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Executive Summary
Social Security reform in the United States has become a nationally debated topic, but privately 

managed, funded plans are already a component of the social security systems of more than 30 nations 
around the world.  Chile, Switzerland, the Netherlands and the United Kingdom were the ýrst countries 
to reform, in the 1980s.  Most countries in Latin America, Eastern and Central Europe, as well as some in 
the Asian-Paciýc region, created similar systems during the past 10 years.  The Latin American and East-
ern European countries funded their worker-based personal account systems by diverting money from a 
pre-existing payroll tax.  By contrast, the industrial countries in Western Europe, along with Australia and 
Hong Kong, made employer-based retirement plans mandatory, in addition to their tax-ýnanced systems.  

Examining these reformed systems may offer useful insights for the United States as we consider 
our own social security reforms.  The experience of other countries suggests problems to be avoided and 
solutions to be emulated.  In particular, we can learn how to keep administrative costs low, how to reduce 
risk, how to handle payouts and how to ensure that the elderly are kept out of poverty.  

Structural Differences and Similarities.  Although most pension reforms have similar goals, we 
ýnd dramatic structural differences and also some striking similarities among them.  For example: 

Contributions to personal accounts range from a low of 2.5 percent of wages in Sweden to a 
high of 12.5 percent (including fees) in Chile. 

In most cases, contributions are made with funds that otherwise would have been paid as pay-
roll taxes (called a ñcarve outò); however, in the mandatory employer-based plans the contribu-
tions are typically in addition to payroll taxes (an ñadd onò).  

Most countries that use a carve-out approach gave individuals already working a choice be-
tween the old and new systems; but practically every country (except Argentina, Colombia and 
the United Kingdom) requires new labor market entrants to enroll in the new systems. 

Most of the reformed systems use worker-based accounts and workers choose their own fund 
managers and investment portfolios, subject to regulations.  In a smaller number of countries, 
mostly industrialized ones, employers, sometimes together with unions, choose investment 
strategies for the private pension plans.  

Administrative costs are generally much lower after several years experience, as the asset base 
grows.   Currently they range from a low of 0.7 percent of assets or less in Sweden and larger, 
mature employer-based plans in Australia, Switzerland and the Netherlands ð as well as Chile 
ð to a high of 20 percent or more during the ýrst year of operations in countries like El Salva-
dor and Poland.  

The private beneýt is projected to provide workers with more than 70 percent of their total 
mandatory retirement income in most of the Latin American countries and around half of the 



total in Western Europe and Australia.  Eastern and Central Europe and the former Soviet 
Union have adopted a variety of systems ð ranging from Kazakhstan, which adopted the Chil-
ean model, to Bulgaria and Latvia, where the private beneýt provides less than 30 percent of 
the total. 

Typically countries require workers to receive their retirement beneýts in the form of an annui-
ty or gradual withdrawal from their personal retirement accounts.  However, most Latin Ameri-
can systems allow lump-sum withdrawals once retirees have passed a stringent threshold, such 
as purchasing a pension that is 70 percent of their preretirement wages or 200 percent of the 
poverty line. 

Every country with individual accounts provides a minimum income, in the form of a mini-
mum pension guarantee or a þat (uniform) beneýt to retirees, most commonly between 20 
percent and 30 percent of the average wage.  

Keeping Administrative Costs Low.  A 1 percent annual expense ratio reduces the ýnal accumu-
lation and pension by 20 percent for the full career worker.  Administrative costs vary widely across coun-
tries and time, allowing us to learn which techniques keep costs low.  In all systems, startup costs mean 
that expenses will be high initially and economies of scale mean that they will fall over time as a percent 
of assets, as average account size grows.  Administrative costs have been lower in the wholesale, or insti-
tutional, market used by employer-based systems and higher in the worker-based systems that invest small 
individual accounts through the retail market, incurring high marketing expenses.  Passive investment also 
reduces costs.  

All Eastern and Central European countries (with the exception of Hungary) and about half the 
Latin American countries use centralized collection systems, piggybacking on the tax or social security 
system (or, in the case of Croatia, a private clearinghouse) to keep marginal collection costs low.  

What could a well-run U.S. system expect?  Assuming that the system (1) keeps record-keeping 
and communication costs per account to about $20 per year (the estimated cost in the Thrift Saving Plan 
for U.S. federal workers and low-cost mutual funds), (2) invests in low-cost index funds and (3) chooses 
a limited number of asset managers in a competitive bidding process (thereby harnessing the institu-
tional market), after eight to 12 years the annual expense ratio in the new personal account system will be 
3/10ths of 1 percent of assets (30 basis points) or lower. This is less than what people with small accounts 
would pay in the mutual fund market today.  

Reducing Investment Risk.  In most countries with worker-based plans, ýnancial markets were 
undeveloped and investment choices were tightly circumscribed at ýrst, limited to government bonds and 
bank deposits.  In some cases, most notably Chile, ýnancial markets have matured considerably in part 
due to their pension reforms.  As a result, investments are now diversiýed across corporate bonds, equi-
ties, mortgage-backed securities and international funds ð diversiýcation is the best way to reduce risk.  



Although a variety of investment portfolios are now offered in Chile, the proportion that can be invested 

in stocks remains limited for those nearing or past retirement age.  This is an example of ñlife cycle invest-

ingò (a gradual shift out of stocks and into bonds or annuities over a period of years for older workers), 

designed to reduce their exposure to a sudden drop in the stock market or the interest rate. 

In addition, some countries require fund managers to offer absolute or relative rate of return guar-

antees for the private accounts.  For example, pension funds in Kazakhstan must guarantee that no one 

will lose money (or earn a negative rate of return).  Switzerlandôs pension funds must pay at least a 4 

percent nominal return (recently reduced to 2.5 percent) over the workerôs tenure with his employer.  Chile 

and many other Latin American countries penalize funds whose rate of return deviates from the industry 

average by more than 2 percentage points. The object is to reduce volatility across time and disparities 

across individuals.  A better way to accomplish this, in countries with well-developed ýnancial markets, 

is to require that portfolios closely track broad stock market benchmarks such as the S&P 500 or Wilshire 

4500 or to use options to protect workers from a sharp downturn in the stock market.  Large employer-

based plans have used these techniques for many years.  New ýnancial instruments are being developed 

for sharing risk between individuals, asset managers and insurance companies, during the accumulation 

and payout stage.  

Protecting Against Poverty.  All countries with individual retirement accounts guarantee a mini-

mum beneýt to workers who participate in the system.  This is usually ýnanced by the government, out of 

general revenues.  Most Latin American countries guarantee a minimum income from private accounts, 

while most Eastern and Central European countries maintain a þoor on the traditional pay-as-you-go 

beneýt.  Most countries with employer-based plans accompany these with a þat beneýt that is paid to all 

older residents regardless of earnings and contributions, although in some cases these beneýts have been 

partially replaced with means-tested beneýts.  Most commonly, the minimum pension varies between 20 

percent and 30 percent of the average wage.

Protections for Women.  Minimum beneýt guarantees are especially important for women, who 

are at a greater risk of old-age poverty than men due to their longer life expectancies and time spent out 

of the labor market.  In Latin American countries, wives are also protected by a group survivors insur-

ance policy that covers all workers and by a requirement that, upon retirement, husbands purchase a joint 

pension from their individual accounts.  Widows of retirees get a survivorôs beneýt ð but it is ýnanced 

by their husbands rather than by taxpayers.  Widows get to keep their own pension in addition to the joint 

pension.  In Chile, Argentina and Mexico, the minimum pension combined with the joint pension mean 

that the relative position of women is projected to improve after the pension reform. The lifetime beneýts 

of married women with full work careers are projected to equal to exceed the lifetime beneýts of men.  
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Introduction
Since 1980, more than 30 countries around the world have adopted 

some kind of privately managed plan, usually based on personal accounts, as 
part of their social security systems.  Each has done so in a different way.  As 
the United States considers Social Security reform, including some form of 
personal accounts, it may be useful to examine options that other countries 
have implemented.  This paper surveys the approaches they have used to 
resolve key issues, such as how to keep costs and risks low, protect vulner-
able groups and make sure that the accumulation in the account lasts for the 
individualôs lifetime.  The experiences of these countries do not offer answers 
to all our questions, but they do suggest the range of options available to us 
and some of their potential effects (both good and bad).   

Prefunding Social Security through investments that earn a market rate 
of return can help make the system more sustainable.  It would avoid passing 
a large debt on to our children, and could help to increase national saving, and 
therefore productivity and growth.  But if the government manages the funds, 
several dangers emerge that could negate these potential advantages: If invest-
ed exclusively in government bonds, the funds may end up increasing govern-
ment deýcits; if invested in the stock market, they may lead to conþicts of 
interest between government as regulator and as investor; and their use could 
be subject to political manipulation and the misallocation of capital. These are 
the main arguments for establishing personal accounts, with private manage-
ment of the funds.  

But private management of social security funds also entails potential 
problems.  Administrative costs may be high, thereby reducing ýnal pensions; 
ýnancial market risk adds uncertainty to retirement income; some workers 
may not accumulate enough to keep them out of poverty during old age; re-
tirees may use up their accumulation too quickly; and the transition ýnancing 
gap may increase the nationôs explicit debt.  

How we solve these potential problems determines whether the new 
system is good or bad and whether it improves or harms the welfare of future 
workers and retirees.  The devil is in the details.  Fortunately, we can learn 
from the experience of others. 

The Basic Structure of Personal Accounts
Most of the countries we examine in this study began with traditional 

pay-as-you-go deýned beneýt systems, similar to the United States.  When 
these countries reformed their retirement systems, they shifted part of the 
responsibility for beneýts to the private sector, usually to deýned contribution 
plans, also known as personal accounts.  But the proportion of beneýts that 
was shifted varied widely, as did the management of funds.  How much of 

ñMore than 30 countries have 
reformed their social security 
systems to prefund some ben-
eýts, usually from personal 
accounts.ò
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these systems remain as government-paid, pay-as-you-go beneýts?  How large 
are the personal accounts?  How are they managed?  And what explains the 
differences across countries?

Worker-Based versus Employer-Based Plans.  In the well-known 
case of Chile, the worker chooses the investment manager for the retirement 
funds, a pattern evident across Latin America and Eastern Europe.  When these 
public systems were reformed, they were typically near insolvency, beset by 
evasion and inequities, and publicly discredited.  Major change was needed.  

In Western European countries (Switzerland, Denmark and the Neth-
erlands), as well as Australia, the employer, sometimes together with a union, 
makes the investment choice [see Table I].  In these countries, employers are 
primarily responsible for private pensions, while the government continues to 
provide a separate public beneýt, as it did before the reform.  These are coun-
tries with long histories of employer-sponsored plans, traditionally deýned 
beneýt and often due to collective bargaining.  During the 1980s and 1990s the 
governments of these countries realized that while employer-sponsored plans 
provided good pensions for half of the labor force, they did little or nothing for 
the other half.  They also realized that, with aging populations, the bottom half 
of the income spectrum would become a growing ýscal burden unless private 
pensions were in place.  Therefore, they mandated that virtually all employers 
provide retirement plans for virtually all their workers.1  

In effect, this was an add-on for employers who didnôt already provide 
such plans.  The mandate was made explicit in Switzerland in 1985, and later 
on in Australia and Hong Kong.  It was achieved in a less formal way in Den-
mark and the Netherlands, but with similar effects.  In the United Kingdom, 
employers are not required to provide a pension plan, but they can opt out of 
the government plan by providing an equivalent private pension and they get a 
tax rebate if they do so.  British workers can opt out of the government system 
or their employerôs plan into their own personal plans. 

In most of these countries, employers who didnôt previously have pen-
sion plans have added deýned contribution plans.  And, many employers are 
transforming their preexisting deýned beneýt plans into deýned contribution 
plans, just as has occurred in the United States.  As this happens, control over 
investment choices for the personal accounts shifts toward workers.

Deýned Beneýt versus Deýned Contribution Plans.  Employers 
around the world have found that in globally competitive labor and product 
markets they are unable to credibly insure against longevity and investment 
risk, which is the goal of deýned beneýt plans.  If investment returns are lower 
than expected, or if workers live longer than expected, employers (facing 
competition from other ýrms without these pension burdens) will be unable to 
come up with the extra money needed to keep their promises in the long run.  
And if employers try to avoid these risks by conservative funding policies, 
their costs will be higher than those of competitors who accept higher risk, in 

ñIn Latin America and East-
ern Europe, workers choose 
a private manager to invest 
their personal accounts.ò
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the short run.  Regulations have placed increasing ýnancial burdens on deýned 
beneýt plans to make their promises credible.  Additionally, deýned beneýt 
pensions are difýcult for workers to carry from one job to another.  In contrast, 
deýned contribution plans are typically more portable and help employers 
avoid longevity and investment risk.  As a result, even though some employer-
sponsored deýned beneýt plans remain, they are gradually being phased out, 
and in this paper we sometimes refer to all private plans that are part of social 
security as personal accounts.2  

Although employers (sometimes together with unions) chose the trust-
ees and the investment strategy under deýned beneýt plans, it is likely that 
workers will increasingly demand this power as the shift to deýned contribu-
tions takes place ð since they bear the risk and receive the return.  In Austra-
lia, legislation has just given workers increased choice, and this will probably 
happen elsewhere as well.

Contribution Rates to Personal Accounts.  Table I depicts the con-
tribution rates to personal accounts, which vary from 2.5 percent in Sweden to 
10 percent or more in a number of other countries.  Assuming a worker works 
for 40 years, has real wage growth of 1.5 percent per year, realizes an invest-
ment return net of administrative expenses of 4.5 percent per year, and retires 
with 20 years of expected lifetime, these varied contribution rates will provide 
pensions from the accounts that range from 14 percent to 56 percent of ýnal 
salary.  Except for Sweden, no country plans to keep its contribution rate to 
the accounts below 4 percent.  In fact, it would not be efýcient to have smaller 
accounts, because the ýxed administrative expense per account would signiý-
cantly reduce gross investment returns.  (Sweden can do this only because its 
high average income results in fairly large accounts, even with a 2.5 percent 
contribution rate, and it has taken special measures to keep administrative 
costs low.) 

Contribution rates to the employer-sponsored plans tend to be higher 
than average, perhaps because deýned beneýt plans require higher contribu-
tion rates, given the aging labor forces in these countries.

Private Sector versus Public Sector Beneýts.  All countries have 
retained some kind of public beneýt, in addition to the new private beneýt.  
Table  I and Figure I depict the share of total beneýts an average worker can 
expect from his account.  The private share of beneýts is much larger than the 
private share of contributions, since the expected rate of return on the accounts 
is usually greater than what pay-as-you-go systems can credibly promise.  For 
example, in Sweden, which has the smallest private pillar in relative terms, 
about 14 percent of total contributions go into the accounts; but 30 percent of 
total beneýts are projected to come from the accounts.  

In most some cases the public beneýt is partly or wholly ýnanced out 
of general revenues, rather than by an earmarked contribution [see Table III].  
Often the public beneýt is progressive, so it provides a higher proportion of 

ñContribution rates to per-
sonal accounts vary widely 
among countries.ò
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TABLE   I

Nature and Size of Private Funded Pillar  
(personal accounts)

Notes:
a. Contribution rate is usually gross of fees, but in some cases fees are additional. In Chile fees totaling about 2.5 percent of wages are 

added to cover disability and survivors insurance and administrative costs.  In some cases, e.g., Bulgaria and Latvia, contribution rates 
start small but are supposed to rise. For employer-based plans in Western Europe, which include some deýned beneýt plans, a required 
contribution rate is not speciýed and contributions vary by year and age of worker ð usually between 10 and 15 percent of wages. In 
Switzerland 10 percent is the estimated average contribution, based on current total contributions by employers/total wage bill. 

b. High means 70 percent or more, low means 30 percent or less, medium means 40 to 60 percent. (See Figure I.) 
c. Except in Argentina and Colombia, all new entrants to labor market had to join new systems.  This column indicates cases where current 

workers were given a choice to voluntarily join the new system, versus cases where participation was mandatory.  In Mexico everyone 
had to switch but retained the right to return to the old system upon retirement if this yields a higher pension.  In Uruguay the switch was 
mandatory for high earners, voluntary for others.

d. The U.K. state earnings-related plan (SERPS) started in 1978. Employers were given the right to opt out at that time if they provided 
beneýts that were at least equivalent.  In 1988 workers were given the right to opt out of state plan or employer plan to start their own 
account.  Currently, the United Kingdom has worker and employer-based plans as well as the state plan. Workers or employers who opt 
out get age-related payroll tax rebates.  In Sweden the new system explicitly required an 18.5 percent contribution, of which 2.5 percent 
was allocated to the account; in that sense it was a carve-out.  However, this was a political compromise in which some inþuential par-
ties were unwilling to raise the total contribution above 16 percent without the accounts; in that sense it was an add-on.

Sources:  Contribution rates for Latin America and Eastern Europe are from Robert Palacios, ñPension Reform in Latin America: Design 
and Experiences,ò and Agnieszka Chlon-Dominczak, ñEvaluation of Reform Experiences in Eastern Europe,ò both in Pension 
Reforms: Results and Challenges (Santiago, Chile: Federacion Internacional de Administradoras de Fondo de Pensiones, 2003).  
Contribution rate for Netherlands is from van Ewijk, Casper and M. van de Ven. Draft paper on second pillar in the Netherlands, 
2005.  Contribution rate for Switzerland is based on personal communications with Monika Buetler.  Other contribution rates 
and beneýt shares from Estelle James and Sarah Brooks, ñPolitical Economy of Structural Pension Reform,ò in New Ideas About 
Old Age Security, Robert Holzmann and Joseph Stiglitz, eds. (Washington, D.C.: World Bank, 2001).  Numbers in other columns 
from miscellaneous country studies.

  Latin America
 Argentina 1994   7.7% medium C V W
 Bolivia 1997 10.0% high C M W
 Colombia 1994 10=>12%  high C V W
 Chile 1981 10.0+2.5% high C V W
 Costa Rica 2000   4.25% low C M W
 Dom. Rep. 2003   8.0% medium C V W
 El Salvador 1998 10.0% high C V W
 Mexico 1997   7.0%  high C M W
 Peru 1993   8.0% high C V W
 Uruguay 1995 varies medium C V+M W
  Eastern and Central Europe and Former Soviet Union
 Bulgaria  2002   2=>5.0% low C V W
 Croatia 2002   5.0% low C V W
 Estonia  2002   4.0+2% medium C+A V W
 Hungary 1998   6=>8 medium C V W
 Kazakhstan 1998 10.0% high C M W
 Kosovo  2001 10.0% high A M W
 Latvia  2001   2=>9.0% low C V W
 Macedonia  2003   7.0% medium C V W
 Poland  1999   7.3% medium C V W
  Western Europe and Asia-Paciýc
 Denmark 1993  9% medium A M E
 Netherlands 1986  14% medium A M E
 Sweden 2000    2.5% low C+Ad M W
 Switzerland 1985 10%a medium A M E
 UKd 1978-88 varies medium C V E or W
 Australia 1992   9.0% medium A M E
 Hong Kong 2000 10.0% high A M E

 Year Rate of Percent to Add-on (A)  Worker- or
 Operations Contributions Total Beneýts or Carve-  Mandatory Employer-  
 Began to Accountsa from Accountsb out (C) or Voluntaryc Based
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total pension income to low earners than to high earners.  For example, in 
Chile, which has the largest private pillar in relative terms, 100 percent of 
contributions go into the accounts and, for the average worker, the personal 
account pays 100 percent of beneýts.  [See Figure I.]  But the minimum 
pension guarantee, which is Chileôs public beneýt, is ýnanced from general 
revenues and will provide about 20 percent of the total beneýt for low earners.  

Table I and Figure I show that countries are basically divided into three 
groups: those where the personal accounts have almost the full responsibil-
ity (high) for supplying retirement beneýts, those where personal accounts 
have supplementary responsibility (low), and those where the responsibility is 
shared roughly equally between the public and private beneýts (medium).  

FIGURE   I

Share of Beneýt from  
Funded Accounts Across Countries

percentage of beneýt from private pillar for average worker

Sources: Simulations from Estelle James and Sarah Brooks, ñPolitical Economy of Structural Pension Reform,ò 
in New Ideas About Old Age Security, Robert Holzmann and Joseph Stiglitz, eds. (Washington, D.C.: 
World Bank, 2001 and data from Robert Palacios, ñPension Reform in Latin America: Design and 
Experiences,ò and Agnieszka Chlon-Dominczak, ñEvaluation of Reform Experiences in Eastern Eu-
rope,ò both in Pension Reforms: Results and Challenges (Santiago, Chile: Federacion Internacional de 
Administradoras de Fondo de Pensiones, 2003).  

Latin America

Eastern and Central Europe  
and Former Soviet Union

Western Europe  
and Asia-Paciýc

ñThe percentage of beneýts 
paid from personal accounts 
also varies.ò
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Most Latin American countries depend primarily on the personal 
accounts, following the Chilean example, where workers may 
divert (carve out) their full payroll tax to the accounts while the 
government simply provides a minimum pension guarantee. 

In contrast, some Eastern and Central European countries, as well 
as Sweden, depend primarily on the traditional beneýt, with the 
personal account playing only a modest supplementary role (in 
some cases, this role is projected to increase over time).  

In between are the industrialized countries of Western Europe and 
Australia, where responsibility is shared almost 50-50 between the 
public and add-on private beneýts.

How can we account for these differences in relative size of the pri-
vate beneýt and the use of add-on versus carve-out?  Countries of Eastern and 
Central Europe typically have large implicit pension debts due to aging popu-
lations and generous beneýts owed to workers and retirees in the traditional 
systems.  These countries were more likely to start relatively small private 
plans, because they could not afford the high transition costs they would face 
with a larger shift of contributions.  Nor could they afford an add-on in view of 
their already high payroll tax rates, which often exceeded 25 percent. 

The opposite is true for countries with younger populations and smaller 
pension debts, such as those in Central America.  Workers could and did divert 
most of their contributions to the accounts.  Finally, countries like Switzerland, 
the Netherlands and Australia were able to move toward a 50-50 division with 
an add-on approach.  They had relatively small contribution rates or ýnanced 
their public beneýts from general revenue, and they added mandates for sub-
stantial employer pensions that will provide about half of most workersô total 
pension.3 

Voluntary versus Mandatory Personal Accounts.  Practically every 
country that has established worker-based accounts used a payroll tax carve-
out ð diverting part of the contribution from the traditional system.4  Switch-
ing to personal accounts was usually voluntary for existing workers but man-
datory for new entrants to the labor force.  Once a person switched, this choice 
was usually irrevocable.5  Allowing individual choice over changing from pub-
lic to private plans reduces political opposition and transition costs, since some 
workers may choose not to switch.  However, the past 25 years have shown 
that, given the opportunity, the  vast majority of workers have  switched; 
almost all younger workers have switched; and in total, many more workers 
switched than was projected ð demonstrating their lack of conýdence in their 
old systems.  Therefore, transition costs have been higher than expected. 

Making the new system mandatory for new entrants to the labor force 
ensures that the old system will eventually phase out of existence.  Colombia 
and Argentina have not included this mandate and have kept the two systems 
existing side by side.  The old system has few participants, but imposes dupli-
cate administrative costs on everyone.

ñGiven the choice, most 
workers have switched to the 
new system.ò

ñMany countries have funded 
personal accounts by divert-
ing payroll taxes from the old 
system.ò



Reforming Social Security: Lessons from Thirty Countries     7

In contrast, countries that used employer-based plans as the basis for 
privately funded social security beneýts effectively imposed an add-on for 
employers who did not already offer such plans, and participation was man-
dated for virtually everyone.  (If an add-on is voluntary, it is no longer part of 
the mandatory social security system.)  While employers were required to add 
a beneýt, the cost of that mandate was undoubtedly passed back to workers in 
the form of lower wage growth over time.  For example, in Australia the new 
pension contribution by employers was an explicit trade-off for wage growth 
in an inþationary environment.  

Personal Account Investments in Chile 
Chileôs personal account retirement system has extensive regulations to reduce the disparities 

on investment returns across time and individuals.  Workers are required to invest their retirement sav-
ings with one of a small number of highly regulated pension fund administrators (known by their Chil-
ean acronym as AFPs). When the personal account system began in 1981, almost all the money was 
invested in bank deposits and government bonds, practically the only investments available in Chileôs 
then-undeveloped ýnancial markets.  However, ýnancial markets have developed in Chile over the past 
20 years and funds are now invested in a variety of instruments including mortgage-backed securities, 
equities and foreign securities. 

Until recently, each AFP could offer only one investment portfolio, and all portfolios were simi-
lar.  In 2002 Chile modiýed the rules to allow each AFP to offer ýve different portfolios with different 
degrees of risk. The allowable proportion in stocks for prime-age workers varies from 0 to 80 percent, 
although the equity limit is 60 percent for workers near retirements and 40 percent for pensioners on 
gradual withdrawal.  The default limit on stocks for workers who do not choose is 60 percent, 40 per-
cent and 20 percent, for these three groups, respectively.

Chile, like some other countries, requires AFPs to guarantee a relative rate of return, which sets 
limits on the degree to which an asset manager can deviate from the industry average.  For example, 
if an asset manager in Chile beats the industry average return by more than 50 percent or 2 percentage 
points (whichever comes ýrst), it must put the excess into a special reserve fund.  Conversely, when 
the manager earns 2 percentage points less than the industry average, it must make up the difference 
by drawing down the reserve fund and then by dipping into ownersô equity, if necessary.  This has led 
to ñherding,ò such that all AFPs have offered very similar portfolios.  When multiple portfolios were 
authorized to solve the herding problem, different rate-of-return bands were established for each type 
of portfolio. While herding may have reduced investment choices in the past, the purpose of this guar-
antee ð to reduce volatility across time and disparities across individuals ð remains worthwhile in a 
mandatory system. In a country like the United States, with well-developed ýnancial markets, indexing 
to a benchmark such as the S&P 500 or the Wilshire 4500 would be a better way to accomplish this 
goal.  Such benchmarks did not exist in Chile in 1981.

Over the ýrst 22 years of the private systemôs existence, the annual rate of return after fees aver-
aged 10 percent above inþation ð far above the rate that any country could maintain in the long run.  
However, even lower returns can ensure comfortable retirements for workers who contribute over their 
entire working life.  Currently, the AFPs manage more than $50 billion in assets.



8     The National Center for Policy Analysis

How Much Choice among Investment Portfolios?  When the Latin 
American and Eastern European countries initiated their personal account 
systems, their ýnancial markets were undeveloped, with limited ýnancial 
instruments.  And, few workers had any investment experience.  As a result, 
investment choices were tightly circumscribed, with strict limits placed on 
equities, derivatives and foreign investments.   Bank deposits and government 
bonds were the main investments.  Diversiýcation was limited because ýnan-
cial instruments were limited and international investment, which would have 
permitted much greater diversiýcation, was restricted.  Moreover, relative rate 
of return guarantees (described below) led most asset managers to offer similar 
portfolios ð giving workers little choice.  [See the sidebar, ñPersonal Account 
Investments in Chile.ò]  The basic ethos at the beginning was to be cautious, 
prevent disasters and wide disparities across individuals, and liberalize later as 
workers developed ýnancial experience.  

In some cases, most notably Chile, ýnancial markets have developed 
considerably over the past 20 years, in part due to their pension reforms. 
Consequently, countries are now gradually liberalizing these restrictions, with 
Chile taking the strongest steps in 2002, when it opened the door to multiple 
portfolios, including some with considerable equity and international exposure.

Employer-sponsored plans, in contrast, were mandated in countries 
with well-developed ýnancial markets and employers who had years of experi-
ence operating in those markets.  So a much wider range of investment choice 
and diversiýcation was permitted from the start.  

In worker-based deýned contribution plans it is desirable for individu-
als to have some discretion over investment portfolios, allowing workers with 
different degrees of tolerance for risk to make different risk-return trade-offs.  
However, the British experience, where workers could choose between their 
own account, their employerôs plan and the state plan, illustrates that uncon-
strained choice is not necessarily better.  Many inexperienced workers chose 
poorly.  Choices need to be carefully structured to enable inexperienced inves-
tors to use it well.  [See the sidebar, ñThe British System.ò]

Lessons for the United States.  Compared with other industrialized 
countries, the United States currently has a trust fund surplus and a relatively 
small pension debt stemming from our younger population ð which makes it 
easier to divert some of the current payroll tax into personal accounts.  On the 
other hand, we have a relatively low contribution rate, which makes an add-
on easier.  Our public beneýt rate is relatively low, which limits the degree to 
which it should be cut. Viewed from this comparative perspective, the United 
States should be able to move toward personal accounts that have a contribu-
tion rate of around 4 percent (which could be phased in), on the basis of a 
mixed add-on plus carve-out.  This would cover about half of the total expect-
ed beneýt for the average worker.6

ñChile allowed more invest-
ment choices as ýnancial 
markets developed.ò
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The British System
The experience of the United Kingdom shows that personal retirement accounts can be good or 

bad, depending on how they are designed.   

Until the late 1970s the United Kingdom had only a simple ñþatò (uniform) social security beneýt 
ð about 24 percent of the average wage, supplemented by generous, voluntary employer-sponsored 
deýned beneýt pensions that covered about half the labor force.  In 1978 the government added an earn-
ings-related component ð the State Earnings-Related Pension Scheme (SERPS) ð to the þat public 
beneýt.  Employers who offered equivalent beneýts could opt out of SERPS and get a tax rebate.  Begin-
ning in 1988, workers were also allowed to opt out of their employerôs plan or SERPS by putting a tax 
rebate (like a carve-out) into a personal account.  Initially, there were few regulations on the accounts 
and little oversight.  

About three-fourths of all workers have taken up one of the private options (the employer plan 
or their own plan).  However, low-income workers generally would have done better by staying in 
SERPS, which has a progressive beneýt formula, and workers with long-tenured jobs would have done 
well to stay in their employerôs plan, since they lost their accumulated beneýts when they opted out.  
But the commissioned salesmen who sold the personal accounts didnôt mention these details.  Nor did 
they mention the high fees many accounts carried, that will reduce ýnal pensions by 25 to 30 percent or 
more.  Many workers made the wrong decision, switched and lost billions of pounds in forgone beneýts.  
The lesson is that unfettered choice is a mistake in a mandatory old age security system because many 
workers are inexperienced in assessing ýnancial alternatives. Structured choice is needed to prevent big 
mistakes and high fees.

U.K. workers can also opt back into SERPS.  The system gives them incentives to do so.  You 
earn more by putting your contribution into your personal account when you are 20, since it will com-
pound interest for 45 to 50 years.  But when you are 50 you get a better deal by putting it into the gov-
ernmentôs pay-as-you-go system, which gives you the same credit for a year of contributions regardless 
of age.  Older workers are now switching back and that will be costly for the public treasury.

In 1981, the government changed its þat beneýt, which had been indexed to wages, to price-in-
dexation.  Wages generally go up 1 to 2 percent per year faster than prices, due to productivity gains.  As 
a result of the change, the basic pension is now barely 15 percent of the average wage  ð considerably 
below the poverty line or the average standard of living.  In fact, it is lower than the income threshold 
for means-tested (welfare) beneýts. The British have practically eliminated the unfunded liability of their 
basic beneýt. But more than one-third of British pensioners receive means-tested beneýts and this pro-
portion is expected to increase. 

The British system was designed with too much choice and too little safety net.  But no Brit-
ish government has proposed getting rid of personal accounts.  That is because it would require a large 
increase in the current tax rate to pay the full pension that people expect through a public pay-as-you-go 
system.
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We could move directly toward a new system of personal accounts that 
workers manage themselves, or we could build on existing employer-spon-
sored plans.  First some comments on the latter option. 

The most common employer-sponsored plans are 401(k) plans, under 
which contributions are deducted from employeesô wages before taxes and 
are deposited in mutual funds, often with a matching contribution from the 
employer.  These plans appear to be working well for much of the labor force.  
But some participants make poor investment choices or face high administra-
tive costs, and therefore experience low net rates of return.  Some concentrate 
their investments in the company where they work, thereby increasing their 
risk because of the lack of diversiýcation. Some young and low-income work-
ers do not participate, or withdraw their savings before retirement, and many 
small employers do not offer any retirement plan for their workers.  If we 
wanted to make employer-sponsored 401(k) plans part of our Social Security 
system, we would have to regulate them more tightly and make participa-
tion mandatory.  Small employers who do not currently have such a plan 
(and larger employers who want to avoid the administrative burden) could be 
required to ñadd-onò contributions to low-cost pooled index funds, patterned 
after the Thrift Saving Plan (the retirement plan for federal civil servants).  
This approach would eventually achieve lower administrative costs than exist-
ing 401(k)s and could gradually replace many existing employer plans.  

In contrast, if we choose to develop a new system of worker-based ac-
counts, this could be done through an add-on or a carve-out or a mixture of the 
two.  If a carve-out is used, switching could be voluntary, to defuse opposition 
from workers who do not want to face ýnancial market risk.  If they did stay in 
the old system, transition costs (discussed later in this study) would be reduced 
ð but in making projections we should anticipate that most workers under 
the age of 50 are likely to switch.  The choice to participate in these accounts 
should be irrevocable and mandatory for new labor market entrants or for all 
workers under a designated age, such as 35. 

If we ýnance the accounts partly through an add-on, participation for 
all workers under some age such as 35 would have to be mandatory from the 
start (otherwise it would simply be part of voluntary retirement saving, which 
we have now, and is unlikely to expand coverage).  In either case, some degree 
of mandate would be involved and low risk investment options, such as inþa-
tion-indexed treasury bonds would have to be offered for those who preferred 
to avoid ýnancial market risk.

The United States has the most sophisticated ýnancial markets in the 
world.  But many workers, especially low-income workers, have had little 
investment experience.  Therefore we would be wise, especially at the begin-
ning, to give workers very limited choices, to prevent big mistakes and dispa-
rate outcomes.  Unlike Latin America, all the permitted portfolios in the United 
States should be broadly diversiýed among industries and sectors ð the best 

ñA 4 percent contribution 
to personal accounts would 
fund about half the scheduled 
retirement beneýts of U.S. 
workers.ò
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recipe for reducing risk ð and indexed to well-known benchmarks.  The 
Thrift Saving Plan for U.S. federal employees is a good model.  It started with 
only three portfolios ð money market, large cap stocks and bonds ð which 
individuals could mix in varying proportions.  It has just added two additional 
portfolios ð a foreign fund and a small cap fund ð and is on the verge of 
adding a life cycle fund that combines the underlying funds in different pro-
portions automatically as the individual ages.  Other risk-reducing techniques 
using modern ýnancial tools should also be considered (see section on guaran-
tees).

Reducing Administrative Expenses
If administrative expenses consume 1 percent of assets annually, they 

reduce a 4 percent rate of return by 25 percent (to 3 percent) and ýnal pen-
sions by 20 percent for a full-career worker who contributes throughout his 
working life.  It is obviously important to keep the costs and fees charged to 
worker-contributors under control, and this has been a source of considerable 
controversy and criticism in the overseas pension systems. Comparisons of 
costs and fees across countries are difýcult because data are not always avail-
able.  Moreover, fees are based on contributions in some cases and on assets in 
other cases, and converting contribution-based fees to equivalent asset-based 
fees depends heavily on how long workers keep their money in the system 
after the fee is charged.7  In most of this paper we compare systems in terms 
of their equivalent asset-based fees for full-career workers, because this im-
mediately tells us how much the fees reduce gross returns and eventually the 
pension. The following generalizations emerge from a variety of studies [see 
Table II]. 

Retail versus Wholesale Securities Markets.  Costs are much higher 
in worker-based systems that use the retail market than they are in employer-
sponsored plans that use the institutional market. Latin Americans used the 
retail market because they had poorly developed ýnancial systems.  The 
institutional market was not available unless they sent their money abroad.  In 
the retail market, fund managers must attract and sell to individual workers, 
one sale at a time, and they incur high marketing expenses to accomplish this 
ð often more than 50 percent of total costs ð which they pass on to work-
ers in the form of higher fees.  In contrast, the employer-sponsored plans 
described above use the wholesale or institutional market and get much lower 
costs.  For example, costs are less than 0.1 percent of assets in the U.S. Thrift 
Saving Plan for federal employees and 0.3 percent to 0.7 percent of assets 
in large company or industry plans in the United States, Western Europe or 
Australia.  But 2002 personal account administrative costs were 1.2 percent in 
Chile, 2.5 percent in Mexico and 4.3 percent in Poland ð though now lower.8  
We can structure our personal account system to reap the cost beneýts of the 
institutional market ð as several countries described below have begun to do.  

ñAccount fees can be  
reduced by limiting invest-
ment choices.ò


