which contributions are being paid during the worker’s
participation in the Pillar 2 system.
2) Contribution rate to the individual retirement account (as a percentage of earnings).
3) Contribution density (regularity) during economically active life (from 20 to 65 years). For
adequate pension savings from the accumulation system, the duration of participation should
be at least 30 years for workers with a level of earnings below the national average, and at
least 20-25 years for workers with a level of earnings above the average.
4) Pension fund investment returns during the periods of accumulation and pay out (that is,
about 50 to 60 years).
5) The amount of fees and charges for administration and asset management (payable as a
percentage of pension assets or contributions).
6) Inflation.
7) Life expectancy after reaching retirement age (affects the cost of a lifetime annuity).
Mandatory individual DC retirement savings can feature a wide set of design options, including
centralized and decentralized systems of administering individual pension accounts, active or
passive investment strategies, choice parameters for selecting investments and asset
management companies, and options for the withdrawal phase.
However, when compared to public defined benefit PAYG plans, participants in accumulation
pension systems become vulnerable to uncertainties in financial and labor markets. The future
amount of pension benefits will also depend on the actuarial risk (a risk that the amount of
pension benefits decreases as a result of inflation and longevity risks) and the investment risk (a
risk that a return on assets will not be sufficient for paying expected benefits). Thus, it is important
to underline that:
Not all pension risks are tradable
Macroeconomic risks, such as business cycles, inflation, and major crises, and other systemic
risks, such as increasing life expectancy and standards of living, are not fully tradable risks. In the
absence of suitable instruments to hedge these contingencies, individuals may be exposed to
more risk than desirable.
Individual choices are often imperfect
Several studies document behavioral anomalies with regard to saving for retirement. Most people
do not voluntarily save enough for retirement. People diversify their assets incorrectly. Ordinary
participants in the accumulation pension systems follow the herd or do what their employer
recommends – even if this is often not the optimal course of action. Many people fail to
understand investing at all.
Individuals can shift consumption forward over time (into old age) by contributing to a pension
scheme, but societies cannot. The goods and services that will be consumed by the next
generation of pensioners cannot be stockpiled – they have to be produced by the next generation
of workers. Hence national pension schemes – whether fully funded, partially funded or PAYG –
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are only devices that define how future consumption is shared between active and inactive groups
in a society. The relative size of these generations will always influence their share in total national
consumption.
The most important economic argument for a mandatory accumulation system is a
(hypothetical) possibility that investment returns will exceed the salary growth rate
throughout the accumulation stage (e.g. 30-40 years). This is exactly what happened in Chile
where the impressive real investment return, which amounted to an average of 7.5% per year
during 1981 – 2016, significantly exceeded the real hourly wage growth of only 2.2% per year for
35 years, while the real GDP grew by an average of 4.2% annually.
However, if a worker’s earnings increase more rapidly than investment returns during their working
life, and especially towards the end, then their DC benefits will be low or inadequate relative to
their earnings just before retirement.
Figure 1 shows what could have happened if a mandatory accumulation pension system had been
implemented in Ukraine beginning in 2005, i.e. right after the adoption of the Law on Mandatory
State Pension Insurance No. 1058-IV (2003). That Law provides the major parameters and
conditions precedent to the introduction of a mandatory Pillar 2 system, even though it was never
in fact put into practice.
Figure 1. Ukraine: Real Wage, Hypothetical Investment Return and Cumulative GDP Growth in
2005-2016 in the Event of the “Assumed” Implementation of Pillar 2 in Ukraine in 2005
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The simulation of Pillar 2 implementation in Ukraine (Figure 1) of real investment returns assumes
a conservative investment strategy. Interestingly, this investment strategy almost fully mirrors the
actual structure of investment portfolios of the overwhelming majority of Pillar 3 NPFs during this
period. In the simulation, 50% of pension assets were hypothetically invested in Government
securities (the average annual real return was -2.42% in 2005-2016) and 50% in banking deposits
(the average annual real return was +1.92% in 2005-2016). These are the upper limits for pension
assets investment in government securities and bank deposits, according to the 2003 Law, Article
88, ‘Restrictions on Investment Activity with Pension Assets’ of the Law On Compulsory State
Pension Insurance (No. 1058-IV dated 09.07.2003). Under this simulation, no assets were put into
higher risk assets such as equities or corporate bonds, and none were invested abroad.
If one extrapolates similar trends for a 30-year (360 months) contributory period (with the wage
growth exceeding the real investment return of 3%, contribution rate at 7% of earnings, and the total
amount of operating expenses averages 1% of net asset value), the projected hypothetical Pillar 2
benefit replacement rate would be about 10%-12% for an average wage earner.
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Table 6. Nominal and real returns and accumulated pension capital in a hypothetical mandatory Pillar 2 system in Ukraine in 2005-2017
Nomina
l
average
wage
(AW),
hryvnia

Nomina
l AW
growth,
%

Real return after
inflation and Pillar 2
operating expenses
at:
1.0% of
3.5% of
assets
assets

Year

2005

2%

806

36.7%

10.3%

24.0%

8.6%

-1.54%

-2.53%

-4.99%

202

201

198

2006

3%

1,041

29.2%

11.6%

15.8%

9.6%

-1.79%

-2.77%

-5.23%

614

608

595

2007

4%

1,351

29.8%

16.6%

11.3%

8.4%

-7.03%

-7.96%

-10.29%

1,341

1,325

1 286

2008

5%

1,806

33.7%

22.3%

9.3%

11.7%

-8.67%

-9.58%

-11.86%

2,645

2,606

2 512

2009

6%

1,906

5.5%

12.3%

-6.0%

14.1%

1.60%

0.59%

-1.95%

4,487

4,405

4 207

2010

7%

2,239

17.5%

9.1%

7.7%

13.0%

3.57%

2.54%

-0.05%

7,073

6,921

6 554

2011

7%

2,633

17.6%

4.6%

12.4%

12.5%

7.55%

6.48%

3.79%

10,308

10,045

9 421

2012

7%

3,026

14.9%

-0.2%

15.1%

15.7%

15.93%

14.77%

11.87%

14,667

14,233

13 209

2013

7%

3,265

7.9%

0.5%

7.4%

16.0%

15.42%

14.27%

11.38%

19,976

19,291

17 692

2014

7%

3,480

6.6%

24.9%

-14.7%

16.9%

-6.41%

-7.34%

-9.68%

26,522

25,479

23 069

2015

7%

4,195

20.5%

43.3%

-15.9%

17.9%

- 17.73%

-18.55%

-20.60%

35,109

33,558

30 013

2016

7%

5,183

23.6%

12.4%

9.9%

14.0%

1.42%

0.41%

-2.13%

44,682

42,507

37 589

201717

7%

37.0%

16.4%

17.7%

12.2%

-3.57%

-4.53%

-6.94%

56,483

53,531

46 927

Cumulative results (from
2005)

12.042

5.284

2.279

4.948

0.9365

-17.82%

-41.07%

0

-2,952

-9,556

Average annual, %

21.1%

13.7%

6.54%

13.1%

-0.50%

-1.50%

-3.99%

-

-5.2%

-16.9%

4.0%

3.8%

3.3%

7,100 est.

Real
Nominal
Inflation, Real AW
investment
investment
%
growth, %
return after
return, %
inflation, %

Estimated hypothetical replacement rate of life annuity after 13 years of contributions (retirement age 60); unisex
morality tables used.
Source: State Statistics Committee, National Bank of Ukraine and USAID FST calculation.
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Pillar 2 nominal pension capital at the
end of the year depending on
operating expenses (as a percentage
of net pension asset value)
0% of
1.0% of
3.5% of
assets
assets
assets

Contribution
rates, %
of
earning
s

For 2017, indicators are estimated based on the actual numbers for January-September 2017.
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Table 6 below provides data on nominal as well as real returns of hypothetical mandatory pension
savings for an average wage earner, 2005-2017, assuming the Pillar 2 system could have been
implemented in Ukraine in January 2005. The following assumptions are taken into account in the
simulation:
 Actual data for: (1) nominal average wage and wage growth in the economy (State Statistics
Committee of Ukraine data); (2) inflation (consumer price index); and (3) nominal interest
rates for long-term bank deposits and nominal government securities yield in the primary
market (National Bank of Ukraine data).
 Contribution rates started at 2% in 2005 and increased annually by 1% up to 7% in 2010 (in
accordance with the current version of the Law of Ukraine on Legislative Support for Pension
System Reform (#3668-VI) of July 8, 2011).
 Nominal investment return assumes that 50% of Pillar 2 pension assets were invested in
Government securities and 50% - in commercial bank deposits (actual figures used for the
period January 2005 – November 2017).
The results of this hypothetical exercise show that real pension asset returns (0.9365 cumulatively
or -0.50% average annual) was far behind the real wage index – 2.279 or +6.54% average
annualized. In addition, nominal investment returns did not keep up with inflation - real annualized
investment return after inflation was -0.50%. Inflation is likely to squeeze real returns from investing
in bank deposits and government securities in the next couple of years as well. This would have
resulted in a very low pension benefit replacement rate, from between 3% to 4% of pre-retirement
income.
It is important to highlight the major prerequisites18 for effective introduction of an individual DC
retirement account system:
1. Public Sector Prerequisites










Political stability and a commitment19 of politicians to carry through the reform process in
a consistent and successful manner.
The Government’s capacity to maintain macroeconomic stability and foster economic
growth. This is of fundamental importance for accumulation pension systems, which are
sensitive to market forces such as inflation, economic downturns and financial sector
instability.
Administrative capacity to collect contributions and ensure that they are properly
accounted for.
Public Education to improve financial literacy. Most people do not understand investing,
and it is vital to protect consumers in areas too complex for them to protect themselves. This
requires proper regulatory procedures and a human capacity and will to enforce those
procedures.
Adequate regulatory and supervisory framework. A competent and properly staffed
pension regulator needs to be in place at the start of the mandatory DC individual retirement
savings implementation. It is essential to ensure that the supervisory agency has the
capacity to deal effectively with the early challenges posed by the new accumulation pension
system. The supervisory agency should have the capacity to grant licenses only to qualified
pension fund administrators and asset managers.
A functioning commodity derivatives market to manage financial risk.

18

See in details: (1) Enabling Conditions for Second Pillars of Pension Systems, Heinz Rudolph and Roberto Rocha,
World Bank Working Paper 4890, April 2009; (2) Nicholas Barr, Reforming Pensions: Myths, Truths, and Policy Choices,
IMF Working Paper WP/00/139, August 2000; (3) Old-Age Income Support in the 21st Century: An International
Perspective on Pension Systems and Reform, Robert Holzmann and Richard Hinz (ed.), World Bank, 2005.
19 For example, in Hungary and Slovakia, pension reforms were approved with tight majorities at their respective
Parliaments. In both countries, the governments that followed the reforming government did not support the reform
process. As a result, in Hungary Pillar 2 system was terminated in 2011 and almost all assets transferred to the
mandatory PAYG (Pillar 1) system. In 2008, Slovakia introduced the opt-out option to allow dissatisfied members to
leave during the three-month window its beleaguered Pillar 2 system that has undergone four sizeable shrinkages in
2008-2015.
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2. Private Sector Prerequisites








Adequate public understanding of and
Private pension schemes require reliable financial
trust in private financial institutions and
assets and capital markets for channeling savings
instruments. Accumulation pension systems
into their most productive use.
require that citizens understand the basics
of financial markets (financial instruments, investment strategies, diversification, etc.), and
that they have faith in public and private financial institutions.
Adequate capacity in administering individual pension accounts and managing assets. A lack
of capacity runs the risk that excessive administrative costs will erode the investment return. At
worst, deficient administrative capacity puts at risk the viability of the accumulation pension
system.
It is desirable to have an automated clearinghouse as a mechanism for centralizing the
flow of data and integrating it with payments. The centralization of the flow of data and the
creation of an automated clearinghouse may enhance the efficiency of the payments system,
generating economies of scale and relieve the contribution burden on employers.
Automated clearinghouses have the advantage of being able to process payments timely
and efficiently at much lower cost while reducing operational risks.
Private pension schemes require financial assets and capital markets for channeling
savings into their most productive use. The root of reliable private financial assets is
sustainable real economic growth, competitive markets, effective corporate governance, and
effective regulation. It is expected that in the initial stages of the mandatory accumulation
pension system, the bulk of the investment portfolio will consist of bank deposits, certificate of
deposits (CDs), and government bonds. This has been the case in most reforming countries.
Therefore, it is necessary to ensure that these capital markets work appropriately in the initial
stages of the reform20.

The draft Law of Ukraine on “Amendments to Certain Legislative Acts of Ukraine on the
Introduction of a Cumulative System of Mandatory State Pension Insurance” (No. 6677) proposes
a 3.5% cap for Pillar 2 pension assets management fees. Over a period of 30 years, such
excessive operating expenses would result in estimated total cumulative losses of 45%-51%
of participants’ savings, even assuming the investment return was 5 - 10% per year.
Table 7. Hypothetical cumulative retirement savings losses depending on NPF operating
expenses
Contribution
period

30 years (₴500
per 36 months =
₴180,000)

Average annual
investment
return, %
5%

10%

Loss of pension savings depending on the NPF operating
expenses (as a percentage of assets)
0%
of assets
₴407,688
UAH
effect of
fees
%
1,031,422
UAH
effect of
fees
%

1.0%
of assets
₴340,237
- ₴67,451
-16.5%
₴837,157
- ₴194,265
-18.8%

2.0%
of assets
₴285,890
- ₴121,798
-29.9%
₴683,099
- ₴348,323
-33.8%

3.5%
of assets
₴223,144
- ₴184,544
-45.3%
₴508,935
- ₴522,487
-50.7%

Table 7 above demonstrates the effect of administration, asset management and safekeeping
operating expenses on the final value of retirement savings. Hypothetical simulations were made
using the investment calculator from the Australian Securities and Investment Commission (ASIC)
website21, with the following main assumptions: (1) monthly contributions in the amount of 500
hryvnia during 30 years (180 000 UAH in total); (2) average annual nominal investment return of
5% and 10%; and (3) NPF operating expenses at rates 0%; 1%; 2% and 3.5% of the total value of
retirement assets.

20

Enabling Conditions for Second Pillars of Pension Systems, H. Rudolph, R. Rocha, World Bank, 2009, p.13.

21http://www.moneysmart.gov.au/tools-and-resources/calculators-and-apps/managed-funds-fee-calculator.
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Ukrainian Pillar 3 private pension system still in a
rudimentary stage after 12 years of operation:

The Ukrainian Pillar 3 private pension system
entities that accumulate citizen’s voluntary
savings are still in a rudimentary stage, even after
 840,100 participants (5.4% of the total number of
employees)
12 years of operation. In the 3rd quarter of 2017,
 ₴2.327 billion of total accumulated assets ($88 million
64 NPFs and 22 NPF administrators were
USD)
registered in the State Register of Financial
 ₴2,770 hryvnia per participant, or just about $100
Institutions (including 46 NPFs or 72% registered
 64 NPFs and 22 NPF administrators
in Kyiv). They had 840,100 participants (58%
were male and 42% female) or about 5.4% of the
 4.93% - average fee charged by NPFs
total number employed in both the formal and
Source: FSR, as of 30.09.2017
informal sectors (15.658 million). The low
coverage ratio could be because of low financial awareness and general distrust in financial
institutions, poor investment performance, insufficient disposable income or just the lack of
information.
The total accumulated assets in Ukrainian NPFs amounted to $87.7 mln USD by the end of the 3rd
quarter of 2017 (₴2.327 billion) or ₴2,770 hryvnia per participant, or just about $100. Most of the
assets were accumulated by open-end funds. About 81,000 beneficiaries have received pension
benefits since Pillar 3 inception (2005) in the total amount of $27 mln USD cumulatively (₴711.5
million). Pillar 3 NPFs have extremely high operating expenses (Table 8).
Table 8. Total operating expenses of NPFs

In general, there was almost no impact of
voluntary Pillar 3 on Ukraine’s capital market
Share of NPFs in the total
development. In the 3rd quarter of 2017, NPFs
amount of 64 funds
portfolios remained heavily invested in
government securities (43%) and bank
5%
deposits (40%). Ukrainian corporate bonds
5%
1% - 2%
made up only 8% and real estate – 3% of
7%
2% - 3%
NPFs investment portfolio. A high percentage
19%22
3% - 4%
of government bonds and bank deposits in
NPF portfolios defeats the purpose of risk
14%
4% - 5%
diversification of retirement income and raises
17%
5% - 6%
even more questions about the validity of
20%22
6% - 7%
such high operating costs. In general, the lack
14%
>7%
of investment portfolio diversification after 12
Average fee charged by
years of existence of the NPF system proves
4.93%
64 NPFs
that accumulation pensions are risky and
Source: National Commission for the Regulation of Financial ineffective in an unstable economic
Services Markets (FSR).
environment.
Total operating costs
(range of fees
charged)
<1%

Fraud exists in the operations of NPFs. In 2014-2015, former ‘pension investment managers’ of the
corporate pension fund of the National Bank of Ukraine (NBU), whose assets exceeds 50% of the
NPF market, resulted in the loss of more than 900 million hryvnia of pension assets owned by
more than 12 thousand NBU employees. The NBU NPF assets were invested in bank deposits of
institutions that failed, and in corporate bonds of companies that also went bankrupt. Currently,
NBU NPF management does not expect to recover even half of these funds.23 In 2013-2016,
several life insurance companies disappeared along with hundreds of millions of hryvnia in assets.
The following are major challenges for the development of a voluntary Pillar 3 retirement savings
system in Ukraine; all have important implications for Pillar 2:
 Recurrent and serious economic crises in Ukraine over the last 25 years
 Low disposable (real) income of workers

22

In 2017, the average net pension assets value with operating expense at 3%-4% of AUM is 21 million hryvnia
($790,000), and with operating expenses at 6%-7% of AUM is 6 million hryvnia ($225,000), which are extremely low
amounts.
23 “Old schemes. Where did the NBU Pension Fund’s money disappear?” (in Russian), Liga.Finance, 25 October 2016
(http://finance.liga.net/banks/2016/10/25/interview/50234.htm).
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Weak banking and non-banking financial sectors, and an underdeveloped capital market
(including lack of reliable investment instruments)
Extremely high NPFs operating expenses (on average 4.93% of pension AUM)
Lack of public trust in financial institutions and the pension system
Weak supervisory and regulatory control over the financial/private pensions sector

Recommendations based on recent international experience and best practice
Recent international experience shows that there is a high probability that the proposed DC Pillar 2
funded system in Ukraine will not produce adequate pension benefits (especially for women), at
least not in the short- and the medium- term due to:
 Low disposable incomes and poverty among the working population (Ukraine has the lowest
average wage in Europe)
 Low contribution rates (2%-7%) proposed (in accordance with Law of Ukraine on Legislative
Support for Pension System Reform #3668-17)
 Weak and unstable macroeconomic framework (low GDP growth after significant downturn in
2014-2015, high inflation and large fiscal deficit) and weak macroeconomic policies
 Labor market distortions24 and low social contribution density (irregular contributions payment
in the solidarity system25 and in the accumulation system have the same negative effect on
the future retirement benefits in both systems)
 Proposed cap of 3.5% for operating costs is too high
 Underdeveloped capital markets, including absence of reliable investment instruments and
very weak voluntary Pillar 3 system of non-state pension funds
 Lack of investment management capacity
 Low levels of public confidence and understanding of DC funded pensions
The Pillar 2 mandatory accumulation system might represent a sustainable pension policy, if and
only if, the design and delivery features are optimal in relation to the overall pension system. These
requirements include26:
1. Ensure that the design of mandatory individual retirement accounts is internally coherent
between the accumulation and payout (annuity) phases and with the overall pension system,
including a robust investment governance framework that addresses key risks27 and the
uncertainty inherent in saving for retirement;
2. Encourage high participation rates and adequate contributions (relative to the required or
desired outcome) paid over the long-term;
3. Promote investment instruments (with low operating expenses);
4. Establish appropriate default investment strategies, but also provide members with a choice
of investment funds (strategies) with different risk profiles and investment horizons;
5. Use life-cycle strategies as default option to protect people close to retirement against
negative outcomes;
6. Allow investing a medium-to-high percentage of total value of pension assets in foreign asset
classes;
24

Modern labor market changes have a negative impact on all pension systems without exception. In Ukraine,
employers pay social contributions regularly only for 10.5 million workers (61%) out of 17.5 million of economically active
population in Ukraine in 2017. The frequency of workplaces rotation continues to increase. More and more people,
especially young, either have no job or work without an employment contract. Unreliable, unstable, informal, and
therefore unprotected employment spreads. In addition, Ukrainians massively migrate abroad for temporary or
permanent work because they do not see prospects at home. For example, in 2016 only in Poland the number of work
permissions for temporary work issued for Ukrainian citizens exceeded 1.3 million, and the number of permanent work
permits amounted to more than 125 thousand.
25 According the PFU data, the distribution of the insured service among new pensioners in 2016 was the following: 24%
- 15-25 years, 34% - 26-35 years; and 42% - over 35 years of insured service.
26 Design and Delivery of Defined Contribution (DC) Pension Schemes: Policy Challenges and Recommendations,
OECD, 2013, p. 4.
27 The risk of a shortfall in retirement income can be very significant as a result of the factors that represent uncertainty.
The labor market and financial market risks, especially returns and inflation, are the main sources of uncertainty. The
OECD stresses that replacement rates (or pension capital) in worst-case scenarios can be extremely low and therefore,
there is a need to implement policies that mitigate the risk of worst-case scenarios affecting retirement income.
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7.
8.

Invite international asset management companies to participate in Pillar 2 implementation;
Ensure effective communication to address financial illiteracy and lack of public awareness.

As Nicholas Barr, Professor at London School of Economics (LSE) and former international
member of the Chilean second Presidential Advisory Commission concluded28, the model of choice
and competition in individual retirement savings is not the best model because:
 choice has high administrative costs, and
 consumers do not do a good job of choosing because of: (a) imperfect information,
(b)bounded-rationality, and (c) bounded-will power for making one’s own decisions.
Most people do not want to, or cannot make, informed decisions about choosing investment
strategies. Given the difficulty or unwillingness of most people to make choices, policy makers should
propose a carefully designed mandatory Pillar 2 individual retirement accounts system that is simpler,
cheaper and with limited choice.

28

Chile Day in London (29-30 June 2017), an event for public-private collaboration sponsored by the Chilean Treasury
Department and the British Embassy. Panel N°3: Better Capital Markets for Better Pensions (http://inbest.cl/chileday/wpcontent/uploads/2015/09/F.-Larrai%CC%81n-y-N.-Barr.pdf).
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V. Conclusions
Retirement income depends on several
factors, some controllable and others
uncertain and risky. The controllable factors
are those over which policy makers,
regulators, employers, providers or
individuals have some degree of choice.
They include the contribution rate, the
length of time individuals put money into the
plan, and the time at which individuals retire
(i.e., the contribution period). It also
comprises the investment strategy, and the
way assets accumulated are paid out at retirement (i.e. the structure of the payout phase).
The first step in the design of individual DC retirement saving plans is to establish a target
retirement income. This target retirement income should be determined taking into account
benefits provided by other mandatory and voluntary components of the pension system.
Consequently, if the overall target retirement income is, for example, set at 50% of final salary from
mandatory pension system (Pillars 1 and 2), and the average PAYG-financed solidarity pension
provides 30%, as in Ukraine, contributions to mandatory accumulation system should be set so
that a target retirement income of 20% is achieved, given other actuarial parameters. For the
average Ukrainian wage earner, the 7% contribution rate proposed in the draft pension legislation
(draft Law No. 6677, for example) will be insufficient and, according to our estimates, will not meet
this target retirement income.
It is important to know that there are other
inherently uncertain factors, such as spells
of unemployment (which impede setting
money aside for retirement), real wage
career growth path (which determines the
amount that can be saved), return on
investments, inflation, interest rates, and
longevity. These risk factors can have a
large impact on retirement income and its
adequacy.

Poland nationalised almost half of second-pillar assets.
Hungary redirected private pension assets of 97% secondpillar participants to the state budget, created unfavourable
conditions that made private pension fund membership very
unattractive, and returned to pre-1998 mandatory PAYG
pension system.
Source: CEE: A system in flux, Krystyna Krzyzak, Investment &
Pensions Europe (https://www.ipe.com/pensions/countryreports/cee/cee-a-system-in-flux/10022463.article), January 2018
World Social Protection Report 2017–19: Universal social
protection to achieve the Sustainable Development Goals, p. 98,
ILO

There were serious doubts in many
countries that individuals were fully
prepared to make all the decisions involved
in DC retirement plans. Such pension plans put most risks squarely on individuals, but the level of
engagement and financial literacy among the general population is typically low. The 2008-2009
global financial and economic crisis added to these existing concerns by showing that retirement
income from DC pension plans can be very volatile. Some participants suffered large losses on
their retirement savings just before their retirement, because they had high portfolio allocations to
risky assets (stocks). In other countries, requirements to annuitize immediately at retirement
compounded the problem of low retirement income. Additionally, rising unemployment,
underemployment and informal activities reduced both contributions and the length of the
contribution period.
As World Bank experts have emphasized29, the most important precondition for a successful
implementation of mandatory DC individual retirement savings is a strong and lasting commitment
of the authorities to pension reform, reflected in institutional capacity to oversee its implementation.
This requires the permanent monitoring of the implementation process by a permanent committee
29

Enabling Conditions for Second Pillars of Pension Systems, H. Rudolph, R. Rocha, World Bank, 2009, p. 18.
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(working group) or an agency. Improvements in market infrastructure and enhancements in the
legal framework also need to take place prior to the introduction of DC schemes in order to ensure
better returns with lower risks and operating expenses. Policymakers need to ensure that there are
incentives in place in the pensions market to improve efficiency and reduce costs, as various fees
and charges of pension service providers can have a substantial impact on retirement income.
The government should improve its capacity for managing public debt and be prepared to adopt a
debt management strategy that meets the needs of individual and institutional investors,
establishes a benchmark for private issues, and promotes capital market development. The private
pensions supervisory agency should be prepared to handle the first challenges of the reform (e.g.
licensing and consolidation of the market) having enough qualified staff and financial resources.
The essential prerequisites for the successful implementation
of a MAS are: (a) political stability and consistency in
pension reform; (b) macroeconomic and fiscal stability; (c)
adequate regulatory and supervisory capacity; and (d) sound
financial infrastructure and availability of reliable financial
instruments.

Ukrainian policy makers should learn from
different and sometimes contradictory
international experience in implementing
accumulation pension systems. International
practices also stress the importance of
having essential prerequisites for the
successful implementation of a reliable
mandatory retirement savings system: (a) political stability and consistency in pension policy, (b)
macroeconomic and fiscal stability, (c) adequate regulatory and supervisory capacity, and (d) sound
financial infrastructure and availability of reliable financial instruments. Finally, international
experience demonstrates that the most efficient and least costly way to organize mandatory
accumulation pension system is to implement a system of centralized administration of individual
pension accounts with a limited investment choice.
The creation of a mandatory accumulation pension system is complicated and there are many
options to consider. But before diving into details, it is essential to remember that the goal is to
provide sufficient supplemental income for future retirees. It is equally important to understand that
timely monitoring of plan implementation is just as important as the decision on whether or not to
set up a mandatory accumulation pension system. Recent decisions by several countries to
abandon Pillar 2 systems (Hungary and Argentina) or to diminish contributions to them temporarily,
in whole or in part (Estonia, Latvia, Lithuania, Poland, Romania, and Slovakia) is a cautionary tale.
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Annex I. Review of Country Experiences
with Individual DC Retirement Savings Schemes

1.

Chile

Country Profile (2016)
Population, million

17.91

Population growth, annual

0.8%

GDP, billion (current US$)

$247.3

GDP per capita (current US$)

$13,810

GDP growth, annual
Life expectancy at birth,

1.6%
men

77.4

women

83.4

men

18.5

On May 1st 1981, Chile moved away from a badlydesigned set of diverse social security-type
defined-benefit plans, and put in place a
mandatory individual retirement savings accounts’
system in the formal sector, with a guaranteed
minimum for workers with at least 20 years of
contributions. The reform was designed and put in
practice under General Augusto Pinochet’s
military rule.

Since its launch 36 years ago, Chile’s mandatory
retirement savings accounts system has been
women
21.9
hailed as “best in class” by many international
pension experts. Beginning in the 1990s, eleven
Retirement age,
men
65.0
Latin American countries adopted similar
women
60.0
structural pension reforms. In Central and
Fertility rate (birth per woman)
1.8
Eastern Europe, funded individual pension
Private pension assets, $billion
$174,480
accounts were introduced in Hungary (1998),
Poland (1999), Latvia (2001), Bulgaria (2002),
Private pension assets, % of GDP
69.6%
Estonia (2002), Lithuania (2004), Slovakia (2005)
Contribution rate (Pillar 2)
10.0%
and Romania (2008). Funded individual pension
accounts were also introduced in China (1998) and Hong Kong (2000). These reforms had distinct
aspects and characteristics, but they all shared a common objective: to make social protection
systems viable and funded in the medium and long term.
Life expectancy at 65,

As savings in the Chilean system gradually built up they provided a new source of investment
financing for Chilean companies, fueling the growth of the economy, increasing employment
(especially in the formal sector), boosting the development and sophistication of the country’s
capital markets and, in a virtuous circle, delivering high returns on the savings themselves.
Moreover, by taking a large part of the burden of financing public solidarity pensions off the
government, the system also promised fiscal sustainability.
Chile used five sources to finance the cost of transition from the public solidarity pension system
to the mandatory individual retirement savings accounts’ system. First, Chile issued new
government “recognition bonds”, which recognized the value of rights that had been gained in
the solidarity system before May 1981. Second, the Chilean government privatized state-owned
enterprises. Third, a share of old salary tax had been retained as a temporary transition tax and
eliminated by the end of 1990s. Fourth, Chile significantly reduced the government expenditures.
And fifth, the successful market reforms and pension privatization facilitated a rapid growth of the
Chilean economy since 198630, which resulted in a tax revenue increase, especially VAT. The
public cost of transition to the accumulation system was spread out over several decades and
varied from 1.4% of GDP in 1981 to 4.5% of GDP in 1985 with its further gradual reduction.
Individual retirement accounts are currently managed by six single-purpose private companies
called Pension Fund Administrators (AFPs - Administradoras de Fondos de Pensiones in Spanish).
Assets under management reached USD $190 billion by June 2017 or 73% of GDP (Figure 2).
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From 1986 through 2016, the average GDP growth rate exceeded 5%, and from 1986 through 1998 - 7%.
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Figure 2. Chile: Pension assets in USD and as a percent of GDP, 1981-2017
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Source: Central Bank of Chile (http://www.bcentral.cl/), http://www.fiapinternacional.org/en/estadisticas/.

Since 2002, in each of the six AFPs, participants can choose between five different funds or
investment portfolios (A, B, C, D, E), which are differentiated mainly by the proportion of their
portfolio invested in equities and fixed income securities (Table 9). The main objective of a multifund structure is to increase the expected value of the contributors’ savings according to their
investment time horizon and risk appetite. It is important to clarify that the pension system does not
allow contributors to invest their own money directly.
Table 9. The percentage equity limits and
minimums applied per fund

For those affiliates not choosing
voluntarily a fund for their savings,
regulation provides a default option
Maximum Limit
Minimum Limit
Multi-funds
Equities
Equities
consistent with the individual’s lifecycle, i.e. the investment allocation
Fund A
80%
40%
becomes more conservative with age
Fund B
60%
25%
with shifts in portfolios smoothed over
Fund C
40%
15%
a 5 year period. Limits are placed on
the extent to which contributors can
Fund D
20%
5%
move from one fund to the other.
Fund E
5%
0%
These principally relate to the age of
the contributor. For instance, it would not make any sense for a 55-year-old APF member to be in
Fund A, if close to retirement. In contrast, it wouldn’t make any investment sense for a 25-year-old
to be in portfolio E. However, there is also an automatic allocation subject to age.
When it was launched, the Chilean accumulation pension system promised a replacement rate of
70%. That promise was tied to a number of conditions, like the frequency of contributions, but what
stuck in people’s minds was the magic ‘70%’ figure. However, according to OECD, the
replacement rate in Chile for an average earner is currently just under 40%. That is not only far
below Chileans’ expectations but also well below the OECD average of just over 60%.
After 25 years, fragmentation, low coverage of the working population (irregularity of contributions
payment) and high costs of administering the accumulation system led to a comprehensive
pension reform-2 to address these problems in 2008. President Michelle Bachelet, in her first term
(2006-2010), appointed an Advisory Pension Commission (so called Marcel Commission), and 90
per cent of that commission's recommendations were incorporated in a new law enacted in 2008.
Thus, Chile similarly pioneered pension privatization “re-reform” in 2008 that achieved substantial
improvements, but still left key shortcomings.31 Chile still experiences inadequate pension
31

Barr Nicholas, Diamond Peter: Reforming Pensions in Chile, Polityka Społeczna, No. 1, 2016, p. 4-9.

34

provision, low coverage, continued high administrative charges, gender inequality, and rising public
hostility to the accumulation pension system.
The individual retirement accounts system pays very small pensions to a large number of Chileans,
mainly due to coverage gaps and irregularity of contributions payment (due to unemployment,
informal employment, etc.). Women’s benefits are generally poor and far lower than men’s life
annuities. This is despite the impressive real investment return the system generated from 1981 to
2016 that amounted to an average of 7.5% per year, while real GDP grew by an average of 4.2%
annually, and a real hourly salary of only 2.2% per year for 35 years. But the AFPs’ high fees have
bitten a huge chunk out of those returns, reducing them to 3-5.4%.
In 2016, the average pension benefit from the accumulation system in Chile was $315, which is
18% less than the minimum wage ($384), and 40% of pension annuities were lower than the
subsistence minimum. A study carried out in 2016 by the Association of Pension Fund
Administrators found that only 25% of those who retired last year had paid into the pension system
for more than 25 years, and that 62 percent of women had contributed to their accounts for less
than 15 years.32 Many Chileans spent time in informal jobs or are unemployed. On average, they
contribute for only 40% of their prime working years.
Table 10. Median replacement rates (RR) for ten last salaries in 2007–2014 and projected for
2025–2035
Total

Men

Women

Self-financed pension (Pillar 2)

34%

48%

24%

Self-financed pension + solidarity supplement (APS)

45%

60%

31%

Self-financed pension (Pillar 2)

15%

24%

8%

Self-financed pension + solidarity supplement (APS)

37%

41%

34%

Actual replacement rate in 2007-2014

Projected replacement rate for 2025-2035

Source: Carmelo Mesa-Lago and Fabio Bertranou, Pension reforms in Chile and social security principles, 1981–2015,
International Social Security Review, Vol. 69, 1/2016, p. 33.

Half of Chilean pensioners receiving benefits from mandatory retirement accounts obtain only
about 34% of their average salary over the past ten years (see Table 10). The replacement rate of
the old-age benefits was significantly different for men and women in 2007-2014: the ‘average
man’ received 48% (60% plus solidarity supplementary pensions) of his earnings for ten preretirement years, while this rate was only 24% for women (31% plus supplementary payment from
the joint-stock system). Projections of private (self-financed) pensions for 2025-2035 are even
more pessimistic.
In 2014, a second Presidential Advisory Commission (so called Bravo Commission) was appointed
by President Michelle Bachelet during her second term (2014-2018) to evaluate reform progress
and address remaining problems in the pension system. President Bachelet said her government
would seek a “national agreement” on pension reform, and had met with lawmakers, party leaders,
business representatives, the pension funds and members of the protest movement, known as
No+A.F.P. But a return to the old solidarity PAYG system seemed to be off the table.
Following months of mass demonstrations in 2016-2017 calling for better pensions and strong
political and fiscal pressure to deal with this issue33, President Bachelet’s administration sent a
32

https://www.nytimes.com/2016/09/11/world/americas/with-pensions-like-this-315-a-month-chileans-wonder-how-theyllever-retire.html.
33 Although controversies about Chile’s pension system are a domestic matter, they have attracted an unusually high
level of international media coverage, including BBC, the Guardian, the Economist, the Financial Times, the Daily Mail,
Reuters, the New York Times, the Los Angeles Times and Bloomberg.
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legislative package to Congress in August 2017 in an attempt to address this important topic during
her last several months in office (until March 10,
2018).
The last major change to the pension system was
made precisely under President Bachelet’s
previous administration (2008). Unlike then, this
new reform does not enjoy broad consensus. Also
in contrast to 2008, the recently proposed
changes will affect some of the foundations of the
funding and management system. The AFPs are
not being eliminated from the model, which has
been criticized by some populist sectors.
Thousands of workers march to protest against the Pension
Fund Administrators (AFP) in Santiago, on July 21, 2016.
(Claudio Medrano, http://radio.uchile.cl)

President-elect Sebastian Piñera (who will
assume the office of President on March 11,
2018) has also presented a formula for improving
pensions that is very different from the current government’s proposal. He calls for increasing the
individual contribution by 3% to 4%, to be paid by the employer. Sebastian Piñera also considers
indexing the retirement age to life expectancy, incorporating more stimulus for delaying retirement,
gradually setting the same retirement age for men and women, and increasing fiscal spending from
the current 0.7% of GDP to more than 1% to improve the Solidarity Pillar, among other measures.
Conclusions
Back in 1981 Chile privatized its pension system, and it continues to attract praise from many
commentators for its design. Although it is financially sustainable in the context of an ageing
population, it still has a long way to go before reaching its objectives. The reform did have a
positive effect on the development of capital markets, however, this should not be the main
purpose of a pension reform, as the major goal of any pension system should be to provide an
adequate income at retirement.
The Chilean fully funded retirement accounts system has not been able to meet this goal since it
tends to reproduce the problems existing in the labor market. The parameters of the system
(contribution rate and statutory retirement ages 65 years for men and 60 years for women) were
not modified throughout its 36 years of existence. As a result, replacement rates are low owing to
low contribution rates and density, reflecting serious un- and under-employment and the informal
sector. Many Chilean workers have called for the nationalization of the system.
The pension reform-2008 was a big step forward, as it transformed the Chilean pension system
partially into a mixed scheme, adding a first solidarity pillar to the accumulation Pillar 2 that already
existed. It also managed to break the concentration trend in the AFPs market, promoting more
competitive and efficient behavior and increased the coverage among self-employed.
The prospects for success for Bachelet’s proposal made at the end of her second term seem slim.
The diverse modifications to the AFP regulations could be more viable from a political perspective,
but they are still far from addressing the real issues that are currently applying pressure to the
pension system. Without a doubt, the most important measure in this package is to increase the
contribution rate, which presently averages 10% in Chile and is very far from the 19.6% in OECD
countries.
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2.
Country Profile (2016)
Population, million
Population growth, annual
GDP, billion (current US$)
GDP per capita (current US$)
GDP growth, annual
Life expectancy at birth,
men
women
Life expectancy at 65,
men
women
Retirement age,
men
women
Fertility rate (birth per woman)
Private pension assets, $million
Private pension assets, % of GDP
Contribution rate to PAYG Pillar 1
Contribution rate to FF Pillar 2

Bulgaria
7.13
-0.7%
$52.4
$7,350
1.6%
71.2
78.2
14.1
17.6
64.0
61.0
1.46
$5,834
11.5%
12.8%
5.0%

The current Bulgarian pension system came into
force with the Mandatory Social Insurance Code
on January 1, 2000 (renamed the Social
Insurance Code [SIC] in 2003). The main
objectives of the reform were to stabilize the
existing public solidarity pension system, and to
allow the Bulgarian population to receive higher
retirement income through a supplementary
mandatory and voluntary individual pension
savings systems.
Thus, the Bulgarian pension system rests on three
pillars:
 Pillar I – Defined benefit, pay-as-you-go
(PAYG) social security system;
 Pillar II – Defined contribution, fully funded
supplementary mandatory individual retirement
savings system;
 Pillar III – Defined contribution, fully funded
supplementary voluntary pension savings.

The mandatory second pillar is based on individual retirement savings accounts managed by
licensed private pension insurance companies (PICs). The second pillar is comprised of two
types of pension funds: Universal Pension Funds and Professional Pension Funds.
Universal pension funds (UPFs) cover employees and the self-employed. Participation is
compulsory for all workers born after December 31, 1959; older workers are excluded from the
system. Universal pension funds are fully-funded, defined contribution schemes with individual
accounts, and participants have a right to choose their provider (a pension fund Administrator).
Professional pension funds (PPFs) are for employees working in hazardous and harmful
environments and are meant to make early retirement possible. They are also fully-funded, defined
contribution schemes with individual accounts. Contributions to occupational pension funds are
made exclusively by employers and depend on the employee's job category. Additional voluntary
contributions are not allowed. Contributions and investment income are exempt from taxes levied
under the Personal Income Tax Act and the Corporate Income Tax Act.
As of the end of 2016, nine PICs were licensed to manage private pension funds. They are subject
to various capital and governance requirements. Each PIC is allowed to manage one single fund of
each type: mandatory universal and professional, voluntary and voluntary professional. As of end
2016, just one company offers all four pension fund types and the remaining eight companies offer
three pension funds each (universal, professional and voluntary).
Contributions to the universal funds are set by law at 5% (2.2% paid by workers and 2.8% paid by
employers) of insurable income (earnings), which in 2016 was capped at BGN 2,600 (€1,329.36)
per month. This ceiling remains in effect in 2017. The self-employed must pay the entire 5%
contribution themselves. Additional voluntary contributions are not permitted.
The contribution to the mandatory private pension schemes is a part of the total social security
contribution (17.8%34) collected by the National Revenue Agency, which transfers the parts of the
contributions to the respective pension funds. Members or employers cannot make contributions
above the legally defined levels.

34

The total social insurance contribution in Bulgaria is 17.8% and split between mandatory Pillar 1 (12.8%) and Pillar 2
(5%). Insured person pays 7.9% and employer pays 9.9% of covered earnings.
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Minimum returns
Pension companies are obliged to manage assets in such a way as to achieve a minimum nominal
return. The minimum nominal return is set quarterly by the regulator, the Financial Supervision
Commission, on the basis of the average return, achieved by all pension companies over a period
of the preceding 24 months. The minimum return is equal to either 60% of the average for all
universal pension funds or 300 bp (basis points) below the average, whichever is smaller.
In case a fund’s actual performance is weaker than the minimum nominal return determined by the
regulator, the pension company is obliged to top up individual pension accounts to the extent of the
shortage. The source for this obligatory top-up is the pension companies’ own reserves, which
should range between 1% and 3% of assets under management.
Another source of funds could be reserves accumulated within the respective pension fund. These
reserves are accumulated when the actual fund’s performance exceeds the average industry
performance for the respective period by either 40% or 300 bp, whichever is larger.
Investment regulations
Bulgaria establishes mandatory investment limits and a minimum return guarantee for pension
funds. The main limits currently in place are as follows:

Up to 20% can be directly invested in equities

A maximum of 15% can be invested in collective investment schemes

No more than 5% can be invested in property or securities issued by a single company
The requirement that at least 50% of fund assets must be invested in securities issued or
guaranteed by the government was lifted in 2006. There is also a limit for international
investments. Pension funds can invest a maximum of 15% of assets abroad.
The relative role of various pension vehicles play in the Bulgarian DC pension pillars is
summarized in the tables 11-13 below (as of end-2016):
Table 11. Number of accounts (participants), end
of 2016
Pillar 2
Mandatory
Funds

Universal pension
funds
Professional pension
funds
Voluntary pension
funds
Total
Grand total

Table 12. Assets under management
(€ million), end of 2016

Pillar 3
Voluntary
Funds

Pillar 2
Mandatory
Funds

Universal pension
funds
Professional pension
funds
Voluntary pension
funds
Total
Grand total

3,576,387
287,888

7,257
601,144

3,864,275
608,401
4,472,676

Source: Pension Savings: The Real Return 2017 Edition,
p. 112.

Pillar 3
Voluntary
Funds

4,550.3
478.3

6.0
465.5

5,028.6
471.5
€5,500.1

Source: Pension Savings: The Real Return 2017
Edition, p. 112.

Table 13. Total pension assets under management in 2006-2016 (Pillars 2 and 3)
Year
In USD million
As a % of GDP

2006
1,025
2.9

2008
1,660
3.2

2010
2,714
5.3

2012
3,848
7.0

2014
5,089
9.8

2015
5,248
10.6

2016
5,834
11.5

Source: Pension Markets in Focus 2017, OECD, October 2017, p. 28-29.

All clients of a single pension fund, be it universal, professional or voluntary, receive the same
portfolio. The asset allocation (Table 14) question has remained at the center of public debate for
the past seven years. The most important issue is that the lack of profiling for different age groups
among the insured is making the investment strategy unsuitable for many participants. The
investment strategies are too conservative for people in the early accumulation phase, while these
strategies could easily translate into “more than necessary” risk for people near retirement.
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Table 14. Assets allocation in Universal Pension Funds, % of total AUM
2008

2010

2012

2014

2016

Cash & Cash Equivalents

27.2%

26.9%

20.5%

12.1%

15.9%

Government Bonds

32.7%

21.6%

35.4%

41.6%

44.8%

Corporate & Municipal Bonds

24.7%

23.4%

23.8%

16.2%

11.2%

Equity & Mutual Funds

11.5%

23.6%

16.2%

26.8%

25.4%

3.9%

4.5%

4.1%

3.3%

2.7%

Real Estate
Total

100.0%

100.0%

100.0%

100.0%

100.0%

Source: Pension Savings: The Real Return 2017 Edition, p. 127.

Charges (operational costs)
Participants in pension funds are subject to fees and charges, defined and capped by law, for
services provided to pension funds. Three types of fees and charges apply (Table 15):
 front load (entry fee) on pension fund contributions;
 annual investment management fees on account balances (or the annual return in the case
of voluntary funds);
 administrative charges.
Table 15. Legal caps to fees and charges in Bulgaria (2016)
Pillar 2 Mandatory
Funds

Pillar 3 Voluntary
Funds

Front load (% of contributions)

4.5%

7%

Management fee (% of AUM)

0.9%

10%

Transfer fee

BGN 10.00

BGN 20.00

Source: Pension Savings: The Real Return 2017 Edition, p. 113.

Pension companies are banned from charging any fees other than the ones listed. The front load
fee applies to each contribution, while the management fee applies to the balance of the account
(or the annual return in the case of voluntary funds). The transfer fee is charged when a participant
desires to transfer his or her account to a different pension management company. Only one
transfer of account is permitted per year.
Table 16. Legal caps on Pillar 2 pension funds’ fees and charges for 2016-2019
2016

2017

2018

2019

Front load (% of contributions)

4.50 %

4.25 %

4.00 %

3.75 %

Management fee

0.90%

0.85%

0.80%

0.75%

Source: Pension Savings: The Real Return 2017 Edition, p. 114.

Pension fund charges on Bulgarian pension funds are limited in number, capped by law and
transparent. They have been too high a hurdle, however, for fund managers across all pension
vehicles to overcome and deliver market-like long-term returns. As of 2016 the law mandates a
reduction in fees and charges for the Pillar 2 pension funds according to the schedule provided in
Table 16.
Taxation
Essentially, Bulgaria runs an EEE system in which contributions to mandatory UPFs (and to
occupational funds), investment income and benefits are exempt from taxes. An annual
contribution to voluntary pension funds of up to 10% of annual taxable income is tax-free, while any
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additional contributions can be made from after-tax income. Investment income accrues tax-free to
individual pension accounts. Pension payments are also free of tax.
Mandatory Pillar 2 pension funds returns
Since July 1 2004, Bulgarian pension funds have calculated the “pension fund share” (also referred
to as a “unit”) price on a daily basis. This data is used to calculate time-weighted returns.
Investment returns are reported net of fees.
Table 17. Money-weighted returns for Universal Pension Funds (UPFs)
Real
Investment
Return, %
-7.3%

2002

Gross
Investment
return (%)
8.6%

Fees and
charges
(%)
10.5%

Net
Investment
Return (%)
-1.9%

2003

6.8%

5.4%

1.5%

2.3%

-0.8%

2004

12.5%

5.2%

7.4%

6.1%

1.2%

2005

7.7%

3.7%

3.9%

6.0%

-2.0%

2006

8.7%

3.3%

5.4%

7.4%

-1.9%

2007

14.5%

3.2%

11.3%

7.6%

3.4%

2008

-21.2%

3.2%

-24.3 %

12.0%

-32.4%

2009

8.8%

2.8%

6.0%

2.5%

3.5%

2010

6.1%

2.4%

3.7%

3.0%

0.6%

2011

0.6%

2.1%

-1.6%

3.4%

-4.8%

2012

8.2%

1.9%

6.3%

2.4%

3.8%

2013

5.7%

1.8%

3.8%

0.4%

3.4%

2014

6.7%

1.7%

5.0%

-1.6%

6.7%

2015

1.9%

1.7%

0.2%

-1.1%

1.3%

2016

3.3%

1.4%

1.9%

-1.3%

3.3%

Year

Average annual

4.9%

3.3 %

1.5%

Inflation
%
5.8%

3.0%

-1.4%

Source: Pension Savings: The Real Return 2017 Edition, p. 118; own calculation of average annual data.

The annual data on returns for Pillar 2 Universal Pension Funds (UPF) is presented in Table 16. It
leads to the following observations:
1. The pension reform in Bulgaria coincided with the beginning of one market cycle in 20012002, experienced the global financial crisis in 2008 and is growing through the new cycle
until 2016, when stock and bond markets are at or near record highs.
2. Overall, for the period (2002 –2016), the funds have largely generated positive gross nominal
returns with the exception of 2008.
3. The funds have been managed conservatively thus barely allowing investment returns to
cover the inflation and operating expense ratios.
4. Both nominal and real pension fund returns started improving in 2012, but it is important to
note that real returns have been helped by deflation rates in 2014 – 2016.
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Conclusions
With the PAYG pension pillar in Bulgaria under financial stress and the universal pension funds
being the default option for employees born after 1959, the Pillar II and Pillar III accumulation
pension systems are growing in importance to secure adequate pensions for future retirees.
However, as the analysis of the real return of pension funds from 2002 to 2016 illustrates, with
mediocre real returns providing Bulgarians with retirement security is proving very difficult.
The asset allocation analysis of pension funds raises doubts as to whether they will have capacity
to secure meaningful supplementary pensions. They are far too conservatively managed from the
point of view of the younger worker. More generally, the fact that each pension company is only
allowed to offer one portfolio to its clients irrespective of their individual time horizon and risk
tolerance, leads to the observation that perhaps a majority of the insured in Bulgaria are
invested in unsuitable portfolios.
Pension funds in practice have been under heavy public pressure since 2008, when they delivered
strongly negative investment results. Even though in theory they have to be managed with a very
long-term horizon, their results are reviewed on a quarterly basis, which in effect drastically
reduces their long-term investment returns. Investment managers are focused on delivering even
the smallest short-term positive nominal returns for fear that even the slightest negative returns
could backfire on them as a whole. The effect of these strategies however has been largely
negative, since returns from 2009 until December 2016 failed to fully recover losses from 2008
despite the surge in global capital markets.
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3.

Estonia

Country Profile (2016)
Population, million

1.32

Population growth, annual

0.1%

GDP, billion (current US$)

$14.85

GDP per capita (current US$)

$11,250

GDP growth, annual

1.6%

Life expectancy at birth,

men

72.7

women

82.0

men

15.5

women

20.7

men

63.0

women

62.7

Life expectancy at 65,
Retirement age,
Fertility rate (birth per woman)

Private pension assets, $million
Private pension assets, % of GDP
Contribution rate (Pillar 2)

Estonia has long been the leading Baltic market in
terms of economic growth and reform and has
benefited most from EU membership. Estonia’s
general government debt-to-GDP ratio is very low
and stands at 9.5% (2016) or €2.2bn in monetary
terms. For comparison, debt-to-GDP ratio in 2016
in Latvia was 40.1%, in Lithuania - 40.2%, in
Poland – 54.4% and in Hungary – 74.1%. In
Ukraine it was 81.2% of GDP in 2016.
The Estonian pension system comprises three
pillars:
 Mandatory pay-as-you-go (PAYG) solidarity
Pillar 1 system
 Mandatory funded DC Pillar 2 pension system
 Supplementary funded DC Pillar 3 pensions

1.62
$3,656
16.4%
6%
(2%+4%)

Pillar 2 individual retirement savings accounts with
worker contributions and government (using
employer contribution) matching contributions,
was legislated in 2001 and became operational on
1 July 2002.

The second pillar is mandatory for all persons born in 1983 and later. If such persons have not
chosen a pension fund by 1 January of the year following the year they turn 18 or before starting
work or an internship, the Estonian Central Register of Securities will form a fund for them out of
conservative funds. The Pillar 2 pension system was voluntary for those born between the years
1942 and 1983. Once the decision to join was made, it was irreversible. Workers older than 60
could not join the system. As of November 1, 2017, the number of subscribers of Pillar 2 funds was
704,855 (72% of adult population aged 15-74), of which 660,858 were active investors.
Individual accounts are managed by specialized pension fund managing companies. These
companies are private institutions with the exclusive aim of administering their members’ accounts,
managing pension funds as well as granting and administering benefits. The pension funds
themselves have no legal personality; their assets must be held independently from the resources
of the managing company.
Figure 3. Financing of pension schemes in Estonia

When Estonia implemented its second
pillar mandatory accumulation pension
system in 2002, it took a different
approach than other CEE countries. Most
other CEE countries used a carve-out
method through which existing
mandatory insurance contributions were
split between the first and second pillars.
Estonia introduced additional employee
contributions to the mandatory
accumulation system, making it the only
country with higher contribution rates
after pension reform. A contribution to the
funded pension system consists of two

components (Figure 3):
1) The withholding from salary, which constitutes 2% of the employee’s monthly gross salary.
2) The payment made by the state out of the total 33% social tax paid by the employer; the Pillar
2 contribution made by the employer is 4% of the employee’s monthly gross salary.
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Investment regulations
Pension fund management companies can offer more than one fund, provided that investment
policies differ significantly and that one of these funds is invested in fixed-income products only.
Four types of funds with different risk/return characteristics are offered:
 Conservative funds that invest only into government and corporate bonds.
 Balanced funds that invest 25% of the assets into stocks or equity funds, the rest is invested
into bonds and bond funds.
 Progressive funds that invest up to 50% of the assets into stocks or equity funds and 50%
into bonds and bond funds.
 Aggressive funds (introduced in 2010) that invest up to 75% of the assets into stocks and
equity funds and only 25% into bonds and bond funds.
Members are free to choose the pension fund that best suits them regardless of their age, but can
only be members of one fund at a time. Regulations concerning international investments are
distinctly liberal. There are no limits on investments in the European Economic Area (EEA), OECD
countries and certain other countries. Besides investment regulations for the respective funds,
there are investment limits on certain instruments. The main maximum investment limits are as
follows:
 75% in equity (changed from 50% in 2009), of which only 50% may be directly in shares (up to
75% in the case of equity funds);
 40% in real estate or real estate funds (changed from 10% in 2007);
 35% for securities issued and guaranteed by the Estonian government, a European Union
member country or states with a similar risk profile;
 30% outside the EEA or OECD area;
 30% for investment funds of companies belonging to the same group as the pension
management company;
 50% venture capital funds (changed from 30% in 2007);
 10% for investments in fixed assets;
 5% for securities issued by the same group; for securities issued by a single investment fund.
As of November 2017, more than 80% of Pillar 2 participants have opted for pension funds with an
active investment strategy (Table 18) pursuing more aggressive investment strategies tied with the
significantly higher portion of equities in a portfolio. Wealthier and higher earnings individuals prefer
conservative funds with less equity exposure. Lower income groups on the other hand tend to prefer
riskier pension funds with more equity exposure and more market risk. Comparing the Pillar 2 funds
market share development in 2016-2017, more contribution in-flows could be seen in aggressive
funds and less into conservative and balanced funds. As of November 2017, 81.2% of assets under
management (AUM) were allocated in pension funds with an active investment strategy.
Table 18. Mandatory pension funds market share in Estonia (as of November 1, 2017)
Type of mandatory funds
Conservative
Balanced
Progressive
Aggressive
Total

Active investors
persons
%
44,446
6.7%
68,365
10.4%
381,186
57.7%
166,861
25.2%
660,858
100.0%

Net AUM35
€ million
%
224.157
6.3%
447.282
12.5%
2,376.208
66.5%
526.590
14.7%
3,574.237
100.0%

Source: http://www.pensionikeskus.ee/en/statistics/ii-pillar/funded-pension-daily-statistics/.

Table 19 shows the growth of the total value of Pillar 2 pension assets in 2006-2016:

Swedbank Pension Funds K1, K2, K3, K4 and k90-99 AUM amount to 41.8% (€1,494.1 million) of the market, and AS
SEB Varahaldus – 19.2% (€687.6 million).
35
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Table 19. Estonia: Private pensions assets in 2006-2016 (Pillar 2 and 3 Systems)
Year
In USD million
As a % of GDP

2006
831
4.7

2008
1,282
5.6

2010
1,772
9.0

2012
2,326
9.8

2014
3,087
12.9

2015
3,226
14.6

2016
3,656
16.4

Source: Pension Markets in Focus 2017, OECD, October 2017, p. 28-29.

Pension fund management fees Pension funds in Estonia are offered by asset management
companies, which are managed under the Investment Funds Act and as such, the funds are
considered a typical UCITS (Undertakings for Collective Investment in Transferable Securities)
funds with special regulation via the Funded Pension Act.
Fees and charges typical for UCITS funds are applied to the pension funds with some legislative
restrictions. According to Investment Funds Act, the following charges can be applied to the
expense of a mandatory pension fund:
 Administration and pension asset management fee (see Table 20)
 exit fee (unit redemption fee)
 transactions costs
Table 20. Estonia Pillar 2 pension funds fees comparison
Management fee36
0.75%

Conservative Funds
Luminor C Pension Fund
Pension Fund LHV S

0.798%

Pension Fund LHV XS

0.62802%

SEB Conservative Pension Fund

0.49%

Swedbank Pension Fund K1 (Conservative Strategy)

0.29%

Tuleva World Bonds Pension Fund

0.34%

Balanced Funds
Luminor B Pension Fund

1.37%

Pension Fund LHV M

1.064%

SEB Optimal Pension Fund

1.0115%

Swedbank Pension Fund K2 (Balanced Strategy)

0.87%

Progressive Funds
Luminor A Pension Fund

1.47%

Pension Fund LHV L

1.33%

SEB Progressive Pension Fund

1.1671%

Swedbank Pension Fund K3 (Growth Strategy)

0.92%

Aggressive Funds
Luminor A Pluss Pension Fund

1.56%

Pension Fund LHV Index

0.39%

Pension Fund LHV XL

1.33%

SEB Energetic Pension Fund

1.3227%

SEB Energetic Pension Fund Index

0.29%

Swedbank Pension Fund K4 (Equity Strategy)

0.92%

Swedbank Pension Fund K90-99 (Life-cycle Strategy)

0.49%

Tuleva World Stocks Pension Fund

0.34%

Source: http://www.pensionikeskus.ee/en/ii-pillar/funds/fund-fees-comparison/

36

The management fee is deducted from the market value of the assets of the fund daily and the net asset value of a unit or
the value of the investment made by the owner of the unit into the pension fund is decreased by it.
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The rate of the accumulation pension accounts management fee and the procedure for its
calculation are established in the terms and conditions of each pension fund and is expressed as a
percentage of the market value of the assets of the fund. In order to limit the overall charges
applied to pension funds, there has been a 3% cap on charges introduced on most of the funds.
More volatile (aggressive) funds have a higher cap on management fees (up to 5% p.a.).
There are five Pillar 2 private asset managers in Estonia. Scandinavian banks are playing leading
roles not only in Estonia, but generally in all Baltic States. The two leaders (Swedbank and SEB)
absorb more than 60% of the market, with exceptionally strong positions in Estonia. These five
asset managers offer 22 pension funds in Estonia (see Table 20 above), of which two new types of
funds emerged in 2016-2017: passively managed index funds with exceptionally low fees and
one target date fund offering passive life cycle strategy (Swedbank Pension Fund K90-99).
Table 21. Real returns of mandatory
pension funds in Estonia
Year
2002
2003
2004
2005
2006
2007
2008
2009
2010
2011
2012
2013
2014
2015
2016

Real return after
charges and inflation, %
-2.34%
6.54%
7.05%
9.31%
2.95%
-0.48%
-34.06%
12.25%
6.64%
-9.51%
5.44%
0.02%
4.57%
2.39%
2.58%
0.36%

Real returns of mandatory pension funds in Estonia
weighted by AUM are presented in a summary Table
21.
The performance of Pillar 2 pension funds is closely
tied to the structure of the portfolio and the level of
active asset management. Active asset management
should be able to lower the overall volatility of the
returns while maintaining at least the same level of
return as for a passive asset management approach.
Conclusions
Estonia provides an example of Pillar 2 pension
system with centralized (public) contributions
collection and decentralized, private retirement
accounts administration (record-keeping) and
investment management that allows participants to
choose from a wide variety of investment strategies.

Pillar 2 participants are free to choose the pension
fund that best suits them regardless of their age, but
can only be members of one fund at a time. More
Average annual
than 80% of Pillar 2 participants have opted for
Source: Pension Savings: The Real Return 2017
Edition, p. 196.
pension funds with an active investment strategy
pursuing more aggressive investment strategies tied with the significantly higher portion of equities
in portfolio. Wealthier and higher earnings individuals prefer conservative funds with less equity
exposure. Lower income groups on the other hand tend to prefer riskier pension funds with more
equity exposure and more market risk. This can be explained by the fact that the solidarity Pillar 1
system provides a larger than Pillar 2 system share of retirement income. Therefore, significant
part of the participants in the accumulation system is not afraid of risky investments in order to
receive higher private pensions.
Lower transparency in the administration and investment management fee history contrasts with
the high transparency of performance disclosed on a daily basis. Performance volatility of most
pension vehicles is relatively high, but Estonian pension savers tend to accept higher risk when it
concerns their savings.
Accumulation pension fund managers are steadily replacing direct investments into bonds and
equities with the structured financial products (index funds). Thus the question of potential future
returns when using financial intermediaries should be raised. Most of the pension funds can be
seen as passively managed, which raises the question of high pension fund management fees.
New trend arising in 2016 is the introduction of low-cost index pension funds, which could bring
higher value to the savers due to lower fees compared to the peers.
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4.

Kazakhstan

Country Profile (2016)
Population, million

17.80

Population growth, annual

1.4%

GDP, billion (current US$)

$133.66

GDP per capita (current US$)

$7,508

GDP growth, annual
Life expectancy at birth,

1.0%
men

As a result of pension reform, Kazakhstan enacted
a mandatory accumulation pension law in June
1997 and implemented it in 1998. In introducing
mandatory individual retirement accounts system, it
pursued a greater degree of reform than any other
post-communist country. Chile was the only other
country in the world to pursue pension privatization
as extensively as in Kazakhstan.

67.5

For the working-age population, the reform
transformed the pension system from a pay-asLife expectancy at 65,
men
11.9
you-go (PAYG) defined-benefit scheme, to one
women
15.8
based on fully funded, defined contribution
principles. Accrued entitlements to old pensions
Retirement age,
men
63.0
were maintained so that upon reaching retirement
women
58.0
age, workers would receive pensions for service
Fertility rate (birth per woman)
2.25
prior to January 1, 1998 from the old PAYG
Private pension assets, $billion
$19.24
system and benefits for service, and after that
date from their individual retirement savings
Private pension assets, % of GDP
15.1%
accounts. The new system covered all workers of
Contribution rate (Pillar 2)
10%
all ages reflecting political will for radical
Average monthly pension
$124
transformation of the pension system, along the
lines implemented in Chile. Unlike Chile, however, Kazakhstan did not replace previous PAYG
entitlements through issuance of “recognition bonds” or similar instruments.
women

76.9

The 10% contributions of workers’ official wages are payments into Pillar 2 retirement savings
accounts in Kazakhstan. They are paid by employers and are either deducted from employee
wages or made at the expense of the employer, depending on the contracts. Since 2014, there is
an additional 5% of employers contribution for people working in hazardous workplaces.
On January 23, 2013, President Nursultan Nazarbayev announced that Kazakhstan would reverse
the 1998 reform and that the country’s 10 private pension funds would be merged into a single
accumulation pension fund and some of the assets deployed in the national economy via bank
lending to industry and businesses. The consolidation of the private pension funds into the UAPF
was aimed at addressing the issues of appropriate real investment returns and adequacy of
pension benefits that the decentralized private pension funds failed to achieve during their initial 15
years.
The Unified Accumulation Pension Fund (UAPF) was established on August 22, 2013 on the
basis of the State Accumulation Pension Fund (SAPF). The asset manager of the UAPF is, by
statute, the National Bank of Kazakhstan (NBK).
The existing non-state pension funds were given three options: (1) convert to investment
management companies and bid to provide pension asset management services for the UAPF;
(2) focus entirely on the voluntary pension fund system, unaffected by the president’s proposal; or
(3) sell off their securities and go into voluntary liquidation. Irrespective of the funds’ choice, the
Pillar 2 members’ individual pension accounts and relevant data were transferred to the UAPF.
The transfer of assets into the UAPF was carried out using the valuation used separately by each
private pension fund at market value at the date of the consolidation. The asset classification for
purpose of accounting was also transferred unchanged into the UAPF, and the unit value of the
members of any given pension fund was preserved. The transition measures included a prohibition
on life-time pension (annuities) pay-outs and transfers among pension funds.
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Key parameters of the funded pension system in existence since 1998 have been preserved in
Pillar 2 centralization reform-2013:
 The government guarantees the preservation of contributions in real terms (i.e. nominal
return is guaranteed at the inflation level, which is equivalent to a real return of 0%).
 The duty of the UAPF to maintain individual records of pension accumulations and payments;
 The separation of accounting and financial reporting for pension assets and UAPF own assets.
The process of consolidating the pension system into the UAPF created large operational risk. To
receive the assets and accordingly the liabilities of each private pension fund, the UAPF has
created a new IT system. The transfer team for each pension fund addressed the issues of IT
compatibility. A great amount of records was on paper and distributed over several subsidiaries of
the larger pension funds.
According to IMF Financial System Stability Assessment on the Republic of Kazakhstan (August
2014)37, the reform can have several positive immediate effects but it will also add significant risk.
The cost savings created by synergy, higher negotiation power for the investments, better control of
the payment of the contribution by the employers are among the main benefits under the
consolidated system. On the other hand, the checks and controls of the UAPF will become of
paramount importance in maintaining the investment policy free from undue interference. The
crowding out of private investors would require special attention. Finally, the lack of competition and
an appropriate investment strategy could generate subpar performance.
On August 4, 2015, the President of Kazakhstan signed into law a new pension reform as part of a
long-term initiative to modernize the pension system under social security and ensure adequate
income for retirees. The new law creates a second old-age pension theoretically based on the
notional defined contributions (NDC) accounts beginning in 2018, quasi-funded by employer
contributions. The law also modified the basic pension benefit by linking amounts payable to the
minimum wage and years of social security coverage. The retirement age for women will be
increased incrementally from 58 in 2017 to 63 years in 2028 (the retirement age increase will start in
2018 by six months each year during next 10 years).
The number of Pillar 2 and Pillar 3 individual accounts (participants) in Kazakhstan presented in
Figure 4 (as of 01.11.2017), and Table 22 below shows the dynamics of accumulated private
pension capital in the Pillar 2 system.
Figure 4. Participants in mandatory and voluntary pension systems in Kazakhstan

Source: UAPF (https://www.enpf.kz/en/o-fonde/tekushie-pokazateli.php)

37

https://www.imf.org/external/pubs/ft/scr/2014/cr14258.pdf
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Table 22. Kazakhstan: Pillar 2 system private pension assets in 2006-2016
Year
In USD million
As a % of GDP
Official exchange
rate (KZT/USD)

2006

2008

2010

2012

2014

2015

2016

7,163

11,717

15,325

21,348

24,623

25,987

19,115

9.0

8.8

11.7

10.3

11.4

14.1

15.1

126.1

120.3

147.4

149.1

179.2

221.7

342.2

Source: National Bank of Kazakhstan (http://www.nationalbank.kz), World Bank data
(https://data.worldbank.org/country/kazakhstan), International Federation of Pension Fund Administrators
(FIAP) https://www.fiapinternacional.org/en/estadisticas/, own calculation.

In accordance with the Law on pensions, the UAPF is authorized to receive a commission to cover
its operating expenses not exceeding 7.5% per annum of net investment income on Pillar 2
pension assets and 0.025% per month (or 0.3% average annual) of total pension assets under
UAPF management. According to UAPF audit conducted by Deloitte, LLP, in 2016 the UAPF
accrued commission expenses of 0.0225% per month (0.27% per annum). The calculation is
performed on a monthly basis and for the calculation UAPF uses the value of AUM before accrual
of investment income from pension assets in accordance with the valuation rules.
Hidden or implicit transition costs related to the consolidation of the pension system in 2013-2014
will emerge in the coming years:
 To facilitate the consolidation of assets into the UAPF, the investment instruments of the
pension funds have, since February 2013, been restricted to highly liquid, low-risk financial
instruments, including Republic of Kazakhstan government securities, refined gold, the
financial instruments of Republic of Kazakhstan national companies and second-tier banks,
and bonds issued by international financial organizations (Table 23). This transitional measure
has increased the reinvestment risk of the pension assets and provided for an extremely low
annual return (Table 24).
 The operational risk was high since transferring individual accounts with their full historic
transactions from different IT systems into a newly developed IT system of the UAPF was not
a trivial exercise.
 Valuation of assets during the consolidation using the different accounting interpretation
applied by the different pension funds could have resulted in a reduction of the individual
accounts’ value and an additional liability for the UAPF.
Table 23. Investment portfolio of assets under UAPF management (% of total assets)
Financial instruments

01.10.2017

01.01.2017

01.01.2012

01.01.2010

RK government securities

43.3

43.5

50.5

45.0

Corporate bonds: RK issuers

28.9

36.3

20.5

25.5

foreign issuers

0.9

2.5

4.4

6.3

RK issuers

2.3

1.9

5.4

8.5

foreign issuers

0.3

0.3

0.7

2.1

1.5

1.3

2.3

2.0

Foreign governments securities (bonds)
Deposits with tier two commercial banks and
foreign banks
Cash and other assets

11.0

5.5

2.1

1.4

10.7

6.0

10.4

7.9

1.1

2.7

3.7

1.3

Total

100.0%

Shares:

International financial organizations bonds

100.0%

Source: National Bank of Kazakhstan (http://www.nationalbank.kz).
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100.0%

100.0%

Table 24. Real investment return (RIR) of Pillar 2 system and real wage growth (RWG)
2000-2016

2016

2015

2014

2013

2012

2011

2010

2009

RIR

-0.32%

-0.55%

2.05%

-1.09%

-2.43%

-2.00%

-4.81%

-3.41%

5.75%

RWG

+6.64%

-1.1%

-2.3%

3.9%

1.9%

7.0%

7.1%

7.6%

3.2%

2008

2007

2006

2005

2004

2003

2002

2001

2000

-10.34%

-9.33%

5.48%

0.73%

-3.21%

-2.30%

7.69%

8.10%

6.64%

-1.0%

16.1%

10.3%

11.7%

14.6%

7.0%

10.9%

11.1%

7.1%

RIR
RWG

Source: Kazakhstan Statistics Committee (http://www.stat.gov.kz/); International Federation of Pension
Fund Administrators (FIAP) (http://www.fiapinternacional.org/en/estadisticas/).

As shown in Table 24, Pillar 2 pension capital returns since 2000 have averaged below inflation,
making the government guarantee of a minimum return at the investment level a significant budget
expense. However, as an asset manager the UAPF has not performed well too. The case of an
investment of $250 million in the International Bank of Azerbaijan (IBA), the largest Azerbaijani
bank, 76.7 percent-owned by the Ministry of Finance has become a cautionary parable for the
ENPF’s poor management in early 2017. In February 2017, the IMF Staff Concluding Statement
recommended that the pension fund (UAPF) “should not place deposits in weak banks and should
keep its focus on ensuring strong and sound investment returns, rather than supporting monetary
or fiscal policy initiatives.” 38
The most important problem to be tackled is the prevalent low, even negative, net real return on
pension savings, which have significantly underperformed real wage dynamic with a few
exceptions.
The central weakness of the Pillar 2 pension system resulting from poor investment returns
remains unsolved, with the investment policy still to be significantly improved. The past
inappropriate prudential regulation governing directly or indirectly the investments of the pension
funds in government bonds having real negative returns has been removed and the asset
management fees have been cut in half. However, there is no indication on how to derive an
investment strategy resulting in long-term investments with appropriated yields. The investment
policy for the UAPF should allow for the appropriate investment instruments, sensible risk appetite,
duration matching of the liabilities and a clearly stated objective to maximize returns for the
retirement income of the members.
Conclusions
The analysis of the performance of Pillar 2 accumulation pension system of Kazakhstan from 2000
to 2016 illustrates that with negative real returns the task of providing Kazakh retirees with old age
security is unachievable. The most dramatic outcome, however, would have been a rapid longterm decline in the wage replacement rates of women.
In 2005, the World Bank39 projected low replacement rates from the fully funded Pillar 2 system:
only 15% for women by 2043 and 28% for men by 2059 showing the degree of labor market
outcomes disparity for men and women, in contrast to the better outcomes that would potentially
be observed for the PAYG system.
Thus, increasing the returns on the mandatory accumulated pension assets remains a critical
issue. The asset allocation analysis of UAPF raises doubts as to whether Pillar 2 will secure
meaningful supplementary pensions. The funds are managed conservatively by the UAPF in
general, and especially from the point of view of the younger worker.

38

https://www.imf.org/en/News/Articles/2017/02/08/mcs02082017-Kazakhstan-Staff-Concluding-Statement-of-the-2017Article-IV-Mission.
39 The New Pensions in Kazakhstan: Challenges in Making the Transition, Richard P. Hinz, Asta Zviniene, and AnnaMarie Vilamovska, September 2005.
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5.

Romania

Country Profile (2016)
Population, million

19.71

Population growth, annual

-0.6%

GDP, billion (current US$)

$186.7

GDP per capita (current US$)

$9,474

GDP growth, annual

4.8%

Life expectancy at birth,

men

71.4

women

78.8

men

14.5

women

18.0

men

65.0

women

60.7

Life expectancy at 65,
Retirement age,
Fertility rate (birth per woman)

1.51

Private pension assets, $million

7,666

Private pension assets, % of GDP

4.3%

Contribution rate (Pillar 2)



Romanian Pillar 2 at a Glance
 Romania’s Pillar 2 funds are achieving
healthy, steady returns.
 The Romanian government has cut the
contribution rate to the mandatory Pillar 2 pension
system from 2018, from 5.1% of gross wages to
3.75% – the first cut since the system’s inception
in 2008.
 Investment rules have been relaxed further,
with more scope for exchange-traded funds
(ETFs) and sovereign bonds.
 Statutory contributions have been raised but
are still behind target.
 Withdrawal from the system is only allowed
through retirement.

3.75%

Romanian old-age pension system consists of
three main pillars:
 Pillar I – State pension organized as a
mandatory PAYG scheme;
 Pillar II – Mandatory-funded DC based

pension system (decentralized system)
Pillar III – Supplementary pension organized as a voluntary DC pension scheme.

Romanian Pillar 2 pension system was put into place in 2008 (collecting the first contributions) and
became mandatory for all employees aged under 35 and was voluntary (optional) for employees
aged 35 to 45 at the time of implementation. It is a fully funded scheme, based on personal
accounts and on the defined contribution philosophy with minimum return guarantees. Participant
will receive at retirement at least the sum of contributions, less fees (operating expenses).
Each fund has to comply, during the accumulation phase, with a minimum return mechanism that
is set quarterly by national regulation and based on average market performance of all funds. Pillar
2 represents decentralized privately-managed mandatory pensions.
Participation is mandatory for all individuals (employees as well as self-employed) paying social
security contributions. Contributions to Pillar 2 are a part of the social insurance contributions of
insured person under the public pension system, and are redirected, in a centralized manner, via
CNPAS to personal pension accounts managed by private pension providers.
Participants contribute during their active working life and get a pension when reaching the
retirement age of 65 for men and 63 for women. The contribution level is fixed with no possibility to
contribute less or more based on individual preferences. The starting level of pension contribution
was at 2% of the participant’s total gross salary that increased by 0.5% a year, to reach 5.1% in
2017 (instead of 6%, as planned).
Funds are invested by a pension fund administrator, according to specific legislative requirements.
Participants can choose only one pension fund.
Mandatory pension funds are managed by administrators – Pension Management Companies
(PMCs). Each PMC can manage only one mandatory pension fund. Mandatory pension funds
operations are similar to the investment funds. PMC must obtain several licenses from Romania’s
pension market regulatory and supervisory body.
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Pillars 2 and 3 assets under management in $USD and as a percentage of GDP are presented in a
table below:
Table 25. Romania: Private pensions assets in 2006-2016 (Pillar 2 and 3 Systems)
Year

2008

2010

2012

2014

2015

2016

In USD million

$330

$1,455

$3,051

$5,471

$6,254

$7,866

As a % of GDP

0.2

0.9

1.7

3.0

3.6

4.3

Source: Pension Markets in Focus 2017, OECD, October 2017, p. 28-29.

Control, regulation, supervision and information about private pensions is carried out by the
Financial Supervisory Authority (ASF), an independent administrative authority and legal entity
under the control of the Romanian Parliament.
Withdrawal from the system is only allowed at the standard retirement age of participants in the
private pension system.
At the introduction of Pillar 2 in 2008, the total number of authorized administrators (funds) was 18.
Consolidation started as early as 2009 and 2010. By the end of 2016, there were only seven
administrators offering seven pension funds. The two biggest mandatory pension funds (AZT and
NN196) have 57.56% (according to number of participants) or 58.37% (according to AUM) of the
market.
Each PMC is authorized and supervised by the ASF. One of the most important conditions
imposed on a PMC is to attract at least 50,000 participants. ASF withdraws the fund's
authorization if the number of participants drops below 50,000 for a quarter.
Mandatory pension funds’ investment strategy is very strictly regulated. The law imposes
percentage limits for different asset classes. Mandatory pension funds can invest:
Assets classes

Investment limits

Monetary market instruments

20%

State bonds of Romania, the EU or European Economic Area (EEA)
Bonds and other transferable securities issued by the local public
administrations in Romania, the EU or EEA, traded on a regulated
market in Romania, EU or EEA
Securities traded on a regulated market in Romania, the EU or EEA
Bonds issued by third-party states, traded on a regulated market in
Romania, the EU or EEA
Bonds and other transferable securities issued by the local public
administration in third-party states, traded on a regulated market in
Romania or EEA
Bonds issued by the World Bank, the European Bank for Reconstruction
and Development and the European Investment Bank, traded on a
regulated market in Romania, the EU or EEA
Bonds issued by Non-governmental Foreign Bodies, traded on a
regulated market in Romania, the EU or EEA
Undertakings for Collective Investment in Transferable Securities –
UCITS, including ETF in Romania, the EU or EEA

70%
30%
50%
15%
10%

15%
5%
5%

There are no explicit restrictions regarding investments made abroad. Pension funds can have one
of three possible risk profiles, which are calculated on a daily basis according to a formula
established by ASF norms:
 low risk (risk level up to and including 10%),
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medium risk (risk level between 10%, exclusively, and 25%, inclusively),
high risk (risk level between 25%, exclusively, and 50%, inclusively)

Mandatory pension funds can invest all their assets abroad. The value of assets placed in all Pillar
2 financial instruments increased at the end of December 2016, as compared to December of 2015,
with an increase in total assets of 27.54%. The structure of investment portfolio remained almost
unchanged with the exception of an increased share of bank deposits (from 4.70% to 7.17%) and a
slight reduction in the share of government securities (from 65.86% to 64.64%). The allocation of Pillar
2 pension capital in 2015 and 2016 is presented in the table below:
Table 26. Investment portfolio of Pillar 2 pension funds as of December 2016 and 2015
Financial instruments

12.2016

Romanian government securities

12.2015

64.64%

65.86%

Corporate bonds

3.34

3.75

Municipal bonds

1.21

1.48

Foreign private bonds

1.14

1.04

18.73

19.20

UCITS (OPCVM in Romanian)

3.73

3.88

Bank deposits

7.17

4.70

Cash and other assets

0.04

0.09

Equity

Total

100.0%

100.0%

Source: Autoritatea de Supraveghere Financiară (The Financial Supervisory Authority)

Overall, the real returns of pension funds in Pillar 2 are positive and well above the inflation as
shown in the table 27 below (5.32% in 2008-2016):
Table 27. Pillar 2 real return after operating expenses and inflation and before taxes
2008

2009

-1.50%

11.97%

2010

2011

8.94%

-2.58%

2012

2013

7.15%

8.28%

2014
7.52%

2015
4.09%

2016
4.86%

Average annualized in 2008-2016 - 5.32%
Source: Pension Savings: The Real Return 2017 Edition, p. 366.

The major reason for Pillar 2 high real returns was high yields on Romanian Government bonds
(e.g. historical high at 12.1% in November 2008 for 10-year bonds) because of the low rating
(Moody's: Baa3, S&P and Fitch: BBB-) and high level of risk of those bonds.
Conclusions
In Romania, mandatory (as well as voluntary) pension funds’ investment strategy is strictly
regulated. The law imposes percentage restrictions for different asset classes. It must be noted
that investment rules in mandatory and voluntary system are very similar. This fact logically causes
implications on portfolio structure, thus also on performance of mandatory and voluntary pension
funds in Romania. Currently about 70% of all investments in Pillars 2 and 3 are various bond
investments (mostly, Romanian Government bonds with a low credit rating and only a small portion
of money market instruments) and only about 19% is invested in equity.
Most of Romanian Pillar 2 pension market (58%) is consolidated in the two biggest mandatory
pension funds (PMCs) - NN196 that have 36.6% of AUM and 32.3% of market participants, and
AZT Vitorul TAU that have 21.8% of AUM and 25.2% of participants.
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A recent Romanian government decision to cut the contribution rate40 to the mandatory secondpillar pension system in 2018 from 5.1% to 3.75% of gross wages will affect the long-term viability of
the private pension system. This is the first cut since the system’s inception in 2008. The
government has justified the cut by stating that, as a result of a 2018 increase in public sector gross
wages of around 20%, contributions to the pension funds will remain unchanged in real terms.
The wage rises came from a package of amendments to the fiscal code pushed through by
emergency decree. Most controversially, these included shifting the bulk of social security
contributions from employer to employee. Currently the 39.25% contribution is split equally
between the two; in future employers will pay 2.25% and employees 35%. While the government
assumes that the lower rate paid by employers will enable them to compensate their employees
with higher wages, recent trade union protests suggested that not everyone was convinced.
At the end of 2017, the Romanian Pension Funds Association (APAPR) stated on its website that,
the above contribution rate reduction would shrink second-pillar pensions payouts for future
beneficiaries by at least 20%, while lowering capital-market financing possibilities for Romanian
businesses.

40

CEE roundup: Romania slashes second-pillar contributions. https://www.ipe.com/countries/cee/cee-roundup-romaniaslashes-second-pillar-contributions/10021719.article.
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6.

Sweden

Country Profile (2016)
Population, million

9.903

Population growth, annual

0.83%

GDP, billion (current US$)

$511.0

GDP per capita (current US$)

$51,600

GDP growth, annual
Life expectancy at birth,

1.3%
men

80.7

women

84.0

According to 2017 Melbourne Mercer Global
Pension Index (MMGPI), Sweden has the 6th best
pension system in the world (the overall index
valued at 72.0), with “a sound structure, with
many good features, but has some areas for
improvement that differentiates it from an A-grade
system.”41 The Swedish pension system is a
combination of mandatory and voluntary
components and divided into three pillars:

The reformed Swedish pension system was
created as the product of political consensus,
women
21.5
with most legislation enacted between 1994 and
1998 (Figure 6). The political parties more closely
Retirement age,
men
65.0
aligned with the labor movement perceived the
women
65.0
income-based Notional Defined Contribution
Fertility rate (birth per woman)
1.93
(NDC) system as being more favorable to bluePrivate pension assets, $billion
collar workers, who contribute at a steady rate all
$389.3
(total)
their life. It was felt that the existing pension
Private pension assets, % of GDP
76.2%
system, which determined a pension based on the
Contribution rate (Pillar 1 DC PPM
latest working years, favored better-paid white2.5%
system)
collar workers. The parties with a liberal economic
ideology also agreed to NDC because this would provide each person with a pension based on
contributions and would allow the fiscal space for funded pensions. Every aspect of the system
was the result of consensus and compromise between the two major political parties.
Life expectancy at 65,

men

18.9

Figure 5. The Swedish retirement income system

Source: Swedish Pensions Agency (Pensionsmyndigheten - https://www.pensionsmyndigheten.se/)

41

https://www.mercer.com.au/content/dam/mercer/attachments/asia-pacific/australia/mmgpi-2017/au-2017-mmgpireport.pdf?utm_medium=referral&utm_source=web&utm_campaign=mmgpi.
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Figure 6. Long pension reform political process in Sweden

Source: Swedish Pensions Agency (Pensionsmyndigheten - https://www.pensionsmyndigheten.se/)

The new system was proclaimed by its designers to be financially sustainable indefinitely, despite
a rapidly aging population. Several components of the new system, including a large NDC tier with
an automatic balancing mechanism, a defined contribution premium pension tier with centralized
administration of accounts and a state-sponsored default fund (AP7), and collective
investment funds for managing surpluses in the NDC tier, were considered highly innovative at that
time.
Table 28. Sweden: Private pensions assets in 2006-2016
Year
In USD billion
As a % of GDP

2006

2008

2010

2012

2014

2015

2016

$234.2

$236.8

$280.0

$377.4

$383.7

$374.2

$389.3

51.9

54.6

53.4

66.6

75.4

75.5

76.2

Source: Pension Markets in Focus 2017, OECD, October 2017, p. 28-29.

Most elements of the new Swedish pension system have now been in place for more than 20
years, and it has been viewed as an important model for pension reform in other countries. Overall,
the lessons from Sweden are as much about politics as about technical issues of design and
economic consequence: many of the problematic features of the Swedish system reflect political
compromises and constraints when the system was being set up, and efforts to address those
features are also constrained by the need to maintain a broad multi-party consensus on pension
reform to avoid stalemate or social policy bidding wars that could undermine the objectives of the
reform. Similar constraints are likely to be encountered in other countries, so Sweden’s
experiences in implementing and adjusting its reform are likely to be as useful to other countries as
its policy design features.
Sweden’s experience suggests that a pension reform can be sustained in a supportive political
environment, but it has not been immune to electoral pressures to prevent visible cuts in pension
benefits (due to automatic financial stabilizing mechanism). Design of Sweden’s individual account
PPM tier has major successes in significantly lowering administrative costs and in providing
information about future retirement income, but efforts to increase active engagement in selecting
retirement savings portfolios have faltered. Sweden has modified its new pension system in
several ways over the past decade to address perceived problems and political concerns, and
debates are now arising on a “Pension Reform 2.0” package of more comprehensive changes.
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In 2016, the average pension in Sweden was 1,834 EUR (17,867 SEK) per month before taxes in
2016 whereof 1,264 EUR (12,312 SEK or 69%) came from the national pension, including PPM,
EUR 440 (4,288 SEK or 24%) from occupational pensions and 130 EUR (1,266 SEK or 7%)
received from voluntary individual private pension savings and other sources.
Structure and Functioning of the Premium Pension System (PPM)
PPM - A special agency, the Premium Pension Authority, or Premiepensionsmyndigheten (PPM),
is responsible for centralized administration of the PPM system and acts as a financial clearing
house. The PPM makes all transactions on behalf of participants, keeps daily individual accounts,
provides customer services, and has daily contact with funds in system. The fund managers do
not interact with the individual worker. The Swedish Pensions Agency handles all transactions,
administration and information regarding the investment funds and maintains a customer service
unit (located in Söderhamn). A board appointed by the Government supervises PPM’s activities.
The PPM Director General is responsible for all daily operations and strategic planning.
PPM in facts & figures in 2016:
7.2 million participants participated in the PPM in 2016, including 5.8 million savers and 1.4
million pensioners
$123 billion (SEK 1,030 billion) in PPM system capital
Contributions collected by the tax authority
Information flows through the Social Insurance Board, which coordinates all pension
information. Money flows through the National Debt office to custodian banks
Swedish Pensions Agency’s fund market: 830 funds and 107 fund managers
Participants can choose between 1 to 5 funds
Default fund provided by the government
48 %
34 %
Risk is gradually reduced for participants
of the pension savers
of the PPM capital is from a high to lower level, starting from age
have the default fund
with the default fund 55 – from 100% in equities and 0% in fixed
income at 55 years, to 35% in equities and
(AP7)
65% in fixed income at 75 years
Source: Orange Report 2016 - Annual Report of the Swedish Pension System, 2017.

PPM’s activities are financed by fees charged to pension savers as a percentage of the balance on
individual pension accounts. PPM is a major investor in financial markets and for that reason has
been able to negotiate discounts on asset management fees, which are approximately 50% of
what would be charged for private savings in the same fund. The costs of administration and fund
management fees in the PPM system are deducted from the premium pension capital and
continues to apply after the insured person begins to withdraw the benefit. The current cost
deduction of the premium pension capital is about 0.3% per year (Table 29). At this level of costs
the deduction will decrease the premium pension by an average of about 9% from what it would
have been without any cost deduction. The deduction is expected to decrease in the future.
Table 29. PPM administration costs and asset management fees (as % of AUM)
2012

2013

2014

2015

2016

Administration costs

0.10

0.10

0.09

0.07

0.07

Asset management fees

0.32

0.31

0.28

0.25

0.23

Transaction costs

0.05

0.05

0.05

0.05

0.05

0.47

0.46

0.42

0.37

0.35

Total

Source: Orange Report 2016 - Annual Report of the Swedish Pension System, 2017.

Collection of contributions by the Tax Agency – contributions for social insurance are collected
by the Tax Agency together with income taxes. The Tax Agency also maintains a population
register and records births, deaths, marriages, partnerships, address changes, and other vital data.
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The Tax Agency requires monthly payments and annual reports from employers, and reconciles
payments and reports. Employers make monthly payments of social insurance contributions and
provide an annual statement to the Tax Agency and to the employee by January 31 of the following
year. The self-employed (including in agriculture) make filings on a quarterly schedule and
contribute on their own behalf the full amount of employer plus employee contributions.
After reconciling all data received and comparing it with actual payments, the Tax Agency provides
an annual statement to the Swedish Social Insurance Agency of all contributions collected on
behalf of individuals. The process is highly automated, and a majority of employers file data
electronically. Only after an entire year has been reconciled will the 2.5 percent (of 18.5 percent)
amounts be posted to individual retirement savings accounts in December each year. This takes
approximately 11 months after the end of the year, that is to say amounts for January-December
2017 will be posted to individual pension accounts in December 2017. Besides, contributions for
January through November were invested in a secure government bond fund and interest is posted
to individual accounts when contributions are allocated in December.
Choice of fund - The PPM contracts with asset managers who provide investment services, and
has thus far been successful in negotiating asset management costs that are below those in the
voluntary Pillar 3 pensions system. The contracts created are between the PPM and the specific
investment fund (or an asset management company – AMC or manager); there is no contractual
relationship between the manager and the participant. All persons in the PPM system can
make changes to their investment portfolio at any time by mail, telephone, or Internet, and there is
no fee for making changes. PPM calculates net pension asset value of the fund and each of its
members on a daily basis, and the individuals are not known to the asset managers.
Workers can choose among many funds. Any fund registered with the Swedish Financial
Supervisory Authority, Finansinspektionen, and meeting the EU UCITS-directive may be registered
with PPM. An interactive online tool, PPM-Lotsen, assists individuals in making the choice. In
2000, there were 465 funds from which participants could choose; this number has grown to 843
different funds in 2016 (Table 30). Asset management fees are also posted, and vary by asset
manager.
Table 30. Funds in the PPM System and assets under management in 2016
Type of funds

Number of
registered
funds in 2016

Managed pension
capital, % of total
(SEK 1,030 billion)

Equity funds

573

40.5%

Mixed funds

97

7.2%

Generation funds

41

15.3%

132

2.8%

1

34.2%

844

100.0%

Interest funds
AP7 Såfa (Default Pension Fund)
Total

Source: Swedish Pension Agency (https://www.pensionsmyndigheten.se/)

Some of the investment choices are quite risky, but the 2.5% contribution invested for the premium
pension will at most constitute 15% of the final pension. Some refer to the PPM pension as a
supplement or “dessert” and therefore riskier investment is appropriate. PPM and policymakers are
concerned that there are too many choices and that there should be a limit on the number of asset
managers. However, once an asset manager enters the system through a contract with PPM, it is
difficult to remove. In 2000s, there was a growing business in Sweden of private investment
advisors being retained to assist individuals to choose a fund. Many policymakers acknowledge
that the amount of choice is excessive and confusing, and results in fewer people making choices.
There is both public commentary and academic writing expressing concern on this point. Because
the PPM provides anonymity, there is no targeting of specific populations by the asset managers.
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The Swedish Pensions Agency (PPM) is the monopoly provider of annuities and other products
specified in the legislation. It also provides information on returns, costs, measure of risks for all
funds. Web-site, call center, local social insurance offices. Information is posted in major daily
newspapers, electronic information at local bank offices, etc.
AP7 Default Pension Fund (Såfa)
AP7 is a Swedish government agency which, since the inception of the premium pension system in
2000, has the task of managing premium pension funds for participants.
AP7 is the only state actor in the premium pension system and provide the fund portfolio AP7 Såfa.
AP7 Såfa is the default alternative for premium pension savers (who have not chosen an
investment fund for some reason), which means that investors are automatically assigned to AP7
Såfa unless they choose otherwise. Thus, AP7 Såfa is constructed for savers who do not wish to
be active in fund market and is designed to complement the state income pension with an
improved risk diversification and potential higher investment returns. The AP7 Såfa fund portfolio is
a blend of the AP7 Equity Fund and AP7 Fixed Income Fund.
It is also important to know that the default alternative is not a low-risk fund but an equity fund,
which means larger rises and falls in line with stock market fluctuations, but that this also offers the
potential for a greater long-term return. The allocation between the equity and fixed income funds
is based on the individual pension savers’ ages in a lifecycle approach. Up to the age of 55, 100
percent is allocated to the equity fund. From the age of 56 to 75 the allocation is annually
rebalanced toward the fixed income fund until reaching an allocation of 2/3 fixed income fund and
1/3 equity fund at the age of 75 (Figure 7). The reasoning behind this is that participant’s risk shall
gradually be reduced when approaching and after retirement.
Figure 7. PPM default fund (AP7 Såfa) allocation of assets by age cohorts

Source: Swedish Pension Agency (https://www.pensionsmyndigheten.se/)

•
•
•

48% of PPM members are passive investors and included in AP7 by default
34% of PPM AUM in АР7 ($45.5 billion)
Risk shall gradually be reduced when approaching (from 55) and after retirement

In 2016, AP7 fund has beaten the average return of non-state premium pension providers with a
13.9% on its Såfa balanced fund, against a 9.5% return on average from the other providers.
Overall since its inception, AP7 Såfa has given savers higher average returns (Table 31) and
lower fees than the private pension funds in the Swedish premium pension marketplace.
Table 31. Average net returns (after inflation and operating expenses) on pension capital in
the PPM system (%)
Year
AP7 Såfa
(default)

Other
funds

2002

2003 2004 2005

2006 2007 2008

-29.6 16.3

9.6 24.3

-36.1 14.8

7.2 31.9 10.9

9.0

2009

2010

2011

2012

2013

2014 2015 2016

Average
net return

2.3 -39.7 35.1 13.1 -13.5 16.5 31.7 29.0

6.2 14.1

8.70%

3.4 -37.2 34.4

6.2

5.50%

9.6 -13.7

8.9 16.4 16.8

Source: The Swedish Pensions Agency (https://www.pensionsmyndigheten.se/).
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7.3

Conclusions
The Swedish experience with a PPM system of
“Sweden’s approach of using the Premium Pension Authority
centrally-administered individual retirement
(PPM) to keep individual accounts, and private fund managers
savings accounts suggests that such a system
to invest the assets, has resulted in a transparent, less
can provide great opportunities to save on
costly and more efficient system [than in Poland].”
operating costs without restricting investment
fund (strategies) choice. But it also suggests
Agnieszka Chłoń-Domińczak, assistant professor at the
that allowing open entry of fund managers may
Warsaw School of Economics’ Institute of Statistics and
overwhelm participants and cause more
Demography (Deputy Minister of Labor and Social Policy of
participants to opt for the default fund where
Poland in 2008-2009),
one is offered. Allowing active choice of fund
CEE: A system in flux, Investment and Pensions Europe
managers will not automatically lead to active
(IPE.com), https://www.ipe.com, January 2018
choice, especially among new labor market
entrants and immigrants. Moreover, those who do choose will not always choose wisely.
The premium pension system has been criticized for having too many selectable investment funds
and for generating large variation in pension outcomes. In 2016, a governmental investigation
on how to change the premium pension so that more people get better returns was completed. The
investigation’s most important proposal is to introduce mandatory re-evaluation choices every 7th
year.
The launch of the premium pension system in 2000 coincided with very high expectations of future
stock market performance after a period of dramatically rising stock market prices. These high
expectations have not been realized, largely due to a series of financial crises, but the returns
generated within the premium pension system have, nonetheless, been better than those that
would have been generated if the capital had tracked the income pension (notionally-defined
contribution) performance instead.
Pension saving is, for the vast majority of people, a very long-term savings project and a project of
this sort of duration should include the option of a certain exposure to the stock market and hence,
to the possibility of reaping the benefits of the risk premium that this entails – for those who want it.
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7.

Switzerland

Country Profile (2016)
Population, million

8.372

Population growth, annual

0.11%

GDP, billion (current US$)

$659.8

GDP per capita (current US$)

$78,813

GDP growth, annual

1.3%

Life expectancy at birth,

men

81.3

women

85.3

men

19.4

women

22.4

men

65.0

women

64.0

Life expectancy at 65,
Retirement age,
Fertility rate (birth per woman)

1.55

Gini coefficient

0.297

Private pension assets, $billion

817.0

Private pension assets, % of GDP

128%

Contribution rate (Pillar 2)

7%-18%

Switzerland’s Three Pillar Pension System

According to 2017 Melbourne Mercer Global
Pension Index (MMGPI), Switzerland has the 8th
best three-pillar pension system in the world
(the overall index valued at 67.6), with “a sound
structure, with many good features, but has some
areas for improvement that differentiates it from
an A-grade system.” Switzerland has the highest
rank on UBS international pension gap index42.
Switzerland has one of the highest household
savings rate in the OECD.
The Swiss mandatory second pillar was
introduced in 1985 by the Federal Act on
Occupational Retirement, Survivors' and Disability
Pension Plans and provides for workers
occupational pension plans and accident
insurance at work (BVG in German speaking
Switzerland, LPP in French and Italian Kantons).
According to article 113 of the Swiss Federal
Constitution43, any occupational pension scheme
“shall adhere to the following principles:
a. the occupational pension scheme, together
with the Old-age, Survivors' and Invalidity
Insurance, enables the insured person to maintain
his or her previous lifestyle in an appropriate
manner.
b. the occupational pension scheme is
compulsory for employees; the law may provide
for exceptions.
c. employers shall insure their employees with a
pension institution; if required, the Confederation
shall make it possible for employees to be insured
with a federal pension institution.
d. self-employed persons may insure
themselves on a voluntary basis with a pension
institution.”

Employed persons over the age of 17 who receive from the same employer an annual salary of
more than CHF21,150 (in 2017) are automatically insured by a Pillar 2 occupational pension fund.
Occupational pension plans and accident insurance are mandatory for all employees 25 years and
older. The self-employed can join Pillar 2 occupational pension plans on a voluntary basis. The
unemployed are also covered against invalidity and death but under more restrictive conditions.
When combined with the Pillar 1 social security pension benefit, a person could expect to earn
about 60% of his/her final salary after retirement to help maintain a decent standard of living.
The amount of annual salary between CHF24,675 (the ‘coordination deduction’) and CHF84,600
(93% of average annual salary in Switzerland in 2016) must be insured, i.e. contributions are paid
from earnings that do not exceed 84,600. This part of salary is known as the coordinated salary.
Thus, the minimum coordinated salary is CHF3,525 (24,675 – 21,150).

42

https://www.ubs.com/global/en/wealth-management/chief-investment-office/features/international-pension-gapindex.html.
43 https://www.admin.ch/opc/en/classified-compilation/19995395/index.html.
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An employer who employs persons subject to compulsory social insurance must be affiliated to a
provident institution entered in the register for occupational benefit plans.
Table 32. Contribution rates to the Swiss Pillar 2 occupational pension plans
Age

Percentage of insured
salary

Men
25-34

Women
25-34

35-44

35-44

10%

45-54

45-54

15%

55-65

55-64

18%

7%

Source: https://www.vita.ch/en/learning-about-the-pension-system/pillar-2

Contribution rates vary between different occupational pension funds. The law requires only that
“employers must pay a minimum of one half of the contributions of their employees”, although
employer is free to pay more. The occupational pension capital consists of workers and employers
contributions. The state contributes only indirectly to the financing of occupational pension funds,
by granting tax exemption on the contributions and 2nd Pillar assets.
When the Swiss Government implemented a Pillar 2 mandatory occupational pension scheme, a
minimum guaranteed nominal rate of return on investment was set at 4%, and then gradually
reduced to 1.00% starting January 1, 2017. Government officials explain that the reduction of a
minimum guaranteed nominal rate of return on investment over the last 15 years is a result of
changes in market conditions, a general trend for lower rates of return, starting from 2000, and low
effectiveness of institutional investors in equity markets. In general, for the period from January 1,
2000 through June 30, 2017, the weighted average annual mandatory minimum nominal interest
rate was 2.40%.
Recent Pillar 2 occupational pension funds study44 published by the Credit Suisse Group, a Swiss
multinational financial services holding company, includes an examination of how important the
second pillar is to the financial situation of the Swiss population. The study indicated that Pillar 2
coverage has improved over time, but primarily depends on income level rather than the year in
which the insured workers were born that determines the importance of the individual pillars to
financial security in retirement.
After 32 years since Pillar 2 inception, mandatory occupational pensions are mainly relevant to
higher-income workers (see Figure 8), with an average share of 43% of total retirement income.
The figure is just 9% in the lowest income quintile (in other words the 20% poorest retiree
households). The lowest-income pensioners receive 80% of their income from the Pillar 1 solidarity
pension system (AHV). This finding applies across all generations: although second-pillar coverage
has continued to increase in recent decades, even some of the younger retirees have very limited
access to employee benefits insurance, or only receive limited benefits from it.
There is an ongoing heated debate about asset management costs in Switzerland’s second-pillar
pension system. Potentially excessive asset management costs (0.56% of AUM) have been at the
forefront of public interest since the drastic rejection of a proposal to reduce the minimum
conversion rate from 6.8% to 6.0% in 2010.

44

Sara Carnazzi Weber, How Important Is the Second Pillar to Your Financial Situation in Later Years? 25.07.2017
(https://www.credit-suisse.com/ch/en/privatkunden/finanzplanung/ratgeber/news/articles/privatebanking/2017/07/en/welche-bedeutung-hat-die-2-saule-fur-die-finanzielle-lage.html)
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Figure 8. Gross monthly income of retiree households by income distribution quintile 45 in CHF,
2012–2014
12,000
10,000

3,438

8,000

865

6,000
4,000
2,000

478
771

712
1,639

2,911

5,042

292
228
2,083

2,613

2,798

3,018

3,157

1st quintile

2nd quintile

3rd quintile

4th quintile

5th quintile

0

Pillar 1 (PAYG)

Pillar 2 (occupational pension plans)

Pillar 3 and other sources

Source: Swiss Federal Statistical Office (HBS); Credit Suisse Group (Sara Carnazzi Weber, How Important Is the
Second Pillar to Your Financial Situation in Later Years? Credit Suisse Group, 25.07.2017).

The cost survey, commissioned by the Swiss Federal Department of Social Security (BSV),
distinguished between three different kinds of asset management costs – the total (operating)
expense ratio (TER), transaction and tax costs (TTC) and supplementary costs (SC). Full costs
measured for the Swiss occupational Pillar 2 – based on a sample of 73 pension funds with
cumulated capital of CHF 230bn (€215bn) – were about 0.56% AUM (56bps) – four times higher
than the 0.133% (13.3bps) disclosed in the annual results and published in the official occupational
Pension Fund Statistics. The resulting outcry was enormous as the public felt deceived by asset
managers and regarded the result as a confirmation of the pension theft conjured up in the media
prior to the 2017 referendum.
In the context of an ongoing structural reform of the Swiss Pillar 2 system, transparency
requirements were introduced in an amendment to the Swiss legislation covering occupational
retirement that went into effect in 2013. The idea behind fostering transparency rather than
providing directives and bans was the conviction that cost transparency would lead to cost
efficiency – if investors were able to compare operating costs with effective investment returns,
asset managers would be challenged and fees (operating expenses) negotiated.
In a referendum on 24 September 2017, the proposed reform to the pension system was rejected.
The main points of the proposed reform included:
 raising the retirement age of women from 64 to 65, the same as the current retirement age
for men;
 increasing Pillar 2 occupational pension fund contributions, while lowering the rate used to
convert pension capital into life-time monthly payments (annuities); and
 raising benefits for future retirees in the first pillar by CHF 70 per month, financed mainly by
a VAT increase and an increase in Pillar 1 (AHV) contributions.
Had the reform been passed, it would have enabled the current system to remain financially sound
for some 10 years longer than is currently the case – but at the expense of future generations.
According to experts’ opinion, the Swiss system needs urgent reform, and it is highly likely a new
pension proposal will be voted on in the coming years.

45

Quintile is any of five equal (20%) groups that the population can be divided into by the distribution of values of a
certain variable.
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Conclusions
In Switzerland, the first and second pillars together are, by law, intended to secure approximately
60% of average final salary. This (60%) goal was based on the idea that interest rates would be
on a par with the rise in salaries. In fact, since 1985, interest rates have exceeded growth in
salaries with a real interest rate of 1.6%.
Occupational pension funds are managed jointly by worker and employer representatives. An
employer who employs persons subject to compulsory social insurance must be affiliated to a
provident institution entered in the register for occupational benefit plans. Workers do not have a
direct choice of pension funds or investment philosophies. Other than general policy oversight, all
aspects of the Swiss system are privatized, including contribution collection, account maintenance,
asset management, and pension payment. A similar arrangement has evolved in Denmark.
However, the evidence suggests that the Pillar 2 mandatory occupational pension plans were
beneficial mainly to middle- and higher-income workers. In 2012-2014 the mandatory occupational
pension benefits accounted for only 9% of total retirement income of the poorest 20% of retiree
households, while payments from Pillar 1 solidarity system accounted for 80% of their retirement
income. In contrast, the share of Pillar 2 occupational pensions in total income of the wealthiest
20% of retired households amounted to 43% and was the largest compared to other sources of
income (e.g. solidarity benefits accounted for only 27% of total income of the wealthiest retirees.)
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8.

United Kingdom
The National Employment Savings Trust
(NEST- www.nestpensions.org.uk) is a defined
contribution (DC) workplace pension scheme in
the United Kingdom. It was set up to facilitate
automatic enrollment (many workers will be
enrolled into a workplace pension without
having to ask) as part of the government’s
workplace pension reforms under the Pensions
Act 2008. By 2018, every employer in the UK
will have to provide a suitable workplace
pension scheme for workers.

Country Profile (2016)
Population, million

65.64

Population growth, annual

0.8%

GDP, billion (current US$)

$2,619

GDP per capita (current US$)

$39,900

GDP growth, annual
Life expectancy at birth,
Life expectancy at 65,

1.8%
men

79.2

women

82.9

men

18.5

women

20.9

men
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NEST was officially launched in 2011. It has
since become one of the most prominent
pension schemes in the UK and beyond,
women
63
despite still being a small fund (as it was
Fertility rate (birth per woman)
1.81
recently created) from an assets under
Private pension assets, $billion
2,273.7
management (AUM) perspective. Employers
can choose NEST from among a range of
Private pension assets, % of GDP
95.3%
‘master trusts46’, the defined contribution (DC)
Contribution rate to NEST
2%
pension vehicles created following the
(minimum)
introduction of auto-enrolment. They are used
or assigned for the use by two or more employers and are not a government pension scheme.
Retirement age,

The majority of UK master trusts are for-profit schemes created by insurers and asset managers.
The reason why more than 440,000 employers (as of September 2017) have chosen NEST is not
just that it is free to join and use. It is also one of the lowest-cost schemes in the UK financial
services market.
Workers and employers can both contribute into NEST to build a retirement capital that’s invested
on behalf of the worker. Workers will be automatically enrolled into NEST if they’re not already in a
workplace pension scheme and they are: (a) at least 22 and under the statutory pension age
(65/63); (b) working or normally working in the UK; and (c) earning over £10,000 a year (in 2017/18
tax year). Workers who earn over a certain amount are entitled to a minimum contribution into their
retirement savings account.
NEST Key Figures as of March 31, 2017
4.5 million members (2.7 million active members + 1.8 million inactive members)
30%
15%
13%
17%
Members by
the number of
5,000+
1,000–4,999
250–999
50–249
staff:
327,000 employers that have set up an account with NEST

25%
1-49

£1.7 billion ($2.22 billion) in assets under management
£18,200 - median member annual income
Annualized five year fund performance, net of annual management charge (as of 31 March 2017):
9.8%
11.3%
9.5%
2060 NEST Retirement Date
2040 NEST Retirement Date
2022 NEST Retirement Date
Fund
Fund
Fund

46

http://www.thepensionsregulator.gov.uk/trustees/master-trust-duties.aspx#s24979
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Table 33. Age of NEST members (March 2017)
Less than 22
22 – 29
30 – 39
40 – 49
50 – 59
60+
Total

NEST members
0%
30%
28%
20%
17%
5%
100%

UK employment population
6%
18%
22%
23%
21%
10%
100%

Source: NEST in numbers (https://www.nestpensions.org.uk/schemeweb/NestWeb/includes/public/docs/NEST-innumbers_April_2017,PDF.pdf

Minimum pension contributions
Minimum contributions are based on ‘qualifying earnings’. Qualifying earnings are a section of a
worker's pay. For the 2017/18 tax year the salary/wage range is £5,876 up to £45,000 per year.
The qualifying earnings band is reviewed by the government each year. Workers who earn at least
as much as the lower threshold each year are entitled to a minimum contribution into their
retirement plan.
The minimum contribution rate itself only applies to a worker’s qualifying earnings. So in the
2017/18 tax year, a worker’s minimum contribution will be 2% of everything they earn over £5,876
but not of anything they earn over £45,000.
The minimum contribution is made up of money from a worker’s pay, money from the employer
and tax relief from the government.
Employer contributions are being introduced gradually. The initial minimum contribution is 2 per
cent of a worker's pay. This will rise gradually to 8 per cent. The dates for the increases to 5 per
cent and 8 per cent are April 2018 and April 2019, as illustrated in Figure 9 below:
Figure 9. NEST percentage of qualifying wages

Source: www.nestpensions.org.uk

NEST Charges
NEST is free for employers to use. Members pay a 1.8% charge on contributions plus a 0.3%
annual management charge (AMC) on their total retirement assets. Together, the charges are
broadly equivalent to a 0.5% AMC for most types of savers.
The graph below compares the effect of NEST charges with the typical charges that apply to other
UK pension plans over different periods.
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Figure 10. NEST operating expenses compared to other UK pension plans
Source:
https://www.nestpe
nsions.org.uk/sche
meweb/nest/aboutn
est/nestcharges.html

The National Employment Savings Trust currently has an annual contribution limit. It is reviewed
annually and was £4,900 for the 2016/17 tax year. It also has restrictions on transfers in and out of
the scheme.
Figure 11. NEST: Different funds for different risk tolerance

NEST Retirement Date Funds

NEST offers pension funds to
suit different age cohorts and for
different retirement years:
 NEST Retirement Date
Funds (2022, 2040 and 2060)
designed as default option for
people who will start saving
through auto enrolment and do
not want to make investment
decisions about what happens
with their savings.
 NEST Ethical Fund
designed for members who are
concerned about the impact that
their investments can have on
areas such as human rights, fair
labor practices and the
environment.
 NEST Sharia Fund designed
for members who want an
Source: http://www.nestpensions.org.uk/schemeweb/nest/aboutnest/invest
investment approach based on
ment-approach/other-fund-choices/fund-factsheets.html
Islamic law. It invests entirely in
global equities judged to meet sharia standards. Because it invests in just one type of asset it
carries a higher level of investment risk than other fund choices.
 NEST Higher Risk Fund for members who want to take more investment risk to try and
make their pension capital grow more quickly than in a NEST Retirement Date Fund. As
workers approach their retirement date, their pension assets will be moved into the
appropriate NEST Retirement Date Fund. This will help protect any gains and ensure some
savings are there for retirement.
 NEST Lower Growth Fund designed for members who are very cautious about investing.
Retirement savings will be exposed to far less investment risk than a NEST Retirement Date
Fund. In the long term however, the amount of such conservative savings will probably grow
less than other fund choices and may not keep pace with inflation.
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NEST Pre-retirement Fund is for senior members who have few years left until retirement
and who want to buy an annuity instead of taking all their accumulated pension capital as
cash in the form of a one-time payment or periodic cash payments.

Comparative risk
Figure 11 below indicates how NEST administrators expect the annualized volatility of NEST’s
funds to compare over the long term. The categories of 1 (very low risk) to 7 (very high risk)
correspond to those set out by the European Securities and Markets Authority (ESMA). The
current volatility of each fund can be found in the fund specific information.
The Trustee of NEST has set out its investment beliefs to provide a transparent framework for
consistent decision making:
1.
2.
3.
4.
5.
6.
7.
8.

Understanding scheme member characteristics, circumstances and attitudes is essential to
developing and maintaining an appropriate investment strategy.
As long-term investors, incorporating environmental, social and governance (ESG) factors is
integral to the investment management process.
Taking investment risk is usually rewarded in the long term.
Diversification is the key tool for managing risk.
Risk-based asset allocation is the biggest driver of long-term performance.
Taking account of asset values and asset prices, economic conditions and long-term market
developments enhances long-term performance and informs strategic decisions.
Investments in index (passive) funds, where available, is often more efficient than active
investments.
Good governance, including an appropriately resourced in-house investment function, is in
the best interests of NEST’s members.

Conclusions
The UK National Employment Savings Trust (NEST) scheme ensures that all employers have
access to suitable, low-charge retirement savings provision to meet their new requirement to enroll
all eligible workers into a workplace pension automatically. While NEST is not the only option for
businesses who want to fulfil their auto enrollment obligations, millions of people in the UK are
likely to use NEST as the home of their retirement savings and many will be automatically enrolled
in this pension fund.
Overall, NEST is a good example of a simpler and cheaper individual accumulation retirement
accounts system with less choice for participants, centralized account administration (recordkeeping) and wholesale, competitive investment management.
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9.

United States

Country Profile (2016)
Population, million

323.1

Population growth, annual

0.71%

GDP, billion (current US$)

$18,570

GDP per capita (current US$)

$57,467

GDP growth, annual

2.8%

Life expectancy at birth,

men

76.5

women

81.3

men

18.0

women

20.6

men

66

women

66

Life expectancy at 65,
Retirement age,
Fertility rate (birth per woman)

1.9

Private pension assets, $billion

$25,127

Private pension assets, % of GDP

134.9%

Contribution rate to PAYG Pillar 1

12.4%

The Thrift Savings Plan (TSP) is a defined
contribution plan for U.S. civil service employees
and retirees as well as for members of the
uniformed services. The U.S. Congress
established TSP in the Federal Employees’
Retirement System Act of 1986. The TSP offers
U.S. government employees the same type of
supplementary retirement savings and tax
benefits that many private corporations offer their
employees under “401(k)” plans (Pillar 3). The
TSP is one of three components of the Federal
Employees Retirement System (FERS; the others
being the FERS annuity and Social Security (Pillar
1).
TSP Administration
TSP is administered by the Federal Retirement
Thrift Investment Board, an independent Federal
government agency governed by a presidentially
appointed five-member Board and an Executive
Director chosen by the Board.

The Agency’s centralized accounts administration (record-keeping) handles the day-to-day
maintenance and administration of all TSP accounts and assists participants with specific types of
TSP-related problems or questions. By law, the assets in the TSP are held in trust for each
individual participant. The TSP is treated as a qualified trust which is exempt from taxation.
Federal employees are eligible to join TSP immediately upon starting work and may join at any
time thereafter. Prior to June 22, 2009, new employees had to wait at least one year before
receiving matching contributions (including Federal Agency automatic contributions); after this date
employees were eligible for automatic contributions from day one of employment, and are
immediately eligible for matching contributions (see Table 34 below) once the employee begins
contributing to the TSP.
Table 34. Contributions to TSP account
Federal agency contributions

Employee
contribution

1% automatic

matching

0%

1%

0%

1%

1%

1%

1%

3%

2%

1%

2%

5%

3%

1%

3%

7%

4%

1%

3.5%

8.5%

5%

1%

4%

More than 5%

1%

4%

10%
Employee
contribution + 5%

Total

Source: U.S. Federal Retirement Thrift Savings Board (https://www.tsp.gov/index.html)

Investing in the TSP
There are currently 10 investment funds in the Thrift Savings Plan. Five are individual stock and
bond funds (G, F, C, S, and I Funds), and the other five are target retirement date funds:
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Individual G, F, C, S, and I Funds — employee makes his/her decisions about investment
mix by choosing from any or all of the individual TSP investment funds.
The L (“Lifecycle”) Funds — these funds are invested according to a professionally
designed portfolio of stocks, bonds, and government securities. TSP participant selects L
Fund based on his/her “time horizon,” the future date at which s/he plans to retire or start
withdrawing pension capital.

These investment options are designed so Federal employee can choose either the L Fund that is
appropriate for his/her time horizon, or a combination of the individual TSP G, F, C, S, and I Funds
that will support his/her personal investment strategy. However, participants may invest in any fund
or combination of funds. Because the L Funds are already made up of the five individual G, F, C,
S, and I Funds, an employee would duplicate investments if s/he invests simultaneously in an L
Fund and the individual TSP funds. Individual TSP investment funds F, C, S and I are managed by
the BlackRock Institutional Trust Company, N.A.
The Individual Funds
(1) The Government Securities Investment (G) Fund is invested in short-term U.S. Treasury
securities. It gives the opportunity to earn interest rates similar to those of long-term
government securities with no risk of loss of principal. Payment of principal and interest is
guaranteed by the U.S. government. The interest paid by the G Fund securities is calculated
monthly based on the market yields of all U.S. Treasury securities with more than 4 years to
maturity; the interest rate changes monthly.
(2) The Fixed Income Index Investment (F) Fund is invested in a separate account that is
managed to track the Bloomberg Barclays U.S. Aggregate Bond Index. This is a broad index
representing the U.S. government, mortgage-backed, corporate, and foreign government
(issued in the U.S.) sectors of the U.S. bond market. This fund offers the opportunity to earn
rates of return that exceed money market fund rates over the long term (particularly during
periods of declining interest rates).
(3) The Common Stock Index Investment (C) Fund is invested in a separate account for
investing in U.S. companies in proportion to their share in the Standard & Poor's 500 (S&P
500) Stock Index. This is a market index made up of the stocks of 500 large to medium-sized
U.S. companies. It offers the potential to earn the higher investment returns associated with
equity investments.
(4) The Small Capitalization Stock Index Investment (S) Fund is invested in a stock index
fund that tracks the Dow Jones U.S. Completion Total Stock Market (TSM) Index. This is a
market index of small and medium-sized U.S. companies that are not included in the S&P
500 index. It offers the opportunity to earn potentially higher investment returns that are
associated with “small cap” investments, but with greater volatility.
(5) International Stock Index Investment (I) Fund is invested in a stock index fund that tracks
the MSCI EAFE (Europe, Australasia, Far East) Index. This is a broad international market
index, made up of 929 primarily large companies from 21 developed countries47. It gives the
opportunity to invest in international stock markets and to gain a global equity exposure in
your investment portfolio.
Because the TSP funds are trust funds that are regulated by the Office of the Comptroller of the
Currency and not by the U.S. Securities and Exchange Commission (SEC), they do not have ticker
symbols (i.e., unique identifiers assigned to securities (including mutual funds) registered with the
SEC).
The L Funds
The L Funds are intended to meet the investment needs of TSP participants with time horizons that
fall into five different date ranges:
 The TSP L 2050 Fund is for participants who will need their money in the year 2045 or later.
47

In 2016, 447 companies were from 15 European countries (Austria, Belgium, Denmark, Finland, France, Germany,
Ireland, Italy, Netherlands, Norway, Portugal, Spain, Sweden, Switzerland and United Kingdom), and 482 companies from six countries from Australasia/Far East region (Australia, Hong Kong, Israel, Japan, New Zealand, and Singapore).
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The TSP L 2040 Fund is for participants who will need their money between 2035 and 2044.



The TSP L 2030 Fund is for participants who will need their money between 2025 and 2034.



The TSP L 2020 Fund is for participants who will need their money between 2015 and 2024.



The TSP L Income Fund is for participants who are already withdrawing their accounts.

The five L Funds were designed for the TSP by an investment consultant. The asset allocations
are based on the investment consultant’s assumptions regarding future investment returns,
inflation, economic growth, and interest rates. The TSP reviews these assumptions at least
annually to determine whether changes to the allocations are warranted.
The asset allocations of these funds are adjusted quarterly, moving to a more conservative mix,
gradually approaching that of the L Income Fund. Between quarterly adjustments, the asset
allocation of each fund is maintained through daily rebalancing to that fund’s target allocation.
When a fund reaches its horizon, it will roll into the L Income Fund, and a new fund will be added
with a more distant time horizon. For example, in 2010, the L 2010 Fund rolled into the L Income
Fund, and shortly thereafter the L 2050 Fund was created.
The L Income Fund is designed to produce current income for participants who are already
receiving money from their retirement accounts through monthly payments and for participants who
plan to withdraw or to begin withdrawing from their accounts in the near future. The asset
allocation of the L Income Fund does not change over time; it is maintained through daily
rebalancing.
Table 35 shows the January 2017 target allocations of the five Lifecycle Funds in each of the five
underlying TSP funds (G, F, C, S, and I). The allocation to the G Fund, which has the least amount
of risk, is largest in the L Income Fund, and becomes successively smaller with the more distant
target dates. In contrast, the allocations to the C, S, and I Funds, which carry varying degrees of
risk, but also the potential for higher returns, are largest in L 2050 and smallest in the L Income
Fund.
Table 35. Target allocations of the L Funds in January 2017
Individual
funds

Lifecycle (L) Funds
L Income

L 2020

L 2030

L 2040

L 2050

G

74%

53%

31%

20%

12%

F

6%

6%

6%

6%

5%

C

11%

23%

34%

39%

44%

S

3%

6%

10%

12%

15%

I

6%

12%

19%

22%

25%

Total

100%

100%

100%

100%

100%

Source: U.S. Federal Retirement Thrift Savings Board (https://www.tsp.gov/)

Participants’ interfund transfer (IFT) requests redistribute their existing account balances among
the individual TSP funds. For each calendar month, the first two IFTs can redistribute money
among any or all of the TSP funds. After that, for the remainder of the month, IFTs can only move
money into the G Fund (for participants with more than one TSP account, this rule applies to each
account separately). Table 36 provides information about TSP funds investment assets, rates of
return and operating expenses (administration fees and investment charges):
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Table 36. TSP investment funds assets, rates of return and operating expenses (as of
31/12/2016).
G Fund

F Fund

C Fund

S Fund

I Fund

Total

TSP investment funds assets
$ billion

$200.3

$26.2

$156.4

$55.6

$34.9

$473.4

%

42.3%

5.5%

33.0%

11.8%

7.4%

100.0%

Annualized average rates of return
3 years

2.06%

3.49%

8.95%

6.78%

-1.27%

-

5 years

1.91%

2.59%

14.73%

14.84%

6.87%

-

10 years

2.63%

4.59%

7.00%

8.13%

1.02%

-

Net administrative expenses in 2016
0.038%
0.038%
0.038%
0.038%
0.039%
Other expenses (consistent with standard practice in the industry, they are charged in
addition to administrative expenses)
0.000%

0.017%

0.004%

0.041%

0.014%

Total expenses in 2016
0.038%

0.055%

0.042%

0.079%

0.053%

Source: TSP Fund Information, April 2017 (https://www.tsp.gov/index.html).

Conclusions
TSP provides an institutional model attractive to many pension reformers, although the plan has
not been instituted nationwide. Under TSP, the Federal government offers participants 10 funds in
which to invest. Five are individual funds (one G Fund for government bonds and the other four
funds for specific market equity indexes) while the other five are “Lifecycle Funds” or L-Funds
designed to change the allocation mix of investments among the individual funds during various
stages of the employee’s federal service.
In TSP, the Federal government is responsible for all functions (centralized control) except
passive asset management and annuities payment, although it selects the annuity provider. The
model’s main attraction is its potential to reduce operating costs to a fraction of assets under
management ($0.38 - $0.79 per $1,000 account balance, or 0.038% - 0.079%).
Federal employees have a choice of investment philosophy but not the fund manager, the
opposite of the choice offered in the Chilean model. Participants may also choose to change the
allocation percentage of their existing fund balances (referred to as "Interfund Transfers").
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