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FOREWORD 

The Organisation for Economic Co-operation and Development (OECD) and the International 

Organisation for Pension Supervisors (IOPS) organized the Global Forum on Private Pensions in Sydney, 

Australia on 2-3 November 2010. The topics of the conference addressed a wide range of issues of high 

relevance to the pensions policy debate in both developed and emerging economies.   

The main goal of the Global Forum was to discuss issues relevant to DC pension plans, in particular, 

to strengthen retirement income from these plans with a focus on Asia Pacific. The economic and financial 

crisis has shaken the confidence that future pensions are secure. The damage to confidence is more 

pronounced in funded pension systems and, in particular, in defined contribution (DC) pension plans. 

People with DC pension plans saw their accumulated pension saving disappear as they were heavily 

exposed to risky assets. Unfortunately, even people very close to retirement had exposure to equities. As 

DC pension plans are becoming the more prevalent source to finance retirement in many OECD countries, 

identifying and addressing the potential problems that DC pension plans may have has become an urgent 

policy issue. 

The first session of the Global Forum focused on the development of the pension industry across 

several Asia Pacific countries. Representatives from the International Social Security Association, the 

Central Provident Fund Board of Singapore, the Securities Commission of Malaysia, Ministry of Finance 

of Vietnam, the Pension Fund Regulatory and Development Authority (PFRDA) of India, and the Ministry 

of Finance of Indonesia discussed the main challenges for pension provision in their respective countries. 

Among them three were pointed out as the more important ones: coverage, adequacy, and the transition 

from the accumulation to the payout phase.  

Countries need to increase coverage in retirement provision. Low coverage is a result not only of 

informality in the labour market but also of income levels. Innovative ideas to improve coverage include 

government providing a one-off matching contribution to entice people to begin saving for their retirement. 

The second important challenge highlighted was adequacy, to make sure that people retire with 

adequate income. Inadequate retirement income is the result not only of low contributions but also of the 

widespread possibility of early withdrawals to face contingencies, mostly housing. While this makes 

saving for retirement attractive it may also render the amount of final saving inadequate to finance 

retirement. 

Finally, the third main challenge highlighted was the transition from the accumulation phase to the 

pay-out phase. The phase-out is as important as the accumulation phase and the main challenge in the 

phase-out is longevity risk. This is why countries stressed the need to promote annuitization, but also 

taking into account the attractiveness that phased draw-downs have for many retirees. In this context, the 

OECD recommends combining buying a deferred life annuity that begins paying at later ages, providing 

thus protection from longevity risk, and with the remaining assets have a phased withdrawal in the first 

decades of retirement, providing flexibility and liquidity to face contingencies. Finally, in the context of 

promoting annuitization, participants look forward to see how the Singaporean experience with mandating 

a centralised provision of annuities at retirement works. 

Session 2 of the Global Forum discussed the challenges of supervising defined contribution pensions. 

Representatives from Australia, Hong-Kong and Romania outlined how the issues of liquidity risk, conflict 

of interest and outsourcing can be particularly challenging for supervisors; explaining how they used a 

range of supervisory tools – from surveys and guidance to licensing requirements and governance checks – 

to make sure pension funds are addressing these risks adequately. 
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Session 3 focused on guarantees in DC pension plans highlighting the importance of taking into 

account the overall pension system. John Piggot from the University of New South Wales made the main 

presentation on guarantees, introducing some recommendations from the recent OECD work on the area. 

The first issue to be highlighted is that there are many types of guarantees, ranging from minimum income 

guarantees to minimum return guarantees, guarantees in the payout phase and guarantees on the payout 

phase, and guarantees stemming from public pensions and from private pensions. Guarantees may also 

focus on protecting against inflation. One of the main messages from the OECD work on guarantees and 

from the discussion is this session is that guarantees in DC pension plans need to be assessed in the context 

of overall guarantees in the system, in particular those provided by the public sector. The presentation from 

the representative of the National Bank of Slovakia highlighted an important aspect of guarantees: they 

have an effect on incentives that we need to account for when assessing them. Relatively simple and clear 

guarantees like in the Slovak Republic turn out to have a non-desired impact in the investment behaviour 

of pension funds.  Ms. Solange Berstein from the Chilean Superintendency stressed the importance of 

public sector minimum income guarantees for supporting private pension provision. Private provision may 

not be the adequate framework to address issues of low income and poverty. Public provision and public 

sector guarantees are the place to address poverty issues. Finally, the representative from the Australian 

Institute of Actuaries highlighted the complication of guaranteeing minimum returns for such long periods 

and the importance of financial instruments to hedge investment and interest rate risks.  

Session 4 discussed the main challenges and issues to consider when assessing retirement readiness of 

different age-cohorts across countries. The OECD is preparing a pilot project to assess whether different 

age cohorts, including those already retired across several OECD countries have enough financial 

resources to finance their retirement. The sources considered to assess retirement readiness include public 

and private pensions, as well as other wealth such as housing. The speakers in this session brought 

different views that the OECD project should bear in mind. 

Brigitte Miksa, Head of International Relations at Allianz Global Investors, argued that pure 

indicators based on weighting different aggregate parameters across countries (e.g. adequacy, sustainability 

and efficiency) are quite useful in having an aggregate overview of the appropriateness of countries’ 

pension systems.
1
 Although, these types of indicators are useful in assessing pension systems in general, 

they miss the key goal of the OECD project that makes it such an interesting and challenging project: 

assessing at the individual level with actual individual data how much they have to finance their retirement.  

Prof. Munnell from the Center for Retirement Research at Boston College presented the main 

challenges they faced when constructing such an index. The CRR index of the preparedness of the USA 

population to face retirement needs is in line with the OECD project. Alicia Munnell encouraged the 

OECD to pursue its project but warned that there are many assumptions to include in the work that may 

need to be supported by appropriate studies. Moreover, she also highlighted the importance of having 

adequate data, in particular data with labour histories. Finally, Mr. Tuesta form BBVA discussed their 

experience of assessing retirement readiness in Latin American countries. Their work is again slightly 

different from the OECD project as they focus on calculating hypothetical replacement rates, more in line 

with the OECD pension models portrayed in Pension at a Glance. Finally, during the discussion, many 

participants stressed the importance of health care costs and the differences across countries to properly 

assess whether the financial resources available to finance retirement are appropriate or not.  

Finally, session 5 discussed a series of tentative recommendations on improving the design of DC 

pension plans introduced by the OECD Secretariat. These tentative recommendations are the result of the 

work of the last three years carried out by the Working Party on Private Pensions where regulators, policy 

makers and the OECD Secretariat meet to discuss issues concerning how to improve and protect retirement 

                                                      
1
 For example, the Mercer index evaluating pension systems across countries 
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provision. The main goal of improving the design of DC pensions is to strengthen the retirement income 

from these plans. The main recommendations include having a coherent design, establishing default life 

cycle investment strategies, annuitize part of assets accumulated in DC pension plans, and contribute and 

contribute for long period. The discussants Olivia Mitchell from Wharton School, Hazel Bateman from the 

Australian Centre for Pensions and Superannuations, and Alicia Munnell from the CRR, discussed those 

recommendations adding interesting supporting arguments. 

The coherence in the design of DC pension plans needs to be global as DC plans are part of the 

overall pension system a country has, as well as internal as the design of DC plans need to take into 

account both the accumulation as well as on the pay-out phases. It may not make much sense to have a 

strictly regulated mandatory accumulation phase coupled with a fully flexible payout phase, in particular 

when one of the main concern is to provide a reasonable retirement income minimising risks like longevity 

risk. 

There was agreement that default investment strategies are necessary, in particular given the 

unwillingness and inability of many people to make decisions (financial literary and financial knowledge is 

quite low across the board). Among investment strategies, life cycle strategies are useful, but in the case 

that the main policy goal is to attenuate the impact on retirement income of large negative shocks. 

However, participants agreed that life cycle strategies are far from the panacea that solves all problems 

with DC plans. 

The discussion also highlighted the need of annuities to protect retirees from longevity risk – this 

issue was discussed in the first session as one of the main challenges in Asia Pacific countries. In this 

regard, the issue of how annuity providers can hedge longevity risk and the existence of sufficient or 

appropriate financial instruments to hedge longevity risk took central stage in the discussion without ever 

reaching a specific solution. 

Finally, there was general agreement that one of the main recommendations from the work of the 

OECD working party “contribute and contribute for long periods” is the key for adequate retirement 

income. This is such an important and, to some extent, simple recommendation that it is necessary to 

highlight it: without enough money going in, people may not accumulate enough resources to finance 

retirement, retirement that keeps getting longer thanks to the increases in live expectancy. The discussion 

on the first session of the Forum focused on the need for adequate contribution and on how to encourage 

people to contribute enough. 

This conference proceedings publication brings together papers which were presented at the Global 

Forum. 

We hope that this publication will provide a good opportunity for readers to debate on these 

interesting and important topics. 
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The following background documents were used at the Global Forum, and are included in this 

conference proceedings publication: 

 Pensions in Asia/Pacific: Ageing Asia must face its pension problems, OECD. 

 Experiences of Social Pension in Viet Nam (2001-2009). 

 About the Central Provident Fund, Singapore.  

 IOPS Working Paper 12: Managing and Supervising Risks in Defined Contribution Pension 

Systems 

 Protecting Retirement Income: Improving the Design of DC Pension Plans, OECD. 

 Report on Outsourcing by IORPS, CEIOPS 

 



Pensions in Asia/Pacific 
Ageing Asia must face its pension problems 

Many of Asia‟s retirement-income systems are ill prepared for the rapid population ageing 

that will occur over the next two decades. The demographic transition – to fewer babies 

and longer lives – took a century in Europe and North America. In Asia, this transition will 

often occur in a single generation. Asia‟s pension systems need modernising urgently to 

ensure that they are financially sustainable and provide adequate retirement incomes.   

In some countries – China, Vietnam, Pakistan, 

Chinese Taipei – pension levels are high relative 

to earnings. Early retirement ages, especially for 

women, provide additional financial pressure. 

These systems are unlikely to be sustainable as 

populations age and retirement-income provision 

matures.   

Yet many Asia/Pacific countries also face a 

problem of adequacy of retirement incomes. 

There are four reasons why current pension 

systems are unlikely to deliver a secure income in 

old age. 

 Coverage of formal pension systems is 

relatively low. 

 Withdrawal of savings before retirement is 

very common. 

 Pension savings are often taken as lump sums 

with the risk that people outlive their 

resources.   

 Pensions in payment are not automatically 

adjusted to reflect changes in the cost of 

living. 

Ageing Asia must face these pension problems to 

deliver secure, sustainable and adequate 

retirement incomes for today‟s workers.  

Asia‟s ageing will be at its most rapid between 

2010 and 2030. Given the long lag in pension-

policy planning, there is now a narrow window 

for many Asian countries to avoid future pension 

problems and repeating many of the mistakes 

made in Europe and North America. But it will 

soon be too late.   

Pensions in Asia/Pacific 

National pension provision in Asia/Pacific is very 

diverse. Nine countries have public schemes that 

pay earnings-related pensions. They are called 

„defined-benefit‟ (DB) schemes because the value 

of the pension is defined relative to individual 

earnings.  

Table 1. Pensions in Asia/Pacific 

Country Type of pension scheme

Public Private

DB DC DC

East Asia/Pacific

China 

Hong Kong, China 

Indonesia 

Malaysia 

Philippines 

Singapore 

Chinese Taipei 

Thailand 

Vietnam 

South Asia

India  

Pakistan 

Sri Lanka 

OECD Asia/Pacific

Australia 

Canada 

Japan 

Korea 

Mexico 

New Zealand

United States   
Source: Pensions at a Glance: Asia/Pacific Edition, OECD, 2008  



2 

 

The next most common kind of scheme is again 

publicly managed, but benefits depend on the 

amount contributed and the investment returns 

earned. These are known as „defined-

contribution‟ (DC) schemes. Three countries also 

have defined-contribution pensions, but managed 

by the private sector. Finally, New Zealand does 

not have compulsory pension contributions, but 

instead pays a flat-rate benefit to all retirees.   

This diversity makes it hard to compare pension 

systems between countries and evaluate their 

performance. Nevertheless, there are valuable 

lessons to be learned from different countries‟ 

pension-system design and their experience with 

reforming retirement-income regimes.   

A key indicator of pension systems is the 

„replacement rate‟. This shows the value of the 

pension for specific individuals as a percentage of 

their earnings when working. The calculations are 

shown for a worker entering the labour market 

today and spending a full career under the set of 

pension parameters and rules that includes all 

legislated changes.   

Figure 1 shows the calculated replacement rates 

for average earners. The OECD Asia/Pacific 

countries all have very similar replacement rates, 

bunched around 40%. However, this is well below 

the average for the 30 OECD countries as whole, 

which is 60%.  

For men, replacement rates in most other 

Asia/Pacific countries are substantially above the 

levels in the OECD. They are around two-thirds 

or more in China, Pakistan, the Philippines, 

Chinese Taipei and Vietnam, for example.   

On the other hand, there are also countries in 

Asia/Pacific with very low replacement rates. In 

Singapore, for example, only a small part of the 

contribution to the provident fund is ring-fenced 

to provide retirement income. In practice, people 

might not spend the maximum allowed on other 

things, such as housing and healthcare meaning 

that retirement incomes in practice may well be 

higher than those shown.  

The low replacement rate for Indonesia reflects 

the small size of the mandatory contribution.  

The average replacement rate is 47% in East 

Asia/Pacific, 52% in South Asia and 40% in the 

OECD countries of the region.   

Replacement rates for women tend to be lower 

than men‟s in Asia/Pacific, which, as we shall see, 

is primarily a result of women having earlier 

pension ages than men. In OECD countries, in 

contrast, pension ages for men and women are 

(or will be) the same.   

Figure 1. Replacement rates 

0 25 50 75

East Asia/Pacific
Chinese Taipei

Vietnam
China

Philippines
Thailand

Hong Kong, China
Malaysia

Indonesia
Singapore

South Asia
Pakistan

Sri Lanka
India

-OECD Asia/Pacific

Korea
Canada

Australia
United States
New Zealand

Mexico
Japan

Men

Women

Both

 
Source: Pensions at a Glance: Asia/Pacific Edition, OECD, 2008  

 

Pension ages and retirement 

The most common pension age in OECD 

countries is 65, although Germany, the United 

Kingdom and the United States will all increase 

pension age to 67 in the future. In contrast, the 

average pension age for men in Asia/Pacific 

countries outside the OECD is around 59 while 

for women it is just 57. However, countries 

outside of the OECD are projected to have 
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somewhat shorter life expectancies and so it 

might be reasonable for them to have earlier 

pension ages.  

Combining information on national pension ages 

and life expectancy, it is possible to calculate the 

expected amount of time that people will spend 

in retirement. Figure 2 shows that this averages 

19.4 years for men across the countries studied. 

However, in OECD countries the average is just 

18.3 years, compared with 20.3 years in the 

Asia/Pacific countries outside the OECD. The 

average pension age for men is six years earlier in 

non-OECD countries than in OECD members 

shown. Shorter life expectancy cuts the difference 

in retirement duration between the two groups 

of countries, but does not eliminate it.   

For women, the differences are starker: pension 

age is seven years younger on average for women 

in countries outside the OECD. Expected 

retirement duration is 22.5 years for women in 

the OECD countries, compared with 18.3 years 

for men.  

This mainly reflects differences in life expectancy 

between the sexes. But for the other Asia/Pacific 

countries, expected retirement duration for 

women is 25.6 years, a full three years longer 

than in the OECD countries shown. This reflects 

both women‟s longer life expectancy and earlier 

pension age in a number of countries.   

Figure 2 shows that pension eligibility ages are 

exceptionally low for both men and women in 

Malaysia and Sri Lanka. Indeed, women in Sri 

Lanka, who can retire at age 50, can expect 33 

years of retirement, most likely a longer period 

than they were working and contributing. In 

addition, women‟s pension ages are conspicuously 

low in China, Thailand and Chinese Taipei.   

Furthermore, these results almost certainly 

understate the differences in retirement 

durations between countries. In the OECD 

countries, an average of 70% of the working-age 

population is a member of the pension system, 

equivalent to more than 90% of people who are 

economically active (see discussion below).  

In South Asia, coverage of the pension system is 

just 7.5% of the working-age population or 13% 

of the economically active. Coverage is higher on 

average in East/Asia Pacific than in South Asia: 

18% of people of working age or 35% of labour-

market participants. But this is still well short of 

the experience in OECD countries.   

 

Figure 2. Expected time in retirement 

Men Women 

50 55 60 65 67

15

20
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30

35

Sri Lanka
Malaysia

Thailand

Indonesia
India

France

China
Vietnam

Pakistan

Singapore

Chinese 

Taipei

Japan

UK US

Germany

Hong Kong
AustraliaCanada
NZ

Korea
Mexico

Philippines

Average: 19.4 years

Expected retirement

duration, years

Normal pension eligibility age, men  
50 55 60 65 67

Normal pension eligibility age, women

UK US

Germany

Japan

Sri Lanka

Chinese 

Taipei
Malaysia

Thailand
China

Vietnam
Indonesia Pakistan

India

France

Mexico

Singapore

Philippines

CanadaAustralia

Hong Kong NZ
KoreaAverage: 24.1 years

 
 

Source: OECD analysis of World Bank/UN population database 
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The results in Figure 2 are based on population 

mortality data. This is not a problem when 

analysing OECD countries that have 

near-universal coverage. However, the groups 

that are covered by the pension system outside 

the OECD are a minority, and a privileged one. 

Their life expectancy is therefore higher than that 

of the population as a whole. Figure 2 therefore 

understates the differences in expected 

retirement duration between OECD and non-

OECD countries: in practice, they will be larger 

than the two years for men and three years for 

women calculated.   

Financial sustainability 

A simple indicator of long-term costs of providing 

retirement incomes is the steady-state rate of 

contributions that would be needed to pay for 

pensions.   

Figure 3 demonstrates that many of the 

Asia/Pacific pension systems are unlikely to prove 

sustainable in the long term. For example, China 

currently aims to pay a replacement rate of 68% 

for men and 45% for women from age 60 and 55 

respectively. Allowing for the costs of mixed 

price/earnings indexation of pensions in payment, 

the cost of providing such a benefit is nearly 50% 

of earnings (assuming contributions from age 20 

to the normal pension age of 55 or 60). This 

measure of the steady-state contribution rate is 

also high in other Asia/Pacific countries.  

In many cases – China, Vietnam, Pakistan and 

Chinese Taipei – this is due to high target 

replacement rates. However, early pension ages – 

especially for women – also have an important 

effect. Also, indexation of pensions in payment to 

a mix of wages and prices rather than prices 

alone in China and the Philippines adds to costs.   

Furthermore, this simple measure of financial 

sustainability tends to understate the costs of 

retirement incomes. First, pension entitlements 

are calculated for a single person, and so the cost 

of paying couples‟ and survivors‟ benefits is not 

taken into account. Secondly, the analysis does 

not allow for differences between countries in 

the evolution of the size of the working-age 

population. The necessary contribution rates will 

tend to be higher than those shown because of 

declines in workforce size.   

Figure 3. Required contribution rates 

0 10 20 30 40 50

Japan

United States
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Vietnam

China

 

Source: OECD pension models 

Modernising pensions 

There are a number of features of Asia/Pacific 

pension schemes that fall short of international 

standards and best practice. Three issues stand 

out.   

First, nearly all defined-benefit schemes are based 

on final salaries.   

Secondly, people can and do withdraw benefits 

early, leaving little money for retirement. This 

begs the question whether these are really 

pension plans at all. Similarly, many systems pay 

lump-sum benefits rather than a regular 

retirement income, exposing pensioners to the 

risk of outliving their retirement savings.   

Thirdly, the adjustment of pensions in payment to 

reflect changes in costs of living is discretionary 

or ad hoc, leading to the risk that inflation erodes 

retirement income over time, leaving the very old 

in poverty.   

Earnings measures 

Calculating retirement benefits in earnings-related 

pension plans on the basis of „final‟ salary is 
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readily understandable and used to be common 

practice around the world. It is much more 

difficult to maintain lifetime salary records and to 

do the requisite pension calculations than to base 

benefits on the last salary. Moreover, basing 

pensions on final pay offers an easy way of dealing 

with the effect of inflation on pension 

entitlements earned earlier on in the career. Of 

the Asia/Pacific countries, only Vietnam will in 

future base pensions on average salary. India, 

Pakistan, the Philippines, Chinese Taipei and 

Thailand use final salaries.   

Most OECD countries have now shifted to 

calculating pension entitlements using lifetime 

average earnings. Some 18 of them use the full 

lifetime, and a further three – including Canada 

and the United States – use 30-35 years of 

earnings. The main exceptions are Greece and 

Spain, which still use the final 5 and 15 years‟ 

salaries respectively.   

The motivation for this change was the 

undesirable effects of final-salary plans. The higher 

paid tend to have earnings that rise more rapidly 

with age, while age-earnings profiles for lower 

paid manual workers tend to be flat. There is thus 

redistribution from low to high earners with final 

salary plans.   

Having lifetime earnings as the contribution base 

and final earnings as the benefit base also 

discourages compliance in earlier years with large 

incentives to under-report earnings. It 

encourages strategic manipulation, with 

employees and employers artificially boosting pay 

in the final years to secure higher pensions. These 

effects both reduce contribution revenues and 

lead to higher expenditures.   

Furthermore, record-keeping has improved 

through the adoption of information technology, 

allowing files covering longer periods to be 

maintained rather than relying on final salary. 

Secondly, computerisation allows „valorisation‟ or 

indexation of earlier years‟ earnings to be 

calculated easily to protect pensions from 

inflation during the time from when rights are 

earned to when benefits are received. This means 

that pension formulae based on final salary are no 

longer needed as a way of protecting against 

inflation.   

Withdrawals 

The word „pension‟ to most people means a 

regular payment. In this sense, many Asian 

countries do not provide pensions.   

In Malaysia and Sri Lanka, benefits are paid as a 

lump sum at the time of retirement. Workers in 

Indonesia receive a mix of a single lump sum or 

an annual payment over five years. A certain 

minimum amount has to be taken as annual 

payments over 20 years in Singapore, but the rest 

can be taken as a lump sum. Workers in Hong 

Kong also have a lump-sum option.   

Most countries around the world, however, pay 

out pensions in the form of „annuities‟: regular 

payments until the death of individual members 

or of their survivors. Economists believe that 

annuities make people better off. The intuition is 

straightforward. Individual life expectancy is 

uncertain. So people would have to spend 

accumulated wealth slowly after retirement to 

ensure an adequate income should they live a 

long time. But this kind of self-insurance is costly 

because it increases the chances that people will 

consume less than they could have if they knew 

when they were going to die. This cost can be 

reduced with annuities, which pool risk across 

individuals.   

An annuity is a kind of insurance against the risk 

of exhausting savings in old age. The benefit of 

this „longevity insurance‟ depends on how risk-

averse people are. The more cautious would 

spend less of their savings in the early years of 

retirement if there were no annuities to avoid 

running out of money toward the end of their 

lives. The benefit of an annuity also depends on 

interest rates, life expectancy and how much 

people plan for the long term. Under reasonable 

assumptions, access to an annuity has been shown 
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to improve welfare at age 65 by 50-100% 

compared with a world of pure lump-sum 

pension payments.   

There are some good reasons why people might 

not want to convert their retirement savings into 

an annuity. The first is bequests. Annuities are, by 

definition, exhausted when people die. Yet people 

often want to leave some of their wealth to their 

family. Bequests can also be used to encourage 

relatives to look after them in their old age in 

exchange for the promise of the inheritance. The 

desire for bequests, whether „strategic‟ or 

„altruistic‟, reduces the value of annuities to 

individuals.   

A second motive is precautionary savings.  A 

sudden medical emergency requires liquidity and 

flexibility that is impossible if wealth is fully 

annuitised.   

Nonetheless, some degree of annuitisation of 

retirement savings is desirable, from both the 

individual‟s and the policy-maker‟s perspective. 

Developing a means of achieving this is 

challenging: for example, annuity markets perform 

poorly even in some countries with sophisticated 

financial markets, such as Australia. But the 

resulting pooling of risks across individuals could 

improve everyone‟s welfare in retirement.   

Some schemes do not even require people to 

reach retirement before withdrawing money 

from their accounts. In India, for example, 

members can withdraw their balances when they 

change jobs, up to three years‟ of earnings for 

housing (after five years‟ contributions) and 50% 

of the employee‟s share for marriage, education 

healthcare etc. (after seven years‟ contributions). 

Historically, around 8.5% of balances were 

withdrawn annually, of which less than one fifth 

was for retirement at the normal age.   

Saving for the short term is obviously of value to 

individuals, meeting important needs and risks 

that are not insured by a welfare system. They 

were particularly important in the past, when 

India lacked secure financial institutions able to 

guarantee individuals‟ savings and a positive real 

interest rate. If Indians did not make early 

withdrawals from their accounts, then the 

replacement rate for a full-career worker would 

be virtually 100%.    

Singapore‟s provident fund also provides savings 

for different purposes, with three different 

accounts: one earmarked for retirement, one for 

healthcare expenses and the other with broader 

uses, most notably housing. The retirement 

account receives a share of the total contribution 

– which is 34.5% for people under age 50 – that 

varies with age. This is just under 15% for under 

35s, rising to 25% for 50-55 year olds. However, 

there are no additional earmarked contributions 

after 55. The healthcare account also receives a 

contribution that increases with age: from less 

than 20% for under 35s to 30% for 50-55 year 

olds and higher still after age 55.   

The relatively low replacement rate for Singapore 

shown in Figure 1 of 13% is because the 

calculations only consider the earmarked 

retirement account. If an individual were to put 

the general account towards retirement-income 

provision as well, then the replacement rate 

would be 82%. It would, of course, be foolish to 

say that one Singaporean who withdrew the 

account balance to buy a house is worse off than 

another who built up a larger retirement income 

but then had to use some of it to pay rent. 

Nonetheless, there is a risk that older people find 

themselves asset-rich and income-poor in 

retirement and facing difficulty in unlocking the 

value of their housing assets to pay for essentials.   

Some Asia/Pacific countries‟ rules for early 

withdrawals are therefore likely to lead to low 

retirement incomes. Improved protection or 

„ring-fencing‟ of savings for retirement might be 

appropriate. Also, greater transparency in the 

rules for early withdrawals – perhaps through the 

designation of earmarked accounts as in 

Singapore – is needed.   
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Inflation and indexation 

Indexation refers to the automatic adjustment of 

pensions in payment to reflect changes in costs of 

living or standards of living. Without adjustment, 

the purchasing power of the pension can decline 

quickly and, over a period of retirement of 20 

years or more, by a large amount.   

Few countries around the world had automatic 

adjustments until the 1970s. High inflation 

following the oil-price shocks led virtually all 

industrialised countries to adopt automatic 

indexation. The effect of such a policy is to 

protect pension values and produce greater 

certainty in retirement incomes.   

In Asia/Pacific, only China and the Philippines have 

automatic indexation of pensions, in both cases to 

a mix of price inflation and wage growth. In 

Vietnam, pensions increase in line with the 

minimum wage.  

In contrast, adjustments to pensions in India, 

Pakistan and Thailand are purely discretionary. In 

Chinese Taipei, there must be regular reviews of 

benefits but there is no fixed index to calculate 

the adjustments.   

Asia’s coverage gap 

Coverage of formal pension systems in 

Asia/Pacific is much lower than in OECD 

countries. This is unsurprising given the different 

way the economies work. Countries with large 

rural populations predominantly engaged in small-

scale agriculture and high degrees of absolute 

poverty are unlikely to have high coverage. 

Moreover, networks of family support obviate 

the need for formal pension systems.   

Figure 4 therefore compares coverage of formal 

pension systems – defined as the percentage of 

people of working age who are members – with 

the level of national income per head. The chart 

shows data for well over 100 countries, with the 

Asia/Pacific countries highlighted. There is 

obviously a strong relationship between coverage 

of formal pension schemes and national income.    

However, the chart shows that some countries – 

Sri Lanka, the Philippines and Vietnam – have 

higher coverage than most countries with similar 

national income per head. Others – such as 

China, India, Pakistan and Thailand – have low 

coverage, given their level of economic 

development.   

Figure 4. Pension coverage 
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Source: OECD analysis of World Bank pension database 

Furthermore, few countries in Asia/Pacific have 

social pensions to provide safety-net retirement 

incomes for people who were not members of 

formal schemes. Such schemes cover only around 

5% of retirees in Hong Kong and less than 1% in 

Singapore. Other countries do not have such 

programmes (or they have very low coverage). 

Only in India are social pensions significant: 

around 10-15% of older people are beneficiaries.  

As networks of family support weaken and 

coverage of formal pension systems remains low, 

stronger systems of social pensions will be an 

important way of avoiding high and growing levels 

of old-age poverty.   

Ageing Asia 

Around 14% of the total population is currently 

aged over 65 in the OECD Asia/Pacific and other 

major developed economies. This ranges from 5% 

in Mexico, through 12% in Australia, New 

Zealand and the United States to 20% in Italy and 

Japan. Outside the OECD, the Asia/Pacific 

countries are much younger, with an average of 
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6% of people aged over 65. This share is less than 

4% in Pakistan and the Philippines, around 8% in 

China and Singapore and 12% in Hong Kong.  

Between now and mid-century, the population 

over age 65 will increase from 14 to 26% in the 

11 OECD countries under study. But the increase 

in other Asia/Pacific economies will be twice as 

fast: from 6% to 17% on average.   

Meeting challenges, making changes 

Ageing Asia needs to face up to its pension 

problems and needs to do so soon.  Early 

retirement ages and relatively high pension levels 

threaten financial sustainability. Yet, at the same 

time, low coverage, early withdrawals and 

lump-sum payments mean that adequacy will also 

be a challenge.   

 

 

Follow-up  

A new report – Pensions at a Glance: Asia/Pacific 

Edition – examines the retirement-income 

systems of 18 countries in the region. The report, 

issued jointly by the OECD, the World Bank and 

the OECD Korea Policy Centre, provides new 

data for comparing pension systems of different 

countries.   

This new report combines the OECD‟s expertise 

in modelling pension entitlements with a network 

of national pension experts who provided 

detailed information at the country level, verified 

key results and provided feedback and input to 

improve the analysis.   

The report comprises data on dozens of different 

indicators of retirement-income systems along 

with detailed descriptions of the parameters and 

rules of national pension plans.  

The report is available from 

www.oecd.org/els/social/ageing   

For further information, please contact Edward 

Whitehouse: 

telephone: + 33 1 45 24 80 79  

e-mail Edward.Whitehouse@oecd.org 

About Pensions at a Glance  

“Pensions at a Glance deserves much more than a 

glance. It is a compendium of facts and analyses 

that should inform policymaking and public 

debate around the world for years to come. By 

providing in clear and easy-to-understand form a 

wealth of information about pension systems, it 

will make it much harder for even the most 

insular to ignore the valuable lessons to be 

learned from the pension experience of other 

nations.”  

Henry J. Aaron  

The Brookings Institution  
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Experiences of Social Pension in Viet Nam  

(2001 – 2009) 
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Director of International Affairs Division, 

Ministry of Finance Viet Nam  

 

Social pension system in Vietnam was implemented since 1995 following the Decree 

number 19/CP, signed on February, 16
th

, 1995 by the Prime Minister. This Decree has taken 

effect since October, 1
st
, 1995.  

This report examines the management of social pension in Viet Nam from 2001 to 

2009; this report includes 5 main contents: 

1. Participants and beneficiaries from social pension; 

2. Receiving and spending; Investment of social pension funds; 

3. Expenses for social pension management; 

4. Balancing social pension fund; and 

5. The renovation of Vietnam social pension after 2007.  

1. Participants and beneficiaries from social pension. 

1.1. Participants of social pension 

Participants of social pension include labors from private sector, semi- private sector, 

and co-operative. However, the fact shows that the number of participants is still limit and 

mainly focuses on civil service employees and armed forces, the participants do not 

popularized to labors of the other economic sectors. Participants of Social pension from 2000 

to 2008 are following: 

 

 2001 2002 2003 2004 2005 2006 2007 2008 2009 

Number of 

participants 

(million)  

4.5  4.8  5.4 5.8 6.2 6.7 7.4   

Growth rate (%) 27% 7% 13% 7% 7% 8% 10%   

Main factors affect on participant growth rate: 

+ Reducing workforce policy is the result of fewer participants in state offices. 

Supervising and speeding up participation in private sectors are very difficult; evading social 

pension participant is popular by both employers and employees.  

+ Propagandizing social pension is not good. 

+ Social pension fees do not differentiated among enterprises’ productivity. 

            Social pension fee is collected with a fixed rate every month (this rate changes only 

when salary changes). Salary receivers from budget and production are easy to solve. 

Enterprises entities are in contrast, if we only base on contract duration without 

differentiating productivity between productive entities, between stable income and 

occasional income. Particularly, agricultural processing enterprises, exporting enterprises and 
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unstable income enterprises may owe social pension fees if the salary of the labors is cut off 

due to narrowed manufacturing. 

  1.2. Beneficiaries from social pension 

Beneficiaries increases through the years, which is about 5% from 2003 to 2006. 

Consequently, the proportion between participants and beneficiaries increase through the 

years. In 2001, there is 1 beneficiary in every 2.5 participants. In 2007, there is 1 beneficiary 

in every 3.5 participants.  

 

 2001 2002 2003 2004 2005 2006 2007 2008 2009 

The number of 

beneficiaries 

(million people) 

1.8 1.8 1.8 1.9 2.0 2.1 2.1   

Grow rate of 

beneficiaries (%) 
- - - 6% 5% 5% -   

Participants/1 

beneficiary 
2.5 2.7 3.0 3.1 3.1 3.2 3.5   

 

2. Social pension fund: collecting, spending and investing 

2.1. Collecting social pension 

Financial report on Vietnam social security in 2000- 2007 show that total collected 

money of compulsory social pension is increasing. Particularly, in 2003, social pension 

collected money increases significantly; increasing 65% comparison with year 2002, total 

collected money is 11,481 billion VND. This result is thank to minimum salary increased 

from 210,000 to 290,000 VND per month, and participants of compulsory social pension  

increased after Decree number 01/2003/NĐ- CP signed in January, 2003 on social pension 

supplement provisions and Decree number 12/CP signed in January, 25
th

, 2003 took effect.  

The grow of social pension revenue in 2005, 2006 was 30%, which was due to 

minimum salary increased from 290,000 VND to 350,000 VND in 2006, from 350,000 VND 

to 450,000 VND in 2006. The average grow rate of the social pension revenue period 2003-

2006 was 26.33%, in which increasing minimum salary played main role because the 

participants increased 6, 31% in average.  

However, the result of collecting social pension fees is not exactly right according to 

labor law and Social security law. As a consequence, collecting grow rate is always lower 

than spending grow rate about 10% to 25% as following: 

 

 2001 2002 2003 2004 2005 2006 2007 2008 2009 

Total revenues 

(billion VND) 6,348 6,963 11,481 13,239 17,162 23,573 

   

Collecting 

grow rate (%) 22.12 9.69 64.89 15.31 29.63 37.36 

   

Delayed 

money to the 448 379    1,058 
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following year 

(billion VND) 

The reason of low collecting: 

- Executive body does not identify clearly and manage closely the number of 

compulsory participants: in 2006 there are 6,746,553 participants in fact (including armed 

forces), while the participants must be 11,000,000 (about 63%). Identifying compulsory 

participants mainly based on registered license of enterprises and annual labor statistic report. 

In fact, the compulsory participants in fact cannot be counted accurately. 

- Not least enterprises report lower salary than salary in fact to reduce social pension 

fees, more than that some enterprises pay social pension for employees at minimum salary 

level. 

- Owing and delaying social pension money exist in a number of enterprises. In 2001, 

owing money was about 450 billion VND, in 2006 doubled to 1,058 billion VND 

2.2. Compulsory social pension expenditures 

Beneficiaries of per month allowance and package allowance increase evenly through 

the year lead to increasing social pension spending. Before 2003, increasing spending growth 

was rather high at 22% to 45%, particular in 2003, and this spending growth increases 48% 

comparison with 2002, from 2.572,22 billion VND to 3.792,03 billion VND, mainly due to 

increased minimum salary. In 2004 and 2005, the growth rate was 30% to 40% due to 

increasing beneficiaries and due to increasing minimum salary from 290,000 VND to 

350,000 VND per month. Spending grow rate in 2006 was 60%, 4000 billion VND higher 

than in 2005. The reason is that the state repaired social pension provisions, and increased 

minimum salary from 350,000VND to 450,000 VND per month. 

 

 2001 2002 2003 2004 2005 2006 2007 2008 2009 

Total spending 

(billion VND) 1,936 2,572 3,792 4,865 6,759 10,780 

   

Spending grow 

rate (%) 44.99 32.86 47.42 28.32 38.92 59.48 

   

% spending/ 

total collecting  30.50 36.94 33.03 36.75 39.39 45.73 

   

Collected 

money/ 1 

spending 3.28 2.71 3.03 2.72 2.54 2.19 

   

 

2.3. Investing and raising social pension fund 

Social pension fund is in surplus which amounted to 60.000 billion VND in 2006. In 

fact, the money has not been invested to make profit. Specifically, the money is deposit into 

the commercial banks rather than invested so as to gain earnings. Then these banks lend 

people the money to receive interest rate paid on borrowed money. Obviously, such ways of 

investment make social pension fund poorly profitable in comparison with its ability to earn 

income. From 2000 to 2006, the amount of interest rate is earned from social pension 

investment achieved fivefold increase from 824.16 billion VND to 4,081 billion VND, but 

the average interest rate stands at only 7,58%. 
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 2001 2002 2003 2004 2005 2006 2007 2008 2009 

Growth of 

invested 

surplus 

(billion 

VND) 

20,430 25,273 34,118 42,568 51,558 60,738 72.430  

 

Interest 

from 

investment 

(billion 

VND) 

865 1,606 1,911 2,605 3,055 4,080   

 

Interest rate 

(%) 
5.52 7.86 7.56 7.63 7.18 7.91   

 

If annual expense on managing social pension fund is deducted from interest received 

from investment, interest rate earned by social pension fund is lower than the mentioned 

ones. It seems that the collected interest is not enough to meet the requirement of long-term 

security for and growth of the fund because the consumer price index was 6,9% and 12%  in 

2006 and 2007, respectively. This problem has been long lasting for years. 

3. Expense for management of social pension fund 

In 2001, the total amount of collected social pension fund reached 6,348,184 million 

VND, expense on management 239,263 million VND, the equivalent to 3.77% of the former. 

In 2002, the collected social insurance fund attained 6,963,022 million VND in total, 

expenditure on management 268,520 million VND equal to 3.86% of the former.  

Since 2003, the mechanism of managing Vietnam’s social pension finance has 

complied with the resolution No. 02/2003 QĐ-TTg which stipulates that Vietnam’s social 

insurance is allowed spend 4% of the total annually collected social pension on management 

(exclusive of repairing and buying fixed assets). The total collected social pension fund was 

11,481,350 million VND, expense on management 572,359 million VND, the equivalent to 

4.99% of the former, the collected social pension fund reached 12,997,060 million VND in 

total in 2004, expenditure on management 540,273 million VND equal to 4.16% of the 

former. 

As from 2005 such factors increasing social pension income as extending participants 

paying compulsory social pension according to the government’s Decree No 01/2003/NĐ-CP 

passed on January 8
th

, 2003, which was on modification and amendment to some social 

pension regulations enclosed with Decree No.12/CP issued on January 26
th 

, 1995; adjusting 

wages in state sector under wage reform policy taken into effect as from October 1
st
, 2004 

led to absolute increase in expenditure on managing Vietnam’s social pension. If the number 

4% of deduction was maintained under resolution No. 02/2003/QĐ-TTg, the deduction for 

managing Vietnam’s social pension in 2005 would increase by 25% compared to that of 

2004, a fairly high rise in comparison with general increase in expenditure in the state 

agencies (annual increase by 10% on average). Given the demand for management 

expenditure and estimated earnings in 2005, 2006 and 2007, Prime Minister passed 

Resolution No. 144/2005/QĐ-TTg on June 14
th

, 2005 modifying and amending some 

provisions of regulation on financially managing Vietnam’s social pension promulgated 

together with resolution No.02/2003/QĐ-TTg on January 2
nd

, 2003 by Prime Minister. The 
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resolution stipulates that the percentage of deduction for operation expenditure is 3.6%. The 

total collected social pension fund in 2005 attained 17,161,980 million VND, management 

expenditure 649,990 million VND, the equivalent to 3.79% of the former.  

The total collected social pension fund in 2006 reached 23,573,000 million VND, 

management expenditure 846,520 million VND equal to 3.59% of the former.  

4. Balancing social pension fund 

One of problems of Vietnam’s concern is that after over 10 years’ establishment, 

social pension fund has had surplus of 60,000 billion VND. However, it contains potential 

imbalance in the future (by 2030 according to the forecast). The risk of imbalance of 

Vietnam social pension fund can be recognized as the following signals: 

a/ In term of Vietnam population structure: 

Vietnam’s population is older; beneficiaries from social security will be larger in near 

future if Vietnam’s participants do not growth. In 1999- 2009, the old people (over 60) 

increases 1.4% (nearly population’s natural) grow rate. This rate is lower than 10 past years 

(in 1989-1999, the old increases 2.9% per year, two times larger than population grow rate) 

In 2009- 2019. The old people is estimated will be increase fast (about 5% per year). 

Increase 4.5 folds population grow rate in the same period. Predicted that Vietnam 

population will be older in 1014- 1015, the old rate will be 10% at that time, the balance age 

(the age where population is divided into 2 equal parts) of the population is 30 years. In 

2019- 2029, the old grow rate will increase at high rate (5% per year), in 2029), Vietnam will 

have 16.8 million old people, making up 17.8% population. 

These predictions show the imbalance in social pension fund may occur if there is no 

effective solution in participating and spending social pension in the next few years. 

b/ In term of revenues and expenditures of the Vietnam social pension fund: 

Considering revenues and expenditures of the Vietnam social pension fund, there are 

some inadequate issues effecting social pension safety: 

The growth of surplus of social pension fund has been inclined to decrease since 2001. 

Retirement fund and pension alone increased from 9,000 billion VND in 1998 to nearly 

22,000 billion VND in 2001, with an average growth rate at 36% annually in this period. 

Nest period witnessed an increase in surplus to nearly 62,000 billion VND in 2006, with 

average growth rate at 30.8% per annum. 

 

 2001 2002 2003 2004 2005 2006 2007 2008 2009 

Surplus of 

social 

pension in 

the previous 

year 16,285 21,690 26,507 33,698 41,352 51,108 

   

 Increasing 

generated 

amount 7,261 7,777 10,983 12,519 16,151 21,510 

   

Decreasing 

generated 1,856 2,960 3,792 4,865 6,759 10,780 
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amount 

Transferred 

surplus of 

fund in the 

following 

year 21,690 26,507 33,698 41,352 51,108 61,838 

   

The growth 

rate of 

transferred 

surplus in the 

following 

year 33.19 22.21 27.13 22.71 23.59 20.99 

   

The decrease of social security surplus will also results to imbalance of the Vietnam 

Social security fund in futures. 

- Another issue effecting social security find is that salary reform and increasing 

minimum salary. In the past, the participant pay social security fee by minimum salary, 

however minimum salary is increasing, retirement salary will therefore increase. This 

unequal rate is the result of fund deficit while receiving- spending does not only reduce but it 

also increases. Social security spending increases along with participants receive increases: 

retirement salary increases remarkably high, average retirement salary was 446,000 VND/ 

month in 2002, in 2002- 2007 strategy; average retirement salary is 1,374,000/ month, 

increasing 208% comparison with 2002. 

c/ The other signals: 

In view of management, there are two causes lying in such phases as raising and using 

fund and implementing regulations. Obviously, if it stipulates that participants pay little 

money and enjoy much, the fund will fail to maintain its balance. Additionally, if expense 

and receipt are not imposed tough control on, the fund will be also imbalanced.  

The total level of contribution depends on such factors as contribution proportion, 

wages considered as contribution basis, a length of time and the number of payers. The 

amount of money payers receive depends on such factors as receipt rate, rate of retirement 

pension or benefits, length of time to receive and the number of people who obtain. The 

factor which has greatest impact on the balance of social insurance fund is the length of time 

to pay for and obtain insurance. Under the current regulation, employees and employers pay 

15% of salaries for expenditure on retirement pension and death duties for workers. Workers 

are required to pay within 15 years. All men at 60 and women at 55 are allowed to retire and 

receive retirement pension equal to 45% of their official salaries within 13.5 years on 

average.  Therefore, retirement pension triples the amount paid.  

On the other hand, the balance of the fund is also affected by other social policies such 

as employment policy, salary policy and etc. the retirement age is 57.5 on average as men 

retire at 60 and women at 55. However, from 1995 to 2003, average retirement age is 51.5, 

decreasing by 6 years compared to that stipulated in the policy. Given 2003, if each retired 

person receives their pension one year before he retires, social insurance fund will decrease 

by 10 million VND. As the number of people retires before their retirement age increased for 

over the last 10 years, social insurance may have to spend so much. It is estimated that by 

2022, receipt will balance expense, then the fund will gradually decrease and by 2030, 
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according to financial experts, the insurance fund will possibly face the imbalance unless we 

adjust the policy.  

Social insurance policy is an important one among a set of our government’s social 

policies. This policy is applied widely and more and more accessible to all people. However, 

to adjust social insurance policy there must be some certain disciplines to base on and targets 

to achieve such as equality and effectiveness. There are some basic disciplines. The first 

discipline is “pay-receive”. This discipline stipulates that only those who pay for the fund 

should be allowed to benefit from it. The second discipline is risk sharing. It is also called as 

discipline of balancing the fund. According to this discipline, it is necessary to identify rate 

of paying and benefiting to avoid the imbalance.  

To maintain the fund balance, we should increase participants of social insurance. The 

more people participate in social insurance, the more the rate of risk sharing is. It is 

suggested that we eventually increase the amount paid for social insurance. We should not 

increase it now, but at an appropriate moment when economic conditions is favorable. If we 

increase the amount paid for social insurance by employers, this leads to an increase in the 

fund’s income. However, this results in rise in costs, goods and services prices and creates 

direct impact on the economy and society, especially in this period when our country is 

integrating into the regional and world economy. Thus, it is recommended that we consider 

the problem carefully. Key solution to this problem is retirement age. Young retirement age 

mainly affects the fund balance. In the long-term, when we have favorable economic 

conditions, high living standard, high income and life expectancy and improved supply of 

and demand for labor, we should increase retirement age.  
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5. The renovation of Viet Nam Social pension after 2007,  

 

Compare to the social pension policy before 2007 the following changed have been made: 

 

5.1. Social insurance benefits  

Added: Voluntary social insurance and unemployment in which: 

- Voluntary social insurance benefits comprise:  

a) Old age benefit; and 

b) Survivors’ benefit. 

     - Unemployment scheme comprises the following benefits: 

a) Unemployment benefit; 

b) Vocational Training benefit; and 

c) Job seeking supports 

 

5.2. Coverage of old age benefit 

- The employee qualifying for old age benefit following conditions: 

a) Having reached the age of 60 for a man and 55 for a woman; 

b) Having reached the age of 55 to 60 for a man and from 50 to 55 for women and 

having worked 15 years in heavy, hazardous and dangerous occupations in the list 

issued by the Ministry of Labour, Invalids and Social Affairs and Ministry of 

Health or having worked at least 15 years regular in areas where the area 

allowance is indexed at least 0,7; in some other special cases, the qualifying age 

for an old age benefit shall be regulated by the Government. 
- The employee who has paid social insurance premiums for at least 20 years is 

entitled to an old age pension if he/she is under one of the following conditions: 

a) Having reached the age of 55 for a man and 50 for a woman; except those who 

are under other regulations of the Official Law of the People Army and the 

People’s Public Security; 

b) Having reached the age from 50 to 55 for a man and from 45 to under 50 for a 

woman and having worked at least 15 years in heavy, hazardous and dangerous 

occupations in the list issued by the Ministry of Labour, Invalids and Social 

Affairs and Ministry of Health or having worked at least 15 years regular in 

areas where the area allowance is indexed at least 0,7. 

 

5.3. Adjustment of the old age pension. 

 The old age pension shall be adjusted when the cost of living index increases to at 

least 10 per cent. The level of specific adjustment shall be regulated by the Government. 

 

 5.4. Adjustment of the monthly wage on which social insurance premiums are 

based. 
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The monthly wage of the employee on which social insurance premiums shall be 

adjusted based on the level of the common minimum wage at the time of receiving old age 

pension. 

The monthly wage of the employee on which social insurance premiums shall be 

adjusted based on the cost of living index of each period regulated by the Government. 

 

5.5. Funeral allowance 

The following employee when he/she dies, the undertaker for his/her funeral service 

shall be given funeral allowance if he/she is under one of the cases as follows: 

a) Having paid his/her social insurance premiums stipulated in Provision 1, 

Article 2 of this law; 

b) Having reserved his/her social insurance period; and 

c) Having received monthly old age pension, employment injury and 

occupational disease benefit after ceasing working. 

The funeral allowance is equivalent to 10 months of the common minimum wage. 

In case the employee stipulated in Provision 1 of this law is declared him/her late on 

deceased by court, his/her relatives shall be entitled to allowance stipulated in Provision 2 of 

this Article. 

 

5.6. Level and mode of paying social insurance premiums from the employee 

Every month, the employee shall pay social insurance premiums equivalent to 5 

percent of the wage on which social insurance premiums is based, to the pension and 

survivors’ fund; from 2010, the contribution rate will be increased 1 per cent for every 2 

years until it reaches 8 per cent. 

 

5.7. Level and mode of paying social insurance premiums from the employer 

The employer shall pay social insurance premiums monthly from the employee’s wage 

fund on which social insurance premiums as follows: 
a) 3 percent to the sickness and maternity fund, of which 2 per cent for the 

employer to pay for the entitled employees in times stipulated in Session 1 and 

Session 2, Chapter III of this law and draw the balance sheet with the social 

insurance organization quarterly;  

b) 1 percent to the employment injury and occupational disease fund; 

c) 11 per cent to the old age pension and survivor fund, from 2010 the 

contribution rate will be increased 1 per cent for every 2 years until it reaches 

14 per cent  

The employer shall pay social insurance premiums monthly based on the common 

minimum wage as follows: 

a) 1 percent to the employment injury and occupational disease fund;  

b) 16 per cent to the old age pension and survivor fund; from 2010 the 

contribution rate will be increased 1 per cent for every 2 years until it reaches 

22 percent. 

 

5.8. Monthly Wage on which social insurance premiums are based 

1. For the employee, who is getting wage as defined in the wage scale set by the 

Government, the monthly wage on which social insurance premiums are based shall be 

the wage based on the rank, position, military rank, leadership allowance, seniority 

allowance, regional allowance, and allowance for retained ratio differential, if any. This 

wage is computed based on the common minimum wage.  
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2. For the employee, who is getting wage as defined in the wage scale set by the employer 

in accordance with the regulations in the Labour Code, the monthly wage on which the 

social insurance premiums are based shall be the wage written in employment contract. 

 

3. In case, the wage level stipulated in Provision 1 and 2 of this Article is higher than the 

common minimum wage 20 times, the wage which is used to calculate social insurance 

premiums shall be equivalent to 20 times of the common minimum wage.  

 

5.9. Level of management fee 

1. The annual management fee of the compulsory social insurance is extracted from the 

profit earned from the investment of the fund. 

2.  The management fee of the compulsory social insurance is equivalent to the 

management fee of the State Administrative Organization.  . 

 

5.10. Sources of voluntary social insurance fund 

 

1. Social insurance premiums paid by employees  

2. The Profit earned from investment activity of the fund; 

3. Contributions from the State; 

4. Other legal sources. 

 

 Level and Mode of paying social insurance premiums from employees 

 

1. The level of monthly contribution is equivalent to 16 per cent of the wage selected by the 

employee on whom the social insurance premiums are based; from 2010 the contribution 

rate will be increased by 2 per cent every 2 years until it reaches 22 percent. 

 

2. The wage on which the social insurance premium is based shall be changed based on the 

solvency of the employee in each period, but not lower than the common minimum wage 

and not exceeding 20 times of the common minimum wage.  

 

3. The employee can select one of the following modes of paying voluntary social 

insurance premiums: 

 

a) on a monthly basis; 

b) on a quarterly basis; 

c) on every six months; 
 

Above is assessment of social insurance management from 2000 to 2007. This report 

is based on data of balance sheet provided by Vietnam’s social insurance from 2000 to 2007 

and this is an individual report./. 

 





IntroductIon

Social Security Framework

Singapore’s social security framework is founded on the principles of self-provision 
and self-reliance. The responsibility to provide for one’s own retirement needs lies 
primarily with the individual, and with his family. This reduces reliance on the state 
and ensures fiscal sustainability for the long-term. For vulnerable individuals unable 
to provide for themselves despite best efforts and who have no other sources of 
income support, the Government administers financial assistance as well as other 
non-financial help measures.

The Central Provident Fund (CPF) is the bedrock of Singapore’s social security 
system. It is a defined contribution scheme with individualised accounts fully-funded 
by both workers and employers.  The comprehensive savings system provides for 
three essential elements of financial security: retirement, home ownership and 
healthcare.  The CPF has enabled every active member to save regularly to provide 
for his retirement needs. It has also enabled Singapore to become a nation of 
home owners, giving everyone a stake in the nation.  The CPF healthcare savings 
and insurance schemes - Medisave and MediShield - are key components of the 
national healthcare system, facilitating the provision of high quality medical care to 
all Singaporeans.  

cPF Board

The CPF Board was established on 1 July 1955 to provide financial security for 
workers in their retirement or when they are no longer able to work.  Over the years, 
it has evolved into a comprehensive social security savings scheme, which not only 
takes care of CPF members’ retirement needs, but also their housing, healthcare and 
family protection needs.

The CPF Board’s mission is to enable Singaporeans to have a secure retirement, and its 
vision is to be a world-class social security organization enabling Singaporeans to have 
a secure retirement. It has a staff strength of about 1,600 people, organised under 
three main business groups, namely, the Services Group, the Infocommunication 
Technology Services Group and the Policy & Corporate Development Group.

Governance Structure of cPF Board

The CPF Board is established by legislation as a statutory authority under the purview 
of the Minister for Manpower and is the trustee of the Central Provident Fund, into 
which all member contributions are made. The Board is headed by a Chairman 
appointed by the Minister, and includes representatives from the government, 
employer federations and trade unions. This composition facilitates active tripartite 
engagement so as to ensure that interests of all stakeholders are taken into account 
in carrying out the Board’s duties. The Board is responsible for the custody of the CPF 
Fund and the administration of CPF schemes, including the collection of contributions 
and payment of benefits.
 

1

The CPF has enabled every 
active member to save 
regularly to provide for his 
retirement needs 

The CPF Board’s mission is to 
enable Singaporeans to have 
a secure retirement

Introduction

CPF Board is a statutory 
authority under the 
purview of the Minister 
for Manpower and is the 
trustee of the Central 
Provident Fund
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Separately, CPF Board also manages the administration of the Home Protection 
Insurance Scheme (HPS), a national mortgage term insurance scheme for public 
housing, as well as MediShield, the basic national catastrophic health insurance 
scheme. 

Funding  and  Investment Activities  of  CPF Board

CPF members are not directly exposed to investment risks as the CPF Board invests 
their savings in special securities issued by the Government, which pay the Board the 
same interest rates that members receive.  Insurance funds are managed separately 
and are invested in a diversified range of assets including equities and fixed income 
instruments.

Participation and Coverage

Participation in the CPF scheme is compulsory under law for all employed Singapore 
Citizens and Permanent Residents (including all in part-time, temporary and full-time 
employment), and their employers. For the self-employed, partial contribution (to 
their healthcare savings) is mandatory. 

As of 31 December 2009, CPF membership stood at approximately 3.29 million, with 
1.64 million making regular contributions. Over 90% of the resident workforce is 
covered by the CPF system. 

Tax Incentives

Mandatory CPF contributions are tax-exempt, as are the returns on CPF balances 
(with the exception of Singapore dividends which are taxable at members’ individual 
tax-rate). Withdrawals are also exempted from income tax.  This favourable tax 
treatment is in recognition of Singaporeans setting aside savings for their retirement.  
Tax relief of up to $7,000 is also applicable for voluntary contributions made to the 
Special or Retirement Account.

Nomination

CPF members can nominate specific beneficiaries for their CPF savings. If the member 
has no valid nomination at the time of his demise, his CPF savings will be transferred 
to the Public Trustee and distributed in accordance with intestacy laws. These savings 
exclude cash and investments held under the CPF Investment Scheme, as well as 
properties bought with CPF savings, which will form part of the member’s estate and 
distributed in accordance with prevailing laws.

Participation in the CPF 
scheme is compulsory for all  
employed Singapore Citizens 
and Permanent Residents, 
and their employers

Introduction
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SavInGS accumulatIon

Contribution Rates 

From 1 March 2011, members below age 50 contribute 20% of monthly wages to 
their individual CPF accounts and their employers contribute 15.5%, making a total 
of 35.5%. Contribution rates are lower for members above age 50 and for those 
earning below $1,500 a month. The maximum monthly wage for CPF contribution 
purposes is currently set at $4,500.

Employees contribute to CPF as long as they earn more than $500 a month.  Employee 
contributions vary from 0% to the full contribution rate (20%), depending on the 
employee’s age and level of income. Employers contribute to CPF for employees 
earning more than $50 a month. The full employer contribution rate of 15.5% is 
payable for all employees below age 35. For employees above age 35, the employer’s 
contribution varies from 0% to the full contribution rate, depending on the level of 
employees’ income.

Subject to an annual limit, members can also voluntarily contribute to their CPF 
accounts over and above their mandatory contribution to build up their retirement 
savings. 

Employees contribute to CPF 
as long as they earn more 
than $500 a month

Employers contribute to CPF 
for employees earning more 
than $50 a month

Savings Accumulation
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members’ accounts

As at 31 December 2009, members’ net balances in their CPF accounts totalled S$166.8 
billion, while members’ regrossed balances totalled S$339.6 billion. Members’ CPF 
contributions are credited to three accounts, with age-dependent allocation rates to 
each of these accounts.

Ordinary Account (OA)
OA savings can be used for housing purchase, investment and other approved 
purposes. A higher OA contribution at the start of the individual’s working life 
allows CPF members to purchase their first home earlier. 

Special Account (SA)
SA savings are dedicated for retirement and can be used for investment in retirement-
related financial products.

Medisave Account (MA)
MA savings help members meet their own or their immediate family’s hospitalisation 
expenses. The percentage credited into MA increases with age as individuals’ need 
for medical care increases significantly as they age.  

returns

CPF savings earn a minimum guaranteed return of 2.5% p.a. OA savings earn a 
market related interest rate based on the 12-month deposit and month-end savings 
rates of the major local banks. The interest rate is revised every three months and as 
legislated in the CPF Act, is subject to a minimum guaranteed floor rate of 2.5%. 

SA and MA savings earn a return pegged to a long-term bond rate (4% p.a. currently). 
An extra 1%p.a. interest is paid on the first S$60,000 of a member’s combined CPF 
balances, which translates into returns of up to 5%p.a..  

cPF Investment Scheme (cPFIS)

CPF members with higher risk appetites can choose to invest their CPF OA and SA 
savings in excess of a certain threshold in approved products under the CPFIS to earn 
higher returns. The amount available for investment can be placed in fixed deposits, 
or used to purchase government related bonds, insurance as well as unit trusts and 
Exchange Traded Funds.  

For investment using OA savings, up to 35% can be invested in shares, property funds 
and corporate bonds and up to 10% can be used to buy gold through approved agent 
banks. Profits made from investments under the CPFIS cannot be withdrawn as the 
purpose of investing is to grow savings for retirement.

CPF savings earn a minimum 
guaranteed return of 2.5% 
p.a.

Savings Accumulation

Members’ CPF contributions 
are credited to three 
accounts, with age-
dependent allocation rates 
to each of these accounts 
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SavInGS decumulatIon

Retirement Income 

Withdrawals at Age 55
A fourth account, the Retirement Account (RA) is opened for members when they 
reach the age of 55. Members may withdraw a lump sum from their CPF savings when 
they turn 55, but must first set aside the CPF Minimum Sum (currently $123,000) in 
their RA and the Medisave Minimum Sum (currently $34,500) in their MA.

CPF Minimum Sum Scheme 
The CPF Minimum Sum (MS) set aside in the RA is for the purpose of providing 
members a steady income stream post-retirement. Up to 50% of the MS can be set 
aside in the form of property pledge. Members will receive monthly payouts from 
the cash portion of the MS starting from the draw-down age of 62 until the entire 
sum is fully consumed. Members who set aside the full Minimum Sum can expect to 
receive payouts for about 20 years. 

cPF lIFe: a new Scheme

To address the challenges of increasing life expectancy and an ageing population, 
a new life annuity scheme termed ‘CPF LIFE’ (i.e. Lifelong Income Scheme For The 
Elderly) was introduced in September 2009. The scheme provides CPF members with 
an income for life, an improvement over the existing arrangement where payouts 
would cease after about 20 years. 

A member may enter CPF LIFE from age 55 onwards, using his RA savings to pay the 
premium for one of four plans - the LIFE Basic, Balanced, Plus and Income plans. 
The plans differ in the level of the monthly payout and the amount of bequest 
that the member wants to leave for his beneficiaries. The member will receive a 
lifelong monthly income from the draw-down age which is currently 62 but will be 
progressively increased to 65. To ensure the long-term sustainability of the scheme, 
payouts may be adjusted to reflect actual investment and mortality experience.

However, recognising that monthly payouts should not fluctuate significantly, CPF 
LIFE monies1 are invested in special Government bonds which have coupon rates 
fixed for a longer period than that for SA and MA monies. CPF LIFE monies will 
earn the weighted average interest rate of the entire portfolio of long-term bonds, 
providing stability to monthly payouts. 

Members turning 55 from 2013 onwards will be automatically included in the CPF 
LIFE scheme. To encourage Singapore citizens born before 1963 to join CPF LIFE 
voluntarily, the government has provided a bonus incentive of up to $4,000.

The Retirement Account 
(RA) is opened for members 
when they reach the age of 
55

Members will receive 
monthly payouts from the 
cash portion of the MS 
starting from the draw-
down age of 62 

CPF LIFE was introduced 
in September 2009. The 
scheme provides CPF 
members with an income 
for life

The plans differ in the level 
of the monthly payout and 
the amount of bequest

Savings Decumulation

1
 Retirement Account monies are also invested in the same special Government bonds as the

  CPF LIFE monies.
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BeneFItS 

CPF savings may be withdrawn before age 55 under various approved schemes for 
asset-enhancement and to support various social objectives, such as education, 
home ownership, and family protection. The withdrawal of CPF savings is allowed 
provided members meet certain requirements to safeguard their retirement funds.

Housing

Under the Public Housing Scheme (PHS) and Residential Properties Scheme (RPS), 
members may buy public housing or private property using their OA savings. 
Withdrawal limits are set to ensure that members’ ability to save for retirement is 
not compromised. Upon the sale of the property, members are required to refund 
to CPF the principal amount withdrawn as well as the interest that could have been 
earned if the monies were not withdrawn.

Healthcare

Members may use their MA savings towards the payment for hospitalisation expenses 
and certain outpatient treatments for themselves or their dependants. MA savings 
may also be used for payment of premiums of approved medical insurance schemes 
such as MediShield and ElderShield.

Insurance

CPF savings can be used to pay the premiums of four insurance schemes: 
 
a. The Dependants’ Protection Scheme (DPS) is a term insurance that helps   
 members and their family to tide over the initial years should the insured 
 member pass away or become permanently incapacitated.

b. The Home Protection Insurance Scheme (HPS) is a mortgage-reducing term
 assurance that protects CPF members who have used their CPF savings to buy 
 an HDB flat. Their family will not lose their home should the insured member 
 pass away or become permanently incapacitated. 

c. MediShield is a catastrophic medical insurance scheme that helps members and
 their dependants meet the costs of treatment for serious illnesses or prolonged 
 hospitalisation within Singapore.

d. ElderShield is a severe disability insurance scheme that provides insurance
 coverage for older CPF members who require long-term care.

Education

The CPF Education Scheme is a loan scheme to allow members to use their OA savings 
to support themselves or their children through full-time basic tertiary education 
at approved local institutions.  Under the scheme, the money withdrawn has to be 
repaid with interest, upon the conclusion of the course. 

CPF savings can be used to 
pay the premiums of four 
insurance schemes

CPF savings may be 
withdrawn before age 55 
under various approved 
schemes for asset-
enhancement and to support 
various social objectives

Benefits



WorKFare

Workfare Income Supplement (WIS) Scheme

The WIS scheme is part of the Government’s comprehensive Workfare policy which 
encourages older low-wage Singaporeans to work and undergo training to improve 
their employability.  Administered by the CPF Board as one of its statutory functions, 
the scheme helps older low-wage workers who are vulnerable to wage stagnation.   
It rewards workers who are gainfully employed by supplementing the workers’ 
incomes and building up their CPF savings.  

To qualify for WIS, the recipient is required to work for a minimum period of 3 
months over a 6-month period.  The maximum WIS a year is $2,800 for employees 
and $1,867 for the self employed.     The scheme is open to all Singapore citizens aged 
35 and above with monthly income not more than $1,700, and live in a property with 
housing annual value not more than $11,000.   

Since 2007, the Government has given out more than $300 million in WIS each year 
to over 300,000 recipients.
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ABSTRACT 

Managing and Supervising Risks in Defined Contribution Pension Systems   

Defined contribution (DC) plans are playing a larger role in pension systems around the world. 

Pension supervisory authorities are consequently asking if their oversight approaches need to adapt to 

this development – given that the risks within DC systems are born by the plan members themselves? 

This paper highlights the key challenges for DC supervisors, outlining the different mechanisms 

which can be used to control risks within DC systems, and how the use of these mechanisms informs 

the supervisory approach. Case studies of IOPS members overseeing DC systems are also provided. 
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MANAGING AND SUPERVISING RISKS IN DC PENSION SYSTEMS 

I. Introduction  

1. Defined contribution (DC) pensions are plans under which the contributions into the fund are pre-

determined but the benefit is not. Contributions are made by individual members and/or by sponsoring 

employers (in the case of occupational DC funds), and invested to accumulate a balance at the time of 

retirement which is then withdrawn or used to buy a retirement product (such as an annuity). 

2. The term “DC” applies to a wide range of plans worldwide, ranging from „pure DC‟ where 

member benefits derive totally from contributions plus investment returns, to schemes where some 

minimum level of benefit is guaranteed.
2
 There is, in addition, considerable variation in DC systems across 

the world, depending in particular on whether or not they are intended to be a major source of retirement 

income (i.e. their interaction with the public pension system), the extent to which participation is 

mandatory, and the extent of consumer choice and market competition within the system.  

3. The supervision of these DC pension plans is increasing in importance for several reasons. First, 

as longevity has pushed up the costs to governments and employers of providing pensions, public pay-as-

you-go (PAYG) pensions and occupational defined benefit (DB) arrangements are being increasingly 

supplemented or replaced with DC style pensions.
3
  

4. In addition, the issue of how to manage risk and supervise DC pensions has also being given a 

heightened profile by the 2008/2009 financial crisis, which had a dramatic impact on some DC systems 

which experienced investment losses as large as 20-30% (the largest declines coming from portfolios with 

high equity exposures). A collapse in the value of pension savings is of greatest concern for workers close 

to retirement, as well as those already in the pay-out phase that have not shifted to conservative portfolios 

or bought life annuities. However, declines of such magnitude had an impact on confidence in DC systems 

in general. 

5. Many DC systems are still fairly new
4
 and in many countries few individuals have retired under 

predominantly DC arrangements.   However, DC supervision becomes more important as these systems 

develop and mature, and supervisory authorities are consequently asking whether and how their 

supervisory approach needs to adapt to the introduction of these plans? As pension supervisory authorities 

are increasingly adopting a risk-based approach to supervision, the question also arises as to how such 

techniques should apply to DC pensions? Given the risks within DC plans lie with different parties than 

with DB plans (i.e. risks to employers are replaced by risks to members), supervisors are asking whether 

different supervisory techniques are required? Furthermore, do different types of DC system require 

different types of supervisory oversight?  

                                                      
2
 These plans are covered by defined benefit regulation in some countries.   

3
 This is even the case in traditional bastions of DB provisions such as the Netherlands, where hybrid plans, such as 

collective DC, are becoming more common. 

4
 Australia and Chile are two exceptions and therefore particularly interesting case studies to examine. 
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6. Most pensions literature has historically focused on DB plans, leaving a gap to be filled. This 

paper therefore attempts to set out some of the different issues that confront pension supervisors overseeing 

DC-based pension systems. The core of DC pension supervision is that risks within these systems lie with 

individuals. The paper therefore outlines different mechanisms for protecting individuals and alleviating 

these risks, as well as discussing how the different control mechanisms used affect the supervisory 

approach. Finally, detailed case studies of a range of IOPS member authorities overseeing DC pension 

systems are provided.  

7. While the paper refers to IOPS and OECD principles and guidelines where appropriate, it is 

intended to be descriptive rather than normative, and hence to complement guidance on good practice to be 

found in other relevant IOPS publications.  

II. What is different about DC pension systems? 

8. The main difference between DC and other forms of pension arrangement is that individual 

members generally bear the risks which are inherent in the plan.
5
  These inherent risks include investment 

risk, operational failures etc. Such risks are also present in DB pension plans, but with DB or insured 

products, there is another party (such as the plan sponsor or provider) to make up „under funding‟ caused 

by investment losses or increased longevity, or to absorb fees and charges or costs from administrative 

mistakes. With DC plans, these factors all impact the „bottom line‟ of the accumulated account from which 

the individual member must fund his or her retirement– which adds up to the fundamental risk in a DC 

system, which is that individuals retire without an adequate, secure pension income.
6
  

9. With DB plans, the focus of the supervisor is on making sure that the plan sponsor funds the plan 

sufficiently to ensure that the promised benefit will be provided.  Investment risk, longevity risk, inflation 

etc. are all considered within the assessment of the solvency of the fund or plan. The supervisory approach 

will consequently focus on funding and solvency issues, looking at assumptions and often stress testing to 

assess whether benefits promises are likely to be met even under adverse circumstances. With DC systems 

the focus has to be on processes rather than outcomes as benefits are not guaranteed. The role of the 

supervisor is to ensure that the pension fund is managed in a secure way, as if the members themselves 

were undertaking the task. The focus of the supervisor should be on risks which impact on the members of 

the fund themselves and could involve them losing money.  As it is the member that bears the risk it is the 

member outcomes that pension supervisory are seeking to protect and the focus in looking at risks is to 

reach these optimal member outcomes. These optimal outcomes would include appropriate contribution 

decisions, effective administration, appropriate investment decisions, security of assets, appropriate 

decumulation decisions and value for money. 

10. Members experience further risk exposure in DC systems where they are obliged to take a range 

of decisions. These may include: 

                                                      
5
 It should be noted that, as described above, there are different types of DC plan and it is only in the purest form of 

DC that all risks are born by the plan members. For example, where an investment guarantee is provided 

(by the plan provider, an insurance company, or indeed the government) some of the investment risk is 

shared. Likewise, with occupational DC funds, some of the administrative costs and risk may be borne by 

the sponsoring employer. 

6
 In the case of DB or insured product, where the sponsor bears these risks, there is the possibility of insolvency that 

might end up affecting individual members‟ rights, where to the extent that DC risks are borne directly by 

the member there is no solvency risk. There is some solvency risk where the sponsor covers administrative 

costs or provides a guarantee, but commonly this is much less significant than for DB. The actions taken by 

supervisors to address this residual solvency risk are similar to those taken in relation to DB solvency risks 

and are not covered by this paper.  
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  how much to contribute; 

 which plan to join / provider to use; 

 how to invest their assets; 

 what product to purchase at retirement. 

11. Numerous studies show that these are not decisions that most member are well equipped or 

disposed to take – even if the supervisory regime ensures that they are given sufficient information for this 

purpose.
 7

  Impavido et al (2009) argue that the limited capacity of individuals to choose what is best for 

them stems from “a combination of lack of financial education, bounded rationality and use of simplistic 

„rules of thumb‟ in the decision-making process.”  

DC Governance Problems  

 Even where decisions are taken not directly by but on behalf of members - by sponsoring 
employers/trustees etc. (as may be the case with occupational DC pension plans) acting in a fiduciary 
capacity - many of the issues and the supervisory focus are still fundamentally different from DB.   

DC systems that are structured so that individuals bear the risk but other parties take the decisions 
(e.g. plan sponsors choosing providers or investment options), pose particular challenges for pension 
supervisory authorities.  

Where some form of collective fiduciary body does exist (as with most occupational DC pension 
plans), and makes decisions on behalf of DC members and beneficiaries, the supervisor can focus much 
more on making sure that those taking the decisions are truly acting on behalf of the members (as 
discussed below) and that they are suitably knowledgeable to make these decisions (which can be a 
challenge for „lay trustees‟ on the board of non-profit pension plans or foundations).   

Where no such oversight body exists a „governance vacuum‟ can arise. Various means have been 
tried to fill this governance gap (e.g. introducing „safe-harbour‟ rules to encourage proactive decision 
making on behalf of members, requiring third-parties such as auditors to act as „whistle-blowers‟, or 
introducing representational governance through bodies such as management committees). Supervisors 
themselves may play a more active role in such circumstance (e.g. monitoring and restricting investments). 

This issue is not discussed further in this paper but is examined in detail in (Stewart, Yermo 2008), 
(Byrne et al 2007). 

12. This element of member choice consequently introduces market competition into DC pension 

systems – the degree of competition varying with the amount of member choice. The significant role which 

competition plays in some DC systems contrasts with DB systems where the role of the market may be 

more limited.
8
  There is some potential therefore for DC pension funds (in theory at least) to be disciplined 

by the market, which should direct participants and assets to better managed pension schemes and 

arrangements.  

                                                      
7
 See (OECD 2008a). Further information available via the OECD‟s project on financial education www.financial-

education.org 

8
 Given, in DB plans, employees have limited freedom of choice, though sponsors and trustees are able to select 

providers. Competition is also less significant where pension funds or plans are not commercial operations 

and do not have listed equity or debt (i.e. instruments though which market discipline acts).   

http://www.financial-education.org/
http://www.financial-education.org/
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13. The problem, as discussed by Impavido et al (2009), is that the limited capacity of individuals to 

choose what is best for them means that competition and markets rarely work effectively within pension 

systems – leaving too much power in the hands of pension providers. The problem is only exaggerated 

where pension providers are commercial financial institutions.
9
 Conflicts of interest can therefore exist 

between the fiduciary duty to act in the interest of the pension fund members and beneficiaries and making 

profits for shareholders.  

14.  This  risk can take on (at least) three forms: a commercial manager has other potential 

motivations than the well-being of members and beneficiaries and hence may take decisions not in their 

best interests (e.g. cross selling different products to plan members or charging high fees); where  

commercial or non-profit managers are not managing their own funds and do not bear any risk themselves, 

they may lack incentives to apply sufficient time, energy and thought to deliver the best outcomes; where a 

not-for-profit manager (e.g. trustee) may not have the acknowledged expertise to prevent commercially 

motivated suppliers/ advisors persuading them to act in ways that are not in the members‟ and 

beneficiaries‟ best interests. 

15. When left unchecked, this excessive power can result in the following: 

 unduly high charges (including from excessive trading); 

 biased choice of service providers (e.g. from the same group) or investment products: 

 hidden commissions 

 insider trading 

 (which can all lead to) poor investment performance 

 exposure to too much investment risk 

16. Given the limitations of the market as a risk control mechanism, the role which competition plays 

in DC pension systems varies. Systems which require higher levels of protection (i.e. mandatory systems)
10

 

often employ a type of managed competition with a limited number of players and strictly controlled 

investment products etc. (see following discussion).  

                                                      
9
 „Not-for-profit‟ funds can also be manipulated by commercial providers/advisers (due to skills gap). DB funds may 

also use commercial providers, and therefore face conflict issues as well, but any resulting higher costs or 

poor investment performance would be borne by the plan sponsor. Specific DB conflict issues arising from 

different objectives of the plan sponsor (i.e. to minimize contributions) and plan members and beneficiaries 

(i.e. to achieve as well funded a plan as possible) are not addressed in this paper. 

10
 A higher level of protection is normally found in mandatory DC systems, which have a mass membership (which 

constrains individual involvement, and implies lower average levels of financial education etc.), and are 

designed to deliver substantive rather than top-up pensions. As mandatory private pensions are effectively 

or explicitly part of social security means that there is a large public policy (and media) impact if 

something goes wrong, along with an explicit and an implicit fiscal liability for the government. Market 

discipline may be considered to be insufficient on its own, and strong safeguards with intensive supervision 

are therefore required, for member and state interests.   
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III. What mechanisms can be used to control risks in DC pension systems?  

17. This paper categorizes the main risks which are particularly important within DC pension 

systems (given they directly impact on the accumulated pension savings and therefore amount of pension 

benefit) as follows:
11

 

 Investment risk  

 High costs  

 Operating risks  (including administering individual accounts and out-sourcing) 

 Managing transition from accumulation to decumulation 

18. Funding risk – the major concern for DB pensions - can be a serious concern in some DC systems 

which provide guarantees, but is not discussed in detail in this report.  

Funding Risks in DC Plans   

Funding risk can impact DC plans in three ways:  

 where pension schemes provide absolute or relative guarantees of performance, the pension 
providers need to have sufficient capital to honour these promises regardless of economic 
circumstances;  

 where the pension scheme also provide life annuities, life assurance or medical insurance this 
part of the fund needs to be insured which may introduce funding risk, especially where the fund 
insures itself;  

 pension providers are also expected to be capitalised sufficiently to meet costs that are not 
chargeable to the members, for instance arising from operational failures on their part (Commercial 
providers are unlikely to be able to call on sponsoring employers to bail them out and hence this is 
particularly relevant to them. Not for profit providers may be able to call on the sponsor, but there 
is the risk that the sponsor may not be in position to provide funding).   

The first concern is regulated using similar approaches to DB schemes and is of not considered 
further in this paper.  Where DB-style regulation is adopted, funding requirements may also cover the full 
range of risks.   

Otherwise, in many countries pension schemes are required to be supported by free capital, which 
the supervisor checks as part of the licensing procedure (along with the provider‟s business plan) and 
thereafter through routine inspections (for instance providers of mandatory pensions in Slovakia must have 
a capitalisation of at least €10 million – they tend to be subsidiaries of large financial institutions).   

19. A range of mechanisms is used by IOPS members to control these risks – as summarized in Table 

1 below. These mechanisms will be discussed in detail in the following sections.  

                                                      
11

 The amount of contributions paid into DC pension plans is also key, but is not considered in detail in this paper (see 

(OECD 2010 – forthcoming)). 



 
Table 1: Risks and Control Mechanisms in DC Pension Systems 

Individual Risk  Potential Control Mechanisms Details 

Investment Risk  Transparency and Education 

 

 

 

 

 

 

 

 

 Pension funds‟ Internal Risk-management 
systems 

 

 Quantitative Investment Limits 

 Product Design (life-cycle funds) 

 Guarantees 

 VaR 

 Replacement Rate Targets 

Disclosure Requirements  

 OECD requirements  

 Format of documents (Chile, Italy, Mexico and Slovakia)  

 Standardised between types of plan (Italy) 

 Covering risk as well as return (Hong Kong) 

 Measures of volatility (Bulgaria, Israel, Italy and Turkey)  

 In some cases, require prior supervisory approval (Bulgaria, Hong 
Kong and Slovakia) 
 

Supervisor Provides Information  
• Check disclosure ex post (Ireland, Turkey) 
• Provide information on their own websites (Chile, Hong Kong) 

 Require providers to ensure members properly informed about 
choices (Netherlands) 

 
Financial Education  
 
 

 Prudent person rule 

 Investment strategy 

 Benchmarking returns 

Costs  Comparison  



10 

 

 Not unreasonable tests etc. 

 Fee caps 

 Control mechanisms   

 

 

 Low cost default allocation 

 Limiting switching 

 Centralized collection / administration 

 Centralized fund management 

Operational Risk 

 

 Require specific risk management structure 
(e.g. internal control unit or risk manager) 

 Thematic reviews / inspections 

 Publish quality of service comparisons 

 Register and /or inspect service providers 

 Litigate for non-payment of contributions  

 

Decumulation Risk  Compulsory annuitization 

 Promote deferred annuities (products linking 
accumulation and decumulation phases) 

 Allow flexibility in timing and choice of 
annuity product 

 Central quotation systems to compare 
products and pricing  

 



 

1. Transparency and Education Mechanisms  

20. The first way to try to manage risks within DC pension systems is through increasing member 

understanding. If the main issue behind the problems with DC systems is that individuals lack the 

knowledge and engagement to manage the risks to which they exposed, then the first way to try and 

alleviate this risk is through providing them with the necessary information and assistance to manage these 

risks themselves. This can be done in a number of ways – outlined as follows. 

Information Provision  

21. One way this can be done is by imposing information disclosure requirements on pension funds, 

which pension supervisors then check are being delivered appropriately.  

22. The OECD Guidelines for the Protection of Rights of Members and Beneficiaries in 

Occupational Pension Plans (OECD 2003) lay out detailed requirements on information disclosure. The 

guidelines highlight that the following should be provided to members and beneficiaries of DC plans 

required to monitor their own investments: 

 adequate information upon which each plan member can base educated investment decisions 

 nature of the financial instruments available, (including investment performance and risk) 

 standardized, compatible and complete information regarding investment choices (including 

charges, fees and expenses, portfolio composition, investment performance data) 

23. It is not just what information is provided to members and beneficiaries which is important, but 

also how it is provided. The International Association of Insurance Supervisors (IAIS) recommends (IAIS 

2006) that information should be:  

 Relevant to decisions taken by market participant 

 Timely so as to be available and up-to-date at the time those decisions are made 

 Accessible without undue expense or delay by the market participants 

 Comprehensive and meaningful so as to enable market participants to form a well-rounded view 

of the insurer 

 Reliable as a basis on which to make decisions 

 Comparable between different providers 

 Consistent over time so as to enable relevant trends to be discerned. 

24. Pension supervisory authorities commonly recognise that they have an important role to play in 

overseeing the provision of this information – not least in checking its accuracy. Authorities need to 

consider what emphasis to give to which elements of information provision, and how to supervise 

information provision so as to meet supervisory goals. It is common for stronger rules to apply to „retail‟ 
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disclosure and advice than to information provided between financial services institutions and supervisors 

may have a role in enforcing these rules.
12

   

25. Supervisory authorities can oversee how information is provided by pension plans, laying down - 

sometimes strict – requirements for what and how information is released.  This can be done in a wide 

variety of ways:
 13

 

 In some countries (e.g. Chile, Italy, Mexico and Slovakia) the supervisory authority prescribes 

the precise format of documents.   

 Supervisory authorities often specify how funds are to report, for instance reporting returns net of 

charges, the frequency of reporting and the use of user-friendly format.  For example, the 

Nigerian supervisor requires periodic public reporting of rates of return calculated according to a 

specified formula based on audited figures and alongside comparative figures from the best and 

worst performing of the other (10) pension schemes.
14

 In Italy, a standardised form of disclosure 

is expected of all schemes regardless of whether employer-sponsored or insurer provided. 

 A few supervisory authorities require disclosure to cover risk as well as return. For instance the 

Hong Kong authority requires disclosure (at least half-yearly) of a standardized measure of risk
15

  

as well as standardised performance.  

 Similarly, supervisory authorities can require disclosure of measures of volatility (e.g. Bulgaria, 

Israel, Italy and Turkey), or, as in the case of Mexico and Israel, require disclosure of value at 

risk measure.  

 The supervisory authority can, as in Israel, ensure that each scheme‟s risk manager reports 

annually on the risks to members and the scheme.  

 In some countries, such as Bulgaria, Hong Kong and Slovakia, the supervisory authority 

approves key documents prior to publication.  

 Some supervisory authorities check the compliance of scheme disclosure to members and 

beneficiaries (after the event).  In Turkey this involves some detailed checking of disclosures 

against underlying records, while the Irish supervisory authority requires a sample of schemes to 

send in the information they make available to members for checking against legislative 

requirements 

26. Transparency and comparison of costs is also a particular focus of many supervisors, and indeed 

many of the examples given above also involve disclosure of costs in a standardized format, either 

separately or through requiring disclosure of net returns (the later section on costs provides more details).  

                                                      
12

 Of particular relevance in the EU are the European Commission‟s proposals for a harmonised regulatory regime for 

Packaged Retail Investment Products (PRIPs). 

13
 IOPS Working Paper No. 5, „Information to Members of DC Pension Plans: Conceptual Framework and 

International Trends‟ (IOPS 2008e) provides further examples of how such information is provided in 

practice. 

14
 This incidentally means that all schemes must have the same year-end. 

15
 3 year standard deviation calculation. 
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27. In addition, supervisory authorities can act as information sources themselves, providing 

standardized, comparative data on individual providers and the market as a whole (as is done, for example 

in Chile and Hong Kong). This can avoid the problems that can arise where each pension scheme 

emphasizes the information that puts it in the best light (for instance by judicious choice of measures every 

scheme can appear to be the best: one discloses that it is the best this month, another the best this year, and 

another the best for the last 3 months etc). However, supervisory authorities have to be aware that 

prescribing what comparative information is to be disclosed can influence the nature of competition 

between providers, as this may well become oriented to the criteria they have set.  In such cases, if 

supervisory authorities choose inappropriate performance measures (particularly if these are excessively 

short term) individuals may end up selecting their pension provider on inappropriate criteria, for instance 

short term performance numbers. 

28. Alternatively, supervisory authorities may take a role in helping to ensure that individuals 

understand the information which is provided to them. For example, the Dutch conduct of business 

supervisor
16

 takes a possibly unique approach in enforcing legislation that requires DC providers to 

demonstrate that they have ensured, so far as possible, that each member‟s choices (where the default fund 

is not selected) are informed by their personal and financial circumstances and risk appetite.  The Dutch 

provider (usually an insurer) must advise the employee, taking into account his financial goal, financial 

position, risk appetite, knowledge of and experience with investments.
17

 

29. During the financial and economic crisis of 2008/2009, many pension supervisory authorities 

stepped up their communications role (see IOPS (2009b). Awareness campaigns stressed the long-term 

nature of pension savings and the dangers of reacting to short-term volatility via switching of funds – 

towards conservative funds– or withdrawals in voluntary schemes (including potential charges). 

30. More generally, supervisory authorities may seek to raise the general level of financial education 

in the community, often in partnership with other agencies, on the assumption that better general 

understanding should result in better informed pension plan members and choices (see OECD 2008).
18

  

Such efforts may be combined with a desire to increase participation in pension saving where this is not 

mandatory. For example: 

 The Hong Kong supervisory authority publishes clearly written information for members on its 

website to help them understand their retirement needs, make fund choices and access and 

understand other information directly related to their mandatory provident fund investment.  

 The Chilean supervisory authority has received a specific budget for financial education 

activities. It has already re-named the different funds in the multi-fund model to give a clear 

indication as to whether they are growth, balanced or conservative, in an attempt to help 

members understand their options.  

                                                      
16

 Netherlands Authority for the Financial Markets - AFM 

17
 Ideally the provider agrees to arrange the investments under the life cycle so that the employee is likely to receive a 

stated preferred amount of income.  In other words, the provider should base its advice on the amount of 

income the employee wishes to receive or the extent to which he is willing to accept a reduced likelihood 

of the preferred income being achieved in order to be able to take more risks for an even higher return.  

The interaction between the provider and the employee should therefore not focus on the investments or 

allocation of premiums over asset classes but much more of the preferred level of pension income and the 

preferred certainty of that income being achieved.  Only if the provider has done all this can it avoid 

fiduciary responsibility for under-performance of non-default funds.   

18
 Further information on the OECD‟s financial education work can be found on www.finanical-education.org 
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 The Irish supervisory authority (Pension Board) has undertaken road-shows and advertising 

campaigns to help the public understand their pension choices and hence increase pension 

saving.
19

  

31. It should be noted that using transparency and education to alleviate the problem of a lack of 

understanding on the part of individual DC plan members is not a „quick fix‟ but needs to be treated as a 

long-term policy on  the part of supervisory authorities.  

2. Other Control Mechanisms  

32. However, these tools of transparency and education alone are rarely enough – even when used 

over the long-term - to ensure a well functioning pension market. Given individuals‟ lack of knowledge 

and understanding (including a great deal of apathy when it comes to making pension related choices), the 

complexity of pension products and market failure issues (such as asymmetry of information), competition 

within pension markets does not always operate successfully. Therefore supervisors overseeing DC 

pensions will normally combine them with the other control mechanisms. 

33. This section of the paper will now examine the different control mechanisms which IOPS 

members use to control the main risks outlined above (paragraph 17).   

a. Investment Risk 

34. The most important risk borne by individual members of DC funds is investment risk - especially 

if no form of guarantee is given by the pension provider - and hence this risk is a major focus for most 

supervisory authorities. The rate of return is the primary determinant of the balance which their fund will 

accumulate, and which individuals will subsequently use to fund their retirement. If this return is too low 

(or indeed negative) individuals may end up retiring with too small a balance to fund an adequate income.   

35. As discussed, this becomes even more of a challenge when individual choice is introduced into 

DC systems. As Impavido et al (2009) point out: “There is ample evidence that, even in normal times, 

individuals generally lack the necessary skills to monitor portfolio management and, therefore tend to 

make an uneducated selection of portfolios during their lifecycle.” 

36. Low returns may arise from several problems:   

 Excessive risk taking (so that returns, for a given level of risk, are not maximised); 

 Excessive risk aversion (particularly where default options offering „safe‟ or guaranteed returns are 

chosen by many individuals, despite the fact that these may not deliver an adequate level of 

retirement income given the amounts of contributions made); 

 Inefficient processes (i.e. sub-optimal returns for a given level of risk); 

 Insufficient attention to liquidity (see box); 

 Market falls close to retirement (a special case of liquidity risk) 

 

                                                      
19

 Information on the Irish campaign can be found on http://www.pensionsboard.ie/index.asp?locID=134&docID=-1 

For information on national awareness and education campaigns in other countries see (IOPS 2008f). 

http://www.pensionsboard.ie/index.asp?locID=134&docID=-1
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Liquidity Risk in DC Plans   

 Liquidity risk is another aspect of investment risk relevant to some DC pension plans – i.e. the risk that 
investments could prove insufficiently liquid to meet requirements which the plan has to pay out balances or benefits to 
members without incurring avoidable losses. This can be a particular issue for DC funds as members commonly take 
out their benefits in one lump sum, sometimes with considerable flexibility regarding timing.   

It should not be a significant issue where funds hold assets which are tradable in deep, liquid markets. Indeed 
this is a requirement in many countries, which prohibit investment in illiquid instruments or place quantitative 
restrictions on the percentage of portfolios which can be invested in unlisted, „alternative‟ investments (see (OECD 
2008b), (Stewart 2007), and (IOPS 2008c)). 

Where, however, funds have substantial freedom to invest in illiquid asset classes, or assets that prove to be 
illiquid during a financial crisis (e.g. commercial property), there is a potential risk that funds may sustain serious losses 
in meeting their obligations.   

Supervisory authorities can therefore look for appropriate risk management processes to address this risk. For 
example, the Australian authority in particular made this a priority during on-site inspections during the financial crisis 
of 2008/2009. 

37. Yet supervising DC investment risk is not an easy task. With DB pension funds, supervisors 

primarily focus on investment risk via underfunding levels and mismatches between assets and liabilities. 

However, within DC funds investment risk is harder to measure as probability distributions need to be 

considered, not the probability of achieving a specified outcome (unless such an outcome is targeted, 

which is rarely the case and difficult to measure for DC plans). The process is further complicated where 

members are offered fund choice. In this case, supervisors need to choose whether to focus just on the 

default fund, leaving members in other funds to manage their own risks on the basis of well-regulated 

information, or to focus on all funds by restricting choice or ensuring members are well advised.  Indeed in 

some English speaking countries the existence of member choice of funds is used to justify a hands-off 

approach even to the default fund, especially if such a fund is not mandatory.  

38. With DC plans, while supervisors may be able to enforce outcomes to some extent- if guarantees 

are offered, or the level of tolerable risk is explicitly specified- the focus is more commonly on how 

pension funds are managing investment and other risks – i.e. inputs and systems are what matter. Four 

approaches are evident worldwide: 

 Ensuring that market discipline enables informed participant choice and hence effective 

competition between pension plans and funds, so as to incentivise good investment practice, 

covered above under member understanding; 

 Encouraging plans to follow best practice in their management processes and risk management 

relating to investment, so that plan fiduciaries or managers take properly informed decisions that 

optimize risk and return within fund portfolios; 

 Controlling the amount of risk in the fund by enforcing quantitative limits set by regulation, 

supervisory guidelines or fund rules regarding  the composition of the fund portfolio; or 

 Controlling the members‟ exposure to risk by mandating and enforcing specified types of product 

design. 

39. These approaches are not mutually exclusive, and most supervisory authorities have some role in 

relation to each, albeit that they tend to place greater emphasis on some rather than others. Hence, many 
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countries require pension funds to prepare a formal statement of investment principles and may check that 

these principles are followed, even where there are minimal regulatory or supervisory restrictions on 

portfolio composition. Most countries also place some quantitative restrictions on fund portfolios, most 

notably in relation to investment in the sponsoring entity, but also to secure diversification of risk, even 

where no restrictions are placed on asset types.  Supervisors commonly seek to enable the benefits of 

effective competition, where this is feasible, even though they may also place emphasis on quantitative 

limits or good investment or risk management practice.  

40. This (investment risk) section of the paper, considers in turn the supervision of: 

 risk management systems (including investment strategy) 

 quantitative limits  

 product design (life-cycle funds) 

 risk limits (VaR) 

 guarantees  

  income target rates 

Risk management systems  

41. A fundamental way of controlling investment risk is to require certain risk management systems 

to be in place within pension funds themselves.
20

  Given the emphasis on processes rather than outcomes, 

the oversight of the pension funds risk management systems becomes more important when supervising 

DC pension systems.  

42. Such risk-management systems have also become more important as pension legislation in many 

countries has been deregulated in recent years, with the prudent person rule consequently becoming a 

fundamental principle underlying the regulation and supervision of pension plan investments. According to 

this rule, supervisors assess whether the investment approach undertaken by the fund is that of a prudent 

person (or in some countries a prudent expert) investing the funds on behalf of another person. The OECD 

Guidelines on Pension Fund Asset Management (OECD 2006) highlight that the prudent person standard 

focuses on behaviour and process rather than on outcomes, “seeking to assure that those responsible for 

managing pension fund assets do so in a professional manner with the sole aim of benefiting the pension 

fund and its members.” A focus on process can potentially cover investment efficiency as well as the 

riskiness of asset allocation.    

43. Some countries specify requirements for the prudent person rule more closely than other. For 

example, in Ireland there is a requirement that default fund asset allocations (for PRSAs
21

) should be 

actuarially certified as prudent, which has effectively mandated life-cycle funds. South Africa requires a 

                                                      
20

 For details see IOPS Working Paper No. 11 (IOPS 2009) and related good practices on risk-management (IOPS 

2010 - forthcoming). 

21
 Personal Retirement Savings Accounts are tax incentivized, voluntary, personal pension arrangements. 
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triennial actuarial certification of DC schemes (even where they do not have actuarial liabilities) copied to 

the regulator to check compliance.
 22

 

44.  The OECD guidelines (OECD 2006) highlight that “because of its procedural focus, the prudent 

person standard places significant emphasis on the ability of pension fund governing bodies to hire 

qualified assistance and establish appropriate internal controls and procedures to effectively implement 

and monitor the investment management process.” The risk-management systems which pension funds are 

required to operate can be laid out in detail by pension supervisors, or the authority can provide guidance 

on what type of risk management system it would expect to see, leaving the details of the implementation 

to the pension fund itself.
23

 As well as being subject to regulatory compliance inspections, compliance is 

also (in Australia at least) promoted by specifying that trustees only have a safe-harbour against litigation 

if they have met the investment standards. 

45. In addition to general requirements (regarding management oversight, control systems, internal 

reporting and audit requirements), such risk management systems usually contain specific measures for 

handling investment risk.
 24

  Central to this is the requirement for a comprehensive investment policy. 

Indeed, the OECD guidelines (OECD 2006) also stress that “the establishment and use of a comprehensive 

investment policy is considered a crucial aspect of satisfying the prudent person standard”.  

46. It is common in many countries for pension funds  to be required to prepare a statement of 

investment principles (e.g. this is a requirement of the European Union‟s IORP Directive).
 25

 Compliance 

with these statements can be checked as part of any on-site inspection regime, but Kenya, at least, requires 

the statement to be copied to the supervisor every five years, while in Jamaica the supervisor must approve 

the document.   

47. The OECD standards (OECD 2006) provide detailed guidance on what a comprehensive 

investment strategy should contain, including the following elements: 

 Investment objectives  

 Asset allocation 

 Diversification 

 Liquidity need 

                                                      
22

 Where South African DC schemes have actuarial liabilities, for instance because they pay a pension from the 

accumulated balances, the requirement is for actuarial valuation. In practice, where a DC smoothes 

investment returns it has in any case to prepare a triennial valuation. The actuarial certification is expected 

to cover whether in the actuary‟s opinion: the assets and liabilities are adequately matched – which is 

effectively a requirement for some form of life-cycling; the assets are suitable considering the liabilities of 

the fund; if the rate of investment return credited to member‟s individual account is smoothed, he is 

satisfied that the rate does not endanger the financial soundness of the fund and that the rate is reasonable 

in relation to the gross investment return earned by the fund.  

23
 Details of such guidance notes can be found in (IOPS 2009). 

24
 The guidance issued by the Australian regulator, APRA, provides a good example (see APRA 2006). The 

Superannuation Circular No. II.D.1 “Managing Investments and Investment Choice”  runs to 21 pages and 

is a mix of operating standards that must be followed and good practice guidance, breaches of which would 

be raised during regulatory inspections. 

25
 European Directive 2003/41/EC (IORP Directive) http://eur-

lex.europa.eu/LexUriServ/LexUriServ.do?uri=CELEX:32003L0041:EN:HTML  

http://eur-lex.europa.eu/LexUriServ/LexUriServ.do?uri=CELEX:32003L0041:EN:HTML
http://eur-lex.europa.eu/LexUriServ/LexUriServ.do?uri=CELEX:32003L0041:EN:HTML
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 Valuation methodology 

 Use and monitoring of derivatives 

 Asset Liability Matching targets (where appropriate) 

 Performance measurement, monitoring and benchmarking 

 Control procedures, including risk tolerances / risk monitoring procedures  

 Reporting format and frequency 

48. The guidelines stress that the investment strategy should be consistent with legal provisions 

(prudent person and quantitative limits) and the objectives of the fund (i.e. with the characteristics of the 

liabilities, maturity of obligations, liquidity needs, risk tolerance etc,), at a minimum identifying strategic 

asset allocations (i.e. the long-term asset mix over the main investment categories), the performance 

objectives (and how these will be monitored and modified), any broad decisions regarding tactical asset 

allocation, security selection and trade execution. The guidelines state that the use of internal or external 

investment managers should also be addressed (with an investment management agreement required for 

the latter), and the costs of such services monitored. In particular the guidelines note that the investment 

policy for pension programmes in which members make investment choices should ensure that an 

appropriate array of investment options, including a default option, are provided for members and that 

members have access to the information necessary to make investment decisions, and the investment 

policy should classify the investment options according to the investment risk that members bear. 

49. While regulatory checking of compliance with risk management and investment guidelines, tend 

to be process-oriented, the extensive information that some supervisors gather on investment allocations 

and returns may also be used.  Supervisory oversight could also be informed by benchmarking of funds 

against each other to provide indications as to which are outliers or appear to be under-performing- though 

there is limited evidence of this in practice. For example: 

 The supervisory authority in Poland goes one step further in this regard. The supervisor awards 

the best performing scheme each year (net of fees) with the custom from all new members to the 

(mandatory) system who have not made a choice.
26

 A similar performance based allocation has 

been applied in Mexico since 2008 (default allocation to the pension manager which gives the 

highest 36-month net return). 

 In Chile, the regulator expects net investment returns to fall within a specified band around the 

average return for the five plans.
27

  

 In Australia, the supervisor refers to plan investment allocations when checking for effective 

management of liquidity risk.   

                                                      
26

 This would appear to reward a focus on reward more than risk avoidance, and interestingly Poland is nearly the 

only Eastern European country where investment in riskier asset classes is as high as the quantified limits 

allow. 

27
 This discourages risk-taking substantially greater than average. In reality (and probably inevitably) „herding‟ 

behaviours have become evident. 
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 In Israel the supervisor has developed (with relevant academics) indices of the riskiness of DC 

investments  These indices, which the supervisor publishes on its website, are also intended to act 

as an evaluatory device for plan risk managers and as a tool for the supervisor to help assess 

investment governance during its inspections.  

Quantitative investment limits
28

 

50. Despite the general global move towards deregulation and the use of the prudent person rule, 

quantitative investment limits of one type or another are still applied to pension funds in many 

jurisdictions. Indeed, the OECD guidelines (OECD 2006) outline how such limits should be used and can 

be combined with the prudent person rule as the two are not mutually exclusive.
29

  Investment limits by 

themselves do not ensure that an investment is „prudent‟. Therefore in most countries quantitative limits 

and the prudent person rule are combined and indeed should not be seen as incompatible – an either/ or 

choice. Supervisors overseeing DC funds still have to consider whether the investment approach is 

appropriate, even where more quantitative restrictions are put in place. 

51. In most countries there are limits on investment in the sponsoring employer and restrictions on 

the use that can be made of illiquid asset classes such as derivatives.
30

  Limits on the allocation to specified 

asset classes (which are near universal in Eastern Europe and Latin America, but also found in Nigeria and 

Kenya)
31

 are set out in primary legislation or binding rules issued by the regulator.  They can cover the 

holdings of different asset classes (e.g. equities) of assets not traded in liquid financial markets or issued 

abroad, along with limits on holdings placed with a single issuer to ensure diversification.  

52. Many supervisory authorities consequently have an important role in enforcing a quantitative 

approach to controlling investment risk within DC pension plans, by checking that asset allocations do not 

breach quantified limits on various asset classes or restrictions on the proportion of assets that may be held 

with a single issuer (to avoid risk concentration).   

53. It is relatively easy to supervise compliance with quantified limits by monitoring regular reports 

from the plans, which in most of these countries are few in number (e.g. five in Chile) and to obtain 

rectification by an enforcement procedure. In reality most plans in these countries allocate assets well 

within most of the quantified limits. It is more difficult in countries overseeing hundreds, if not thousands, 

or funds, and in these countries reliance on the prudent person is more common.  

                                                      
28

 For details of quantitative regulation see (OECD 2010) 

29
 The guidelines state that “portfolio limits can serve to establish important boundaries that prevent or inhibit 

inappropriate or extreme investment management decisions, but they alone cannot effectively regulate the 

manner in which pension fund asset management decisions are made within those boundaries, and, in fact, 

are silent with respect to activity that is "within bounds." Therefore, jurisdictions that rely solely on a 

series of quantitative portfolio limits to regulate pension fund asset management should consider 

establishing a prudent person standard to work in tandem with portfolio limits. In this regard, countries 

that rely primarily on portfolio limits should, at a minimum, also set forth prudent person standards for 

pension fund governing bodies.”   

30
 For instance, there is a 5% limit within the EU on investment in the sponsoring employer, and in the UK and 

Ireland a prohibition on using derivatives for purposes other than risk management.  Investment in non-

cash instruments that are not traded on public markets is prohibited for PRSA default funds in Ireland. In 

Hong Kong, MPF funds may, within limits, engage in hedging through certain financial derivatives. 

31
 The Kenyan limit on equities of 70% is much higher than in countries with mandatory pension systems, but they 

limit alternative asset classes to 5%.   
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Product design  

54. Quantitative investment limits can be better targeted by specifying design features of the funds 

between which individual plan members can choose.  One approach is to mandate that where plans offer 

fund choice they must offer, say, five funds with specified asset allocations or risk criteria, ranging from 

high equity content to highly conservative.  This is the multi-fund model found in Latin America (e.g. 

Chile) and Eastern Europe (e.g. Hungary and Slovakia).  Members can choose between funds, but are not 

allowed to belong to the riskier funds beyond specified ages (the younger the member the riskier the 

permitted allocation).  This approach effectively results in a form of life-cycle investment. In addition, 

Israel and some Eastern European countries are planning to make life-cycling a legislative requirement (for 

the default fund at least).
32

  

55. In practice, life-cycle funds can take very different forms in different countries –levels of high vs. 

low risk assets differing widely and switches in portfolio composition taking place at different points 

within individuals‟ careers. For example, high risk funds in Chile can invest up to 80% in equities, where 

as in Mexico the limit is only 30%. 
33

  

Table 2: Equity investment limits by type of fund option in selected countries
1
 

 Option 1 Option 2 Option 3 Option 4 Option 5 

Chile
2
 40%-80% 25%-60% 15%-40% 5%-20% 0-5% 

Mexico 30% 25% 20% 15% 0% 

Hungary 100% 40% 10% 

Slovak republic 80% 50% 0% 

Estonia 50% 25% 0% 

Source: OECD 

Notes: (1) Selected countries have mandatory „pure‟ DC systems (2) In Chile, equity investments in each fund option are subject to 
both a floor and a ceiling. 

56. The USA has developed an approach to product design intended to limit member exposure to 

investment risk based on fiduciary fear of litigation.  Legislation
34

 provides that employers who default 

members into a default fund,  only have „safe-harbour‟ from subsequent litigation for breach of fiduciary 

duty should the investments under-perform if they use one of three types of fund, invested in a diversified 

portfolio of assets that are liquid or traded on regulated markets, target retirement date,
35

 target balanced 

asset allocation or a managed fund.
36

   

57. The approach of exploiting fiduciary desire for safe-harbour contrasts with the Dutch approach of 

explicitly stating that DC providers cannot avoid fiduciary liability for default funds at all.  They are 

required to design these funds so as to implement the Dutch interpretation of the prudent person principle 

                                                      
32

 Such funds are also offered on a non-mandatory basis in other countries, for example in the USA where they are 

often the default choice within occupational pension plans.  

33
 The OECD has done further work modelling the impact of different life-cycle funds – see (OECD 2010 

forthcoming).  

34
 Pension Protection Act 2006 

35
 In a US style target retirement date fund each retirement date (e.g. members retiring in 2015) has its own fund 

which can be managed to re-balance the portfolio to assets matching the pay-out at retirement. 

36
 It should be noted that in some circumstances a scheme can use auto-enrolment only where the default fund 

complies with the legislation.  
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which requires funds to protect members from risk throughout the life-cycle, with a move to liquid 

investments near retirement, along (probably) with an ALM-study to find out the (un)certainty/ likelihood 

of the targeted capital actually being achieved.  The approach is unlikely to work without explicit direction 

from the supervisor as to the meaning of prudence, which ALM has also given. It is notable that the 

Australian supervisor has also stated that fiduciary responsibility cannot be avoided, but in the absence of a 

specific definition of prudence, life-cycle funds are rare and there is a heavy weighting towards equities.
37

  

Value at Risk 

58. Rather than controlling investment risk via restrictions on the type of instruments a fund can 

invest in, some supervisory authorities are trying to control risk exposure  – notably the Mexican 

supervisor CONSAR with their use of Value at Risk (VaR). VaR is defined as the maximum loss in a 

portfolio with a given probability or confidence interval (typically 5%) and over a given planning horizon. 

VaR can provide the fund manager and the supervisor with a summary measure of market risk to which 

each pension portfolio is exposed. This single number summarizes the portfolio's exposure to market risk 

as well as the probability of an adverse move. The pension regulator (CONSAR) then checks whether the 

fund is in line with these regulatory limits. If the answer is no, the process that led to the computation of 

VaR can be used to decide where to trim risk. For instance, the riskiest securities can be sold, or 

derivatives such as futures and options can be added to hedge the undesirable risk. VaR also allows users 

to measure incremental risk, which measures the contribution of each security to total portfolio risk.  

59. The main attractions of the VaR approach are that it provides a common measure of risk across 

different positions and risk factors and introduces an aspect of probability. However, it does not consider 

losses or gains when the bad state does not occur nor does it say anything about the expected loss when the 

bad state occurs. Hence, as Dowd and Blake (2006) point out, ignoring  tail losses can lead to some 

perverse incentives (whereby high return, high risk investments may be favoured if they do not affect the 

VaR – regardless of the sizes of the higher expected return and possible higher losses).
38

 VaR has several 

other drawbacks as a risk measure, including:
39

 

 when measuring pension risk there are at least two important factors to consider: the investment 

horizon and the risk of annuitization. VaR models with a time horizon of one day, one month or 

even one year are not best suited to measure pension risk; 

 critical events: it is not straightforward to predict critical episodes, and when they happen, it 

might be the case that following a VaR approach can be a potential sources of significant 

instability in the market;
40

  

 VaR does not reflect downturns and involves inertia which leads to an over-representation of past 

volatility.  

                                                      
37

 Australian plans, however, seek to determine which investment option is most appropriate for members who have 

not made a choice by using information the members provide on their circumstances. 

38
 Dowd and Blake (2006) also discuss other problems, such as subadditivity, which undermines VaR as a risk 

measure. 

39
 See (Berstein and Chumacero 2008) 

40
 Hence current regulation in Mexico considers waivers for the funds which risk excess is due to systemic risk. These 

waivers are granted to prevent unnecessary sales (consequence of the market downturns) which will turn 

into losses and create instability in the market as well. 
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60. CONSAR in Mexico have adapted their model to alleviate another key problem with the VaR 

system which is its pro-cyclicality. During the volatile markets of 2008/2009, pension funds in Mexico (all 

at the same time) found themselves forced to sell risky assets (i.e. equities) into falling markets in order to 

bring their portfolios back in line with VaR limits. A waiver to this rule did exist and was applied by 

CONSAR, and has since been formalized to reduce the pro-cyclicality during volatile markets in future. 

Benchmark portfolios have been set up and when volatile markets cause these portfolios to hit their 

maximum loss limits, the confidence intervals applied to the VaR model will be raised (though the absolute 

loss limits remain the same)
41

 so that the number of adverse scenarios allowed will be increased in 

increments of 5 as necessary (i.e. from 26 under the 95% confidence interval, to 31, 35). Once market 

volatility returns to normal, the 95% confidence interval will be automatically restored.  

61. Given the limitations of standard VaR, variations on the approach which are more sensitive to 

the shape of the loss distribution and the tail of the distribution are being explored. Also known as 

Expected Shortfall,
42

 Conditional Tail Expectation (CTE) is a statistical risk measure that provides 

enhanced information about the tail of a distribution above that provided by the traditional use of 

percentiles. Instead of only identifying a value at a particular percentile and thus ignoring the possibility 

of extremely large values in the tail, CTE recognizes a portion of the tail by providing the average over all 

values in the tail beyond the CTE percentile. Therefore, for distributions with “fat tails” from low 

probability, high impact events the use of CTE will provide a more revealing measure than use of a single 

percentile requirement.
43

 However, the accuracy of all such measures needs to be treated with caution as 

they were designed for solvency assessments of banks – institutions with short-term horizons and exposed 

to potential liquidity scares. Whether they are appropriate for pension funds – which are long-term 

investment vehicles – needs to be considered.Guarantees  

62. An alternative way of controlling investment risk within a DC pension (i.e. preventing adverse 

return outcomes and consequently a low accumulated pension balance) is to require a guaranteed return on 

the fund. Only a few countries with mandatory DC systems require pension funds to meet minimum 

investment returns.  In a few cases there are absolute guarantees of the capital invested - such as mandatory 

funds in Romania. A similar guarantee was introduced for conservative funds in Slovakia from 2009.
44

 

Switzerland provides a rare example of a mandated absolute rate of return guarantee,
45

 although some 

Danish and Belgian plans provide such a guarantee in practice.   

                                                      
41

 Ranging from 0.6% for the most conservative portfolio to 2% for the most risky. 

42
 Terminology in this area is non-consistent with such measures also referred to as Expected Tail Loss, Tail 

Conditional Expectation, Conditional VaR, Tail Conditional VaR and Worst Conditional Expectation 

(Dowd and Blake 2006).   

43
 See American Academy of Actuaries http://actuary.org/pdf/life/varwg_march07.pdf and (Dowd and Blake 2006). 

44
 At the end of the monitoring period (6 months), conservative pension funds are required to have at least the same 

level of actual pension unit as at its beginning. Potential losses are covered with money in a guarantee 

account, and, if this is not enough, by the company‟s own capital. Growth and balanced funds, at the end of 

the monitoring period, compare only the composition of assets in the funds with composition of reference 

values stated in the funds´ statutes.   

Along with management fee and account maintenance fee, the company can now charge a fee for out-performance of 

the respective fund. Exact calculation method is enacted. 

45
 Pension funds must meet a minimum investment return of 2.75% in nominal terms. The guarantee must be applied 

both when an employee changes job and at retirement. Pension funds strive to pay returns above the 

minimum, but they do not have to and they usually only credit individuals‟ accounts with the guaranteed 

return, saving the rest as a reserve. Adverse market conditions led the government to reduce the guaranteed 

rate in recent years, and this may happen again in 2009. 

http://actuary.org/pdf/life/varwg_march07.pdf
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63. In most cases, these minimum returns are “relative” as they are set in relation to the pension fund 

industry‟s average rate of return, or the return on government bonds, over a certain period, usually a few 

months. The guarantees usually apply to the accumulation period, but may apply to pension payments. For 

example, in Chile if the pension generated by the individual account is too low, a government subsidy is 

provided to make up a basic pension level (for the 60% of the population with lower incomes).  

64. In Poland the mandatory minimum rate of return for open pension funds is equal to either 50% of 

the weighted average rate of return of all open pension funds or that weighted average rate of return minus 

4%, whichever is lower. The weighted average rate of return must be calculated for a 36-month period 

twice a year (i.e. March and September) according to the methodology established by the supervisory 

authority. The calculation takes into account the return and the market share of each pension fund.  

65. Minimum absolute return requirements are relatively rare in voluntary DC systems. For example, 

Belgium allows different levels of guarantee, whilst Italy requires a guarantee in the default fund. Many 

schemes in Denmark have a de facto requirement for a guarantee due to union involvement.  
46

  

66. Guaranteed minimum returns impact substantially on the nature of the supervision of the system, 

as the solvency of the provider becomes a major issue and some form of solvency supervision, as found in 

DB systems, is required.
47

 

Target-based Risk-measures 

67. New measurements of risk within DC pension funds are trying to move away from short-term 

investment returns as it is argued that these are not appropriate measures for a pension fund – the goal of 

which is to provide a stable retirement income over a long-term time horizon.
 48

 Indeed, Impavido et al 

(2009) state that investment risk is amplified by the lack of long-term targets for pension fund managers, 

compounded by the lack of connection between the accumulation and decumulation phases, exposing 

individuals to annuitization risk (see later discussion). The authors argue that again this problem stems 

from members poor understanding, allowing pension fund managers too much market power. 

68. The academic research therefore suggests that government policy set long-term investment 

targets, such as replacement rates. 
49

 Once these have been set, optimal portfolios for achieving this target 

would be derived (using stochastic modelling techniques).  The performance of the actual portfolio of a 

pension fund could then be assessed vs. this optimal portfolio which would be used as a benchmark.  

69. It should be noted that this is a new area of research, as yet untested, and is consequently 

controversial. The challenge is devising the appropriate benchmark portfolios, which could be done by an 

expert commission consisting of regulators and supervisors, academics, industry representatives etc. 

Several defaults, based on a model set of life-cycle pension funds, would have to be derived - reflecting not 

only age but also so called „human capital‟ issues, such as income levels and job stability etc.  The World 

Bank publication (Hinz et al 2010) notes that these benchmarks should consider the following factors: 

 The presence of other sources of retirement income, including the income from public pensions; 

                                                      
46

 Belgium allows different levels of guarantee, whilst Italy requires a guarantee in the default fund. Many schemes in 

Denmark have a de facto requirement for a guarantee due to union involvement.   

47
 For a discussion on the costs of guarantees within DC systems see (Antolin 2009), (Munnell et al 2009). 

48
 For details see (Hinz et al 2010)  

49
 The replacement rate is the ratio of pension income to pre-retirement earnings.  Impavido et al (2009) argue that a 

cash balance target with specific investment rules aimed at smoothing the interest risk associated with the 

transformation of cash balances into annuities could probably be a valid alternative. 
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 The age of individuals; 

 The rate of contributions; 

 The target replacement rate and its downside tolerance; 

 A matrix of correlations between labour income and equity returns; 

 The expected density of contributions for different categories of workers; 

 The type of retirement income in the payout phase, in particular the risk tolerance of pensioners 

in the payout phase (e.g. real fixed annuities, variable annuities, and phase withdrawal); 

 A parameter that reflects the risk aversion of policy makers. 

70. The regulator would define the number and structure of life-cycle funds to be offered, with their 

asset allocations and „glide paths‟ (i.e. how rapidly risky assets are reduced) reflecting the objectives of the 

pension system (the larger the role of these DC funds in the overall pension system the more conservative 

they would need to be). These benchmarks would indicate different (more or less risky) routes to achieving 

the target replacement rate. Pension fund managers would offer funds in the same category as these 

benchmark funds, with their returns being measured accordingly.  

Figure 1: Target-based Risk-Measures for DC Funds 

 

Source: authors 

71. The passive implementation of the benchmark (based on objective stock and fixed income 

indexes) would provide managers with a minimum performance that they might try to improve upon. In the 

World Bank publication (Hinz et al 2010), Viceira notes that regulators could limit the level of „active 

bets‟ that managers could take by defining (measuring and verifying) maximum tracking errors, just as 

institutional investors do with the active managers they hire. This would enable the pension system to 

remain within the overall risk level that is deemed appropriate.  

72. Alternatively, Viceira outlines that the benchmark could be made up of a portfolio of riskless 

assets which would generate the targeted replacement rate at the relevant investment horizon (i.e. a 
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portfolio of inflation-indexed bonds with a duration that properly reflects the investment horizon of the 

population of plan participants). The performance of the fund would be measured against the performance 

of such a benchmark – the problem being that in practice there is a lack of such long-dated, indexed bonds, 

not only in developing but also some developed economies. 

73. Supervisors could then work this analysis into their overall risk assessment via a „traffic light‟ 

system. For example a green light would indicate a pension fund with a portfolio structure aligned with the 

benchmark and a good risk management system.
50

  

74. Blake (Blake et al 2008) discusses a similar idea, again arguing that DC pensions should be 

structured „from back to front‟, i.e. from desired outcomes to required inputs (via „dynamic 

programming‟), with the goal of delivering an adequate, targeted, pension with a high degree of 

probability. DC funds should in effect be made more like DB – but with a targeted rather than a guaranteed 

benefit (as guarantees over the long-term are expensive), and the accumulation and decumulation phases of 

DC pensions should be linked via targeted annuities. Currently fund managers have no „target fund‟ to 

accumulate. The risk which fund managers take should be controlled not by quantitative investment rules, 

but rather through targeted annuitization funds which they need to replicate (designed via some form of life 

styling investment strategy during the accumulation phase). The role of regulators would be to set these 

target annuitization funds as default options.  

Target Annuitization Funds   

 As described by Impavido et al (2009), target annuitization funds are DC products with a target maturity (e.g., the 
retirement date) and where the construction of the investment portfolio is driven by a long-term financial target. A 
retirement benefit is targeted within a confidence interval.  

The optimal (strategic) asset allocation of these funds is not deterministic (i.e., it is not based on static rules), but 
derived from stochastic programming techniques that take into account the main risks faced by contributors during the 
accumulation phase, including labor income or human capital.  

The authors also point out that by having a long-term financial target, policymakers or regulators can better track 
the performance of pension fund managers throughout the entire accumulation phase of participants. However, this 
also implies that contributions may become “endogenous”. That is, additional individual contribution rates may need to 
be made if it appears that the target will not be achieved. 

The authors argue that a well functioning system of target annuitization funds implies:  

(i) periodic estimations of the individuals‟ funded positions;  

(ii) a process for communicating to individuals the impact of market events on the probability of reaching their 
investment target;  

(iii) a process for communicating to individuals the impact of market events on the level of contributions that is 
expected to reach their investment target; and  

(iv) a close integration of the system of voluntary individual accounts, that many countries have also introduced, 
with the system of mandatory individual accounts.” 

 

                                                      
50

 The World Bank publication (Hinz et al 2010) notes that such a performance measurement approach is broadly 

consistent with the manner in which the control of investments is exercised in a hybrid DB system, such as 

in the Netherlands, in which asset allocations are regulated in consideration of the targeted, although not 

guaranteed, benefit stream 
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Table 3: Mechanisms used for Controlling Investment Risk in Selected Countries 

Country 
Information 
Provision/ 

Transparency 

Promote 
Good 

Practice 

Quantitative 
Limits 

Product 
Design 

Guaranteed 
Returns 

Control 
risk 

levels 

Mandatory        

Chile         * 
51

  

Mexico             

E. Europe      Common   

Switzerland         

Australia         

Nigeria          

Voluntary        

USA         

Denmark         

Ireland    PRSA    

Israel        

Kenya         

South Africa         

Italy            

UK         
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 Although there are no absolute return guarantees in Chile, fund returns must not fall more than a prescribed amount 

below the average for all funds.  
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b. High Costs
52

 

75. Costs and fees are particularly important for DC plans, as they reduce returns, the size of the 

accumulated balance and therefore the amount of retirement income which can be generated.  With DB 

pensions, costs are – usually - ultimately born by the plan sponsor (given that costs reduce assets and if 

these are not sufficient to meet liabilities the plan sponsor must make higher contributions), and hence 

form an element within solvency risk. However, with DC plans costs are often born by the individual 

members (though in some occupational arrangements employers bear management costs). Given that an 

annual management charge of 1% of funds under management can reduce accumulated assets by as much 

as 20%, (over a 40 year period) the impact can be substantial.  Seeking to ensure that costs are not 

excessive and are fully and transparently disclosed is therefore an important aspect of DC supervision.  

Figure 2: Impact of Charges on Accumulated Asset Balance 

 

76. Costs are particularly an issue when pension providers are commercial institutions (not-for-profit 

providers have no incentive to levy excessive fees). As discussed, even if these providers have a fiduciary 

duty towards members of the pension plan, they face an inherent conflict of interest between their 

commercial incentives and their fiduciary duty. Competition should, theoretically, drive down costs in such 

systems, but individuals‟ lack of financial education and engagement with pension issues means that 

market mechanisms do not always work and costs often remain stubbornly high.
 53

 Hence this is a 

particular challenge for DC supervisory authorities.  

Improving Transparency 

77. One approach is to improve the transparency of the fees charged to members and potential 

members, which can otherwise be opaque, confusing or hard to compare (see IOPS 2008b).   For example, 

some regulators in Latin America now require that a single fee structure is charged and disclosed (e.g. 

charging a fee on assets in Mexico vs. a fee on contributions in Chile, El Salvador etc), unlike in Eastern 

Europe where a mix of fees can make comparisons and understanding more difficult. COVIP in Italy 

monitors the structure of costs in the licensing process, with only simple structures receiving approval, in 

order to avoid hidden costs. In the case of Mexico, specific regulation exists guaranteeing the clarity and 

transparency of the comparisons (especially costs and net returns comparisons). Australia, New Zealand 

                                                      
52

 A discussion of the pros and cons of various cost control measures can be found in (Impavido et al 2009). 

53
 As discussed in (Impavido et al 2009) 



28 

 

and Chile (at least) also require schemes to include administrative (but not investment) charges in the 

annual statements to members in a standardised format. Supervisors can also require disclosure of costs in 

a standardized format alongside data returns (as outlined above). 

78. Many supervisors, including Australia‟s conduct of business supervisor (ASIC), and the Hong 

Kong pension supervisor (MPFA), provide web-based systems for members to undertake comparisons.  

Other countries doing so include Hungary, Israel, Italy (where the use of a synthetic cost indicator is 

required), Spain and Mexico.  

79. The Hong Kong supervisor has tried moral persuasion, based on the evidence it has gathered on 

high levels of fees, to persuade schemes to reduce fees. It also hoped that financial education, coupled with 

transparency of reporting and expanded member control would be effective in the medium term. Its current 

focus is on improved transparency coupled with member choice of pension scheme provider, which is soon 

to be introduced.   

80. In any event – as discussed previously - there is only limited evidence of increased transparency 

being effective in reducing charges.  Transparency and comparison have not resulted in the switch from 

active to (cheaper) passive investment of funds in Australia and Hong Kong that would have been expected 

were competition effective.
54

  On the other hand, while the absence of transparency in the USA makes 

comparisons difficult, anecdotal evidence suggest that US charges may be higher than Australia‟s.       

Not unreasonable tests etc. 

81. The New Zealand supervisor has a particular focus on fees charged by specified service providers 

to mandatory Kiwisaver schemes (including the trustees and administrators) and hence the fees charged to 

members.
55

  In this way the supervisor enforces a legislative requirement that fees not be „unreasonable, 

leaving the final interpretation of this concept to the courts, having regard to any guidance published by the 

supervisor.  The supervisor therefore checks annual accounts for reasonableness. Regulations specify that 

the supervisor may benchmark schemes against each other, taking account of specified factors that may 

affect the comparison.
56

 As fees have to be allocated to five specified headings, this can enable 

benchmarking of the components of the overall fee. Schemes must also notify the supervisor about any 

increases in fees, although this can be done along with the annual report.   

82. A less direct way of keeping charges low is to focus on minimising the costs that schemes incur.  

This is notable in the USA where there is considerable emphasis in the regulator‟s interpretation of the 

ERISA legislation
57

 on schemes incurring expenditure only where necessary for running the scheme.   

                                                      
54

 The academic literature is fairly united in concluding that the additional returns are less than the costs.  David Blake 

and associates has produced evidence to this effect (see Blake and Timmerman 2003), as has Keith 

Ambachsteer (papers available via ICPM 

http://www.rotman.utoronto.ca/ICPM/details.aspx?ContentID=79, including (Bauer et al 2007), and APRA 

(APRA 2008). 

55
 Supervisory guidance indicates that miscellaneous fees not arising from charges from service providers (and 

presumably including any marketing cost) would not normally be deemed unreasonable if they totalled no 

more than 0.2% of the assets under management, in the first year of the scheme and lower amounts later 

on, although the figure can be higher where, as appears usual, the overall fee is below 1%.  

56
 Kiwisaver Regulations 11 and 12 

57
 The Employee Retirement Income Security Act 1974 (ERISA) is the corner-stone of the US regulatory approach.  

The Act establishes minimum standards for pension plans in private industry and provides for extensive 

rules on the federal income tax effects of transactions associated with employee benefit plans. ERISA was 

enacted to protect the interests of employee benefit plan participants and their beneficiaries by requiring the 

http://en.wikipedia.org/wiki/Income_tax_in_the_United_States
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Schemes with high costs could in principle be challenged when their regulatory returns are reviewed or 

during sample inspections. In practice, there is little evidence that these requirements have been any 

significant downward impact on charges.  

Fee Caps 

83. Where competition, transparency, unreasonable tests fail, some countries have felt it necessary to 

introduce a cap on fees. A simple response, found in Eastern Europe Israel and Spain, as well as UK 

stakeholder funds, is to cap the fees. This tends to be unpopular with the industry or ineffective, as it is 

hard to strike a balance between the cap being low enough to have a real effect and high enough to avoid 

throttling the market.  For instance the caps in Spain of 2% for the fund manager and 0.5% for the 

custodian, compare with actual fees averaging 1.53% and 0.17% respectively, while actual fees charged for 

UK stakeholder funds sold through employers of around 0.8% are well below the cap of around 1.25%.   

84. The caps in any case tend not to cover investment (hidden) dealing and transaction costs, which 

can tempt providers (such as insurers) who undertake their own investment management to increase 

income by over-trading. This risk can be addressed only by the supervisory authority or member 

monitoring of net returns, as part of the regulation of investment risk.
58

  

Control Mechanisms 

85. Another way to keep costs  low is assigning members who do not choose a fund or investment 

option for themselves to the lowest cost provider or option.
 
 In the case of Chile new members will be 

assigned to the lowest cost provider for 24 months.
 
This provider will be the one that wins in a bidding 

process.
 59

  

86. Other restrictions designed to reduce costs include limiting when or the number of times 

individuals can switch between providers – as is the case, for example, in Columbia, where individuals can 

switch AFP every six months, or in Bulgaria, Estonia or Mexico (with some exceptions), where members 

can switch annually. 

87. Some authorities have deliberately set up a low cost system through licensing, whereby only a 

limited number of pension providers are allowed to operate, and the licenses are handed out to the lowest 

cost bidders (e.g. Bolivia, Macedonia). This is one way of lowering costs through economies of scale.   

88. Other countries have structured their pension system in order to take advantage of economies of 

scale through collective and centralized services. Examples of centralized management systems include the 

PPM in Sweden, Denmark‟s ATP, Bolivian APFs, the Kosovo Pension Trust.
60

 Hybrid systems where only 

some services are centralized include contribution collection in Colombia, Poland, Bulgaria, Hungary, 

Mexico, New Zealand, and account switching in Chile and Mexico.   

                                                                                                                                                                             
disclosure to them of financial and other information concerning the plan; by establishing standards of 

conduct for plan fiduciaries; and by providing for appropriate remedies and access to the federal courts. 

58
 For a discussion of the most efficient types of cost caps see (Impavido et al 2009). 

59
 This was previously the system used in Mexico, but since since 2008 the assignation process for those who have 

not elected a pension manager is based on net returns.  

60
 From 2012 (to be confirmed) the UK‟s new individual account system will also have a centralized collection and 

allocation system. 

http://en.wikipedia.org/wiki/Fiduciary
http://en.wikipedia.org/wiki/United_States_federal_courts
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89. In terms of centralized systems with investment choice, the Swedish PPM provides an example 

of a system where a central manager negotiates fees, but free choice of investment is offered to individuals 

(with a publicly managed default fund). One way to reduce costs even further would be by limiting the 

number of investment choices. By way of contrast, the US Thrift Savings Plan carries out open tender for a 

handful of balanced investment choices, some of which may be managed internally.  

Figures 3 & 4: Centralized Investment Management Systems 

43

The Swedish Clearinghouse Model

Fund

Fund

Fund

Fund

Fund

Fund

Fund

Fund

Fund

Fund manager

Fund manager

Fund manager

PPM

• Approx. 5.5 million members

• PPM acts as clearinghouse

• Over 700 funds on offer, max. 5 

funds per member

• No charge for switches
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The US Thrift Savings Plan

G Fund

F Fund

C Fund

S Fund

I Fund

Fund manager

Internally managed

Board

• Approx. 4 million members

• Federal Retirement Thrift Inv. 

Board acts as clearinghouse

• Only 5 funds on offer, plus 

lifecyle fund options

• No charge for switches
 

Source: OECD  



 
Table 4: Cost Control Mechanisms Applied in Different Countries 
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c. Operational Risk 

90. Operational risks include: 

 risks associated with the security and accuracy of management information systems (including 

but not restricted to IT systems); 

 business disruption due to such events as IT failure, power failure, flood, fire, terror attack or 

pandemic; 

 risks relating to the management of beneficiary records, interests and entitlements; 

 financial and resource management risks; 

 out-sourcing risks ;  

 failure to enforce timely employer contributions. 

91. The efficient and effective operation of DC pension funds can pose greater challenges than that 

of DB pensions, as under most DC arrangements  the fund holds individual accounts for each member and 

hence there is  complexity involved in making sure that contributions are received and are allocated to the 

correct account and that returns are allocated correctly.  Other aspects of operational risk may differ less 

from DB but it is more likely that the member will have to pick up the cost of operational failings, such as 

IT failures and poor out-sourcing practices. Operational risk therefore receives significant focus from 

pension supervisors overseeing DC systems – although this aspect of DC supervision tends to receive less 

academic attention.
61

  

92. While most (if not all) DC supervisory authorities have some focus on operational risk, the 

emphasis varies. Examples receiving particular attention include:   

 Some countries have been concerned about the commercial advantage that may be derived from 

delaying transfers between funds or schemes.  The Israeli supervisor has recently undertaken a 

thematic review of the manner of transfers of capital and information between pension schemes 

when a customer moves to a different scheme after it issued new rules on the subject arising from 

risks it identified.  

 The UK supervisor has placed particular attention on record keeping and has established advisory 

guidelines on the procedures plan administrators should adopt to maintain, and report on, the 

integrity of member records.    

 Supervisory inspections often place particular attention on the integrity of IT systems (e.g. in 

Nigeria). 

 The Australian supervisor has become particularly concerned about data integrity issues, given 

the potential that may arise for these to be fraudulently exploited and the impact of the high 

number of accounts that are lost to their owners due to inability to match to the correct member. 

                                                      
61

 For guidance on the supervisory oversight of pension funds‟ risk management systems see (IOPS 2009) and 

forthcoming good practices (IOPS 2010 – forthcoming). 
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 Supervisors in several countries, for instance Chile and Estonia, have become concerned about 

the potential impact of conflicts of interest on decisions about choice of investment funds or 

insider trading by fund managers. 

 Another pre-occupation, especially for supervisors in developing countries, is with independent 

and secure custodianship arrangements.
62

 

93. As a first line of defence against operating risks, supervisory authorities in many countries 

require pension funds to have risk-management systems in place (including management responsibilities 

and strategy, control systems – such as IT systems, checking systems and internal audits – and information 

and reporting requirements).
63

 The risk-management systems which pension funds are required to operate 

can be laid out in detail by pension supervisors - as is the case in Mexico where the pension supervisory 

authority CONSAR requires a certain risk management structure including boards, a central risk 

management unit, compliance officer etc. to be in place. Likewise in Israel each scheme must appoint a 

risk manager whose role is to ensure that all risks are properly managed.  In other countries (e.g. Hungary, 

Poland) the scheme must engage an internal control unit for similar purposes.  Alternatively, the pension 

supervisory authority can provide guidance on what type of risk management system it would expect to 

see, leaving the details of the implementation to the pension fund itself (as is the case in the UK or 

Australia, for example).
64

  

94. The assessment of these risk-management systems form an important part of both licensing and 

on-going supervision. Those authorities that undertake detailed supervision of pension schemes would 

expect to pick up serious operational issues as part of their routine on-site and off-site inspection functions.  

Inspections often place particular attention on the integrity of IT systems (e.g. Nigeria), but may also, as in 

Australia, take a risk management perspective.  Inspections may place a particular focus on ensuring that 

risk management or internal control functions are working effectively.  Other supervisory authorities might 

pick up operational issues through their complaints handling role where, as is often the case, this is a 

regulatory responsibility, (for instance Israel, New Zealand and the USA) or undertake thematic reviews 

focusing on an aspect of operational risk, examples of which are given above. 

95. While operational risks are not readily susceptible to competitive pressures, being largely hidden, 

member decisions could, in principle, be influenced by adding quality of service measures to the other 

measures that pension funds publish.  Hence, the Chilean supervisory authority publishes on its webpage 

an index that measures the quality of consumer services provided by AFPs and rank them accordingly (see 

country section).  

Outsourcing Risk 

96. Where pension schemes out-source administrative functions, the potential risk can increase as 

schemes may pay insufficient attention to quality of service or the providers‟ risk management 
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 Where custodians are responsible for pricing pension fund assets, and are independent from the investment fund 

managers, this can also provide an alternative control over investment by helping to ensure that the fund 

and the supervisor have an independent view of the performance of the investment manager. 

63
 See (IOPS 2009) for further details.  

64
 The Australian and UK guidance notes can be found via the following links. Examples of guidance provided by 

other IOPS members is available in (IOPS 2009).   

http://www.apra.gov.au/Superannuation/upload/SGN-120-1-Risk-Management.pdf 

http://www.thepensionsregulator.co.uk/pdf/codeInternalFinal.pd  

http://www.thepensionsregulator.co.uk/pdf/InternalControlsGuidance.pdf 
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arrangements when selecting and monitoring providers. This may be a particular issue for DC plans which 

are more likely to undertake outsourcing than generally larger DB funds. In addition, the oversight of 

outsourcing arrangements may be weaker at DC funds because of their inherently weaker governance 

structures (as discussed in Box 1 on page 6).  The oversight of external service providers should therefore 

be more rigorous.  

97. Supervisory influence is variable over the contractor‟s processes to mitigate operational risk.  The 

remit of some pension supervisory authorities extends to service providers. Supervisory authorities, for 

instance in Kenya and Ireland, separately register scheme administrators, regardless of whether they are in-

house or out-sourced, which enables them to check on their fitness and propriety and require that they have 

appropriate processes. In registering with the Irish supervisor, administrators have to certify that they are 

responsible for and capable of preparing the scheme annual report and annual benefit statements (DB and 

DC), and that these functions are completed within the statutory timescales.  The authority has powers to 

inspect administrators to check on the self-certification and plans inspections of administrators thought to 

be problematic. Jamaica and South Africa go further, as the supervisor licenses the administrators. Other 

supervisory authorities have to work with their counterparts covering other financial sectors to ensure 

suitable oversight.  

98. Alternatively, pension supervisory authorities often require outsourcing arrangements and 

contracts to include a clause which allows the pension supervisory authority to obtain information or even 

visit the premises of the service provider. For example the supervisory authority in Thailand (SEC) 

requires the governing body of a pension fund to include in its contract with the service providers certain 

clauses which would enable the SEC to carry out inspections to the service providers as and when 

necessary. In Australia, the supervisory authority has developed a programme of on-site review of entities 

in the two major categories of service providers – i.e. administrators and custodians.  In the absence of 

explicit powers, the supervisory authority has undertaken inspections of out-sourced administrators by 

agreement with the trustees and administrators themselves – it expects trustees to provide the supervisor 

with access through prescribed conditions of contract.   The review showed that the governance of the 

providers needed to be improved, as did the trustees‟ risk management of the contracts, and has enabled the 

authority to focus its ongoing work at raising standards.  

99. Another approach is to hold the pension scheme managers/ fiduciaries accountable for out-

sourced operations and to focus supervisory effort on checking or even authorising the contractual 

relationships.
 65

  For example in Thailand the governing body of a pension fund is required to appoint 

proper professionals to carry out delegated functions. The governing body is expected to carefully select 

the parties suitable for the tasks to be delegated by conducting due diligence on them, including their 

internal control systems. The governing body also has to ensure that the service providers should maintain 

proper internal control system on an on-going basis. COVIP in Italy emphasise the attitude of fund 

directors and structures to monitor the quality of outsourced services as part of both off-site and on-site 

inspections.  

100. Supervisory authorities often provide guidance to pension funds as to how to handle their 

outsourcing arrangements. The Australian supervisor, as with supervisors elsewhere places considerable 

emphasis on the quality of pension scheme out-sourcing arrangements, with detailed guidance on good 

practice provided.
66
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 See IOPS Working Paper No. 8 (IOPS 2008c) 

66
 See (APRA 2004)   
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101. In its comprehensive review of outsourcing practices by Institutions for Occupational Retirement 

Provision (IORPs) in European Member states,
67

 the CEIOPS found (amongst other conclusions – see 

report for further details) that in all countries IORPs retain final responsibility for any outsourced 

functions, and therefore IORPs are required to manage all possible problems arising from their outsourced 

functions and provide all the requested information to the supervisory authorities overseeing them. Most 

pension supervisory authorities have the power to carry out on-site inspections of third-party service 

providers and to obtain all necessary reports from them. Almost all countries require outsourcing to be 

subject to a written agreement (though the contents of this vary between states). Approximately half the 

states make the validity of this outsourcing agreement subject to prior approval of or notification to the 

supervisory authority overseeing the IORP.  

Contribution Collection  

102. Another aspect of operational risk receiving special attention in some countries is the timely 

collection of contributions.  Late or defaulted sponsor contributions, where funds are responsible for 

ensuring the timely payment of contributions, can impact more immediately on member benefits in DC 

plans. It should be noted that most DC supervisory authorities have to address the non/late payment of 

contributions to plans.
68

  Several supervisory authorities - notably in Hong Kong, Italy and the USA - see 

this as one of the biggest challenges they face. This is very important in a DC plan given that the incentives 

for the provider to make their best efforts are not as strong as in the case of a DB system. For the former, 

members do not pay sufficient attention because they do not understand or do not give sufficient 

importance to their accounts until they retire, and at that point it might be too late to take any action. In the 

case of the latter, there is a direct impact on the provider if they do not collect contributions. For this 

reason, in Chile providers are legally responsible for collecting contributions and have to sue employers if 

they do not pay. If providers do not take action, they are responsible for the unpaid contributions (see 

country section).   

103. This is also a serious issue in the USA, where problems with the management of contributions 

can result in the fund being subject to a supervisory visit, and in Ireland which regularly takes errant 

employers to court.  This necessitates extensive follow up action supported by a system of administrative 

surcharges on employers where cases are upheld. The UK supervisor has sought to overcome a similar 

problem of extensive reporting of late contributions by placing the onus squarely on pension funds to 

secure compliance, stepping in itself only in the most egregious cases. In Italy, where COVIP does not 

have any formal supervisory competence over employers, emphasis is placed on the capacity of funds to 

monitor employers‟ regular fulfilment of their obligations as an element of the sound and prudent 

management of the funds. 

d. Managing transition from accumulation to decumulation
69

  

104. Members of DC pension plans not only bear risks during the phase when their assets are being 

accumulated, but also are exposed to risks when in transition to and sometimes within the decumulation 

phase when they are drawing down their accumulated pension assets as retirement income. Whilst DB 

funds provide a guaranteed (usually inflation protected) income throughout an individual‟s retirement, 
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 See (CEIOPS 2008) 

68
 Few supervisors have any responsibility for employer compliance with legislation covering mandatory participation 

– this usually falls to the tax authority. This is the case in New Zealand, although the supervisor must 

register employers who are exempt from participation in the mandatory Kiwi-saver scheme because they 

are part of an alternative qualifying scheme.    

69
 IOPS Working Paper No. 7 (IOPS 2008a), from which much of this section is drawn, provides further information 

on the subject. 
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members of DC funds - just as with investment and other risks during the accumulation phase – bear risks 

such as longevity and inflation themselves during their retirement.  

105. One way of protecting against such risks is to require individual DC fund members to purchase 

certain types of retirement product – index linked, life annuities providing the ultimate level of 

protection.
70

  

106. However, making an annuity purchase compulsory still leaves individuals open to timing risk –

i.e. if individuals have to purchase an annuity at a particular point (i.e. their retirement date), they risk 

being forced to buy into a low annuity rate and thereby being locked into a low level of retirement income 

(meaning that two individuals with the same accumulation balance could potentially face the prospects of 

living on very different retirement incomes simply through having to annuitize at slightly different 

times).
71

 Authorities in some countries therefore allow flexibility in the timing of the annuity purchase. For 

example, in the UK balances have to be annuitized by the age of 75, in Chile where participants may opt 

for a programmed withdrawal and choose to annuitize at a later time, whilst in Ireland a two year window 

was allowed during the volatile period of the financial and economic crisis.  

107. Another mechanism for alleviating the risk of transitioning between the accumulation and 

decumulation phases is to link the two via the use of deferred annuities – as discussed in the previous 

section on target replacement rates. 

108. Yet in many countries (see Table 4), individual members of DC schemes are able to choose their 

retirement product (whether a programmed withdrawal or an annuity or in some cases whether to withdraw 

their retirement savings as a lump sum).  As with the decumulation phase, where choice is involved extra 

risks and challenges are born by individual DC fund members – given they frequently do not have 

sufficient knowledge or engagement to ensure that they make optimal choices between what can be 

complex products. Pension supervisory authorities can therefore play a role by providing comparative 

product information and advice on the suitability of products.
72
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 For a full discussion of the different types of retirement product and the risks which they cover, see (Antolin, Pugh, 

Stewart 2008), (Antolin 2008). 

71
 Timing risk also occurs when individuals are forced to buy an annuity when their account balance has been hit by a 

market downturn (as occurred at the end of 2008, for example). This is commonly mitigated through life-

styling or a move to a more conservative multi-fund account, described under investment risk above.   

72
 For example via the TPAS system which has been introduce in the UK – see IOPS Working Paper No. 7 (IOPS 

2008a). 



 

Table 5: Choice of Retirement Product
73

 

Lump sum only 
Lump sum or 

PW 
Lump sum or 

PW, or annuity 
Lump sum or annuity 

Partial lump sum 
or annuity 

PW or 
annuity 

Annuity only 

Hong Kong 
(Mandatory 
Provident Fund) 

India (Mandatory 
Provident Fund) 

Luxembourg 
(SEPCAV) 

Philippines 
(Mandatory 
Provident Fund) 

Indonesia 

China 

Malaysia 

Australia 

Brazil (closed 
funds – if the plan 
rules so provide) 

Denmark 

Japan 

Luxembourg 

Spain 

Greece 

Belgium 

Czech Republic 

Hungary (voluntary 
funds) 

Switzerland (voluntary 
funds) 

USA (NB lump sum 
dominates) 

Ireland  

Italy 

Portugal 

South Africa 

UK 

Argentina 

Canada 

Chile 

Costa Rica 

Mexico 

Norway 

Peru 

Austria 

Belgium (mandatory funds) 

Colombia  

Croatia 

Hungary (mandatory funds – or 
lump sum if retire before 2013) 

Netherlands 

Poland 

Russia (mandatory) 

Sweden 

Switzerland (mandatory 
BVG/LPP pension) 

Uruguay 
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 Source OECD (Antolin, Pugh, Stewart 2008) 



 

109. In systems where annuitizing the accumulated pension balance is encouraged or mandatory, an 

important challenge is how to ensure that individuals obtain the best price for annuity products where these 

are purchased individually.  

110. The complicated nature of pension and annuity products means that their purchase is highly 

dependent on the information provided by the sellers of these products and the advice received. The 

problem in many countries is that the annuity provider is already involved in the pre-retirement 

accumulation phase, which can leave individuals open to abuse if „locked‟ in and not able to „shop around‟ 

to find a better annuity rate from an alternative provider so that they risk choosing a payout produce that 

represents poor value for money (and differences can be as large as 20%). However, making such 

comparisons is difficult and time consuming. The annuity purchase decision, which is the most common 

mechanism consumers use to convert a DC fund into an income stream in retirement, therefore needs to be 

handled carefully. This risk has not attracted that much regulatory attention as the majority of DC systems 

are sufficiently new that there have as yet been few retirements from the system.
74

   

111. Pension supervisory authorities have a role to play in supervising the transition between these 

phases and how pension income is received. As with the accumulation phase, pension supervisory 

authorities have to oversee how information is provided and how competition is working during this 

transition.  Supervisory authorities in some countries have consequently been working on providing a 

centralized system to help individuals chose between retirement products and to compare annuity prices. 

Consumer understanding of annuities is very low and people do not fully comprehend the risks of the 

decisions they are taking. Such a centralized system can help to increase knowledge and understanding, 

particularly when coupled with some product explanation or advice, in addition to comparative quotations 

between standardized products. Furthermore, such systems may deliver cost savings and efficiencies (via 

potentially lower marketing and distribution costs for providers) which may be reflected in more 

competitive annuity pricing.  Providing competitive quotations may also assist with the timing of an 

annuity purchases. The centralized quotation systems in Chile and the UK are considered in IOPS Working 

Paper No. 7 (IOPS 2008a), and are outlined in the country sections below.  
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 This is especially the case as the countries that over the last decade or so have set up mandatory workplace pension 

systems have placed an upper age bound (45 or 50) on membership to minimise the number of eligible 

employees who would be better off not joining.  
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IV. Supervisory tools and approaches used in Practice 

Nature of pension system determines choice of control mechanism 

112. Which of the control mechanisms for managing the different risks outlined above are used in 

practice depends on the nature of the DC system in place. As discussed in Section II, the role which 

competition plays in DC pension systems varies. Mandatory systems which require higher levels of 

protection often employ a type of „managed competition‟ with a limited number of players and strictly 

controlled investment products etc. By way of contrast, voluntary systems in more developed market 

economies rely more on transparency and disclosure, as well as the risk management of the pension funds 

themselves. Product design, such as portfolio choice and default options tend to be less regulated in these 

voluntary DC systems.
 75

  

113. Where levels of financial understanding and knowledge are considered to be particularly low, or 

capital markets are under-developed, supervisory authorities may restrict the types of investment or level 

of investment choice which individuals are allowed or apply tighter quantitative investment rules. The key 

choice is whether supervisors seek to improve member understanding (through enhanced transparency) or 

whether choices are imposed on members (paternalism). The choice is as much about culture and ideology 

as it is about evidence-based supervision. The move towards mandation suggests that politicians, at least, 

may be relying less on member understanding. For instance, in Israel a form of mandatory life-cycling is 

being introduced because of concerns that the market is not providing such protection by itself. On the 

other hand, in societies which are more comfortable with the idea that investment in pension plans involves 

risks and investing in equities, participants can tolerate greater volatility in retirement income outcomes.
 
 

114. The nature of the pension promise can also affect which control mechanisms are used. Framing a 

DC pension plan as “providing security in old age” instead of as a “source of extra money to complement 

State-provided retirement income” influences the severity of the consequences of failure and hence the 

regulatory regime. For countries where participation is voluntary and people can effectively choose 

between spending now or saving for retirement, there may be little use in providing a low risk environment 

if the potential for upward gains in retirement income are not attractive relative to the time preference of 

money. Hence, more investment choice and less quantitative rules tend to be used. 

Control mechanisms used determine supervisory approach 

115. The extent to which the supervisor uses or expects market mechanisms to control risks will in 

turn dictate the nature of the supervisory oversight. This is becoming more transparent as supervisory 

authorities adopt a risk-based approach to supervision - which involves directing their limited resources to 

where they see the greatest risks to their objectives, rather than allocating their resources equally between 

supervised entities up front and then dealing with problems as they occur.
76

 The key for any risk-based 

supervisor is to identify the main risks to the DC pension system which they are overseeing and to check 

that the mechanisms in place to manage these risks are working properly. 

                                                      
75

 English speaking countries tend to have a much less dirigiste approach to investment risks placing reliance on the 

fiduciary responsibilities of those running the scheme, the expertise of advisers and the choices made by 

members. The main exceptions to this rule are the near universal restrictions on investment in the employer 

sponsor (except in the USA) and requirements for life-styling of default funds found in the UK.  Other 

exceptions include restrictions on assets not traded on a regulated market - for instance the Kenyan 

regulator requires a scheme to obtain prior approval for this type of investment. Otherwise, regulatory 

intervention tends to focus on guidance for fiduciaries or exploiting the fear that fiduciaries may be sued 

for poor investment performance. 

76
 Risk-based supervision is examined in detail in the IOPS Toolkit (www.iopstoolkit.org) 
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116. The degree of competition within DC pension systems - and whether it is seen to be working 

effectively - will shape the risk focus of the supervisory authority (and hence its approach to risk-based 

supervision). Where competition is strictly controlled (though structured investment choices, caps on fees 

etc.) checking for compliance with the regulations imposed will be a major supervisory task.
 
However, if 

the market is operating more openly, transparency issues, conflict of interest, misselling problems, 

information provision and cost control will be major issues on the supervisor‟s radar.
77

  

117. The number of providers also shapes the supervisory focus. For example, the goal of APRA‟s 

risk-based supervision is to identify risky institutions amongst the thousands of entities which it oversees, 

whilst the pension supervisor in Chile focuses on finding problem areas within the limited number of 

pension funds which operate within their systems. In Ireland where there is a large number of pension 

funds, the supervisor has switched its focus on operational risk to the much smaller number of pension 

fund administrators. 

118. The approach taken to investment risk provides a good generic case study. Supervision of 

investment risk relying on the prudent person rule necessitates a different approach from enforcing 

quantified limits – with a focus on investment processes and risk management rather than checking for 

breaches of the limits. Where quantitative investment limits are applied, compliance with these regulations 

can be built into the overall risk analysis - as is the case, for example, in Kenya. Meanwhile in Australia, 

where APRA mainly rely on the risk-management systems of the pension funds themselves, the 

supervisory focus is on checking that these systems are robust and being operated effectively, and on 

providing guidance to ensure that this is the case. By way of comparison, in Mexico, where quantitative 

VaR limits are used by the supervisory authority, CONSAR, to control investment risk, the results of these 

stress tests are the backbone of the risk-based approach. 

119. Although the tools used by different supervisory authorities are the same (from guidance and 

education, to licensing, on and off-site inspections, prudential requirement and enforcement actions), the 

weighting and focus of which tools are used will differ (according to the nature of the DC system, the risk 

control mechanisms in place and the subsequent supervisory approach). Two varying systems and 

therefore approaches are contrasted in Figure 5 below.  These descriptions outline two types of system at 

either end of the spectrum:
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 It should be noted that some countries, such as Australia, operate a „twin peaks‟ model of supervision, with 

prudential regulation and market conduct issues being handled by different supervisory agencies. 
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Figure 5: Use of Supervisory Tools 

 

120. The different supervisory tools and which are used in range of IOPS member countries are 

outlined below and in Table 6:  

 Licensing:  enables supervisors to check that the basic structure of member protection and risk 

management is in place before pension funds start, or with re-licensing continue, to take 

contributions.  Furthermore, regulators or supervisors can use licensing to restrict the plan 

designs (or default funds) that pension funds can offer, hence reducing investment risk.  It also 

can enable the supervisor to raise the standards required of licensed entities by imposing or 

modifying licence conditions, without having to seek new legislation. In principle, this approach 

can address all of the risks covered in this paper. 

 Issuing guidance on good governance and risk management:  this is conceptually an 

alternative to licensing although in several jurisdictions it supplements licensing. Supervisory 

guidance, which in some countries has legal status, recommends the types of practices that the 

supervisory authority considers should reduce risks to members or ensure that they are managed 

effectively.  This approach may be used as a substitute for more intense supervision, leaving 

pension fund fiduciaries responsible for checking that risks are mitigated, or as a reinforcement to 

an inspection regime, and is most likely to be found where there are large numbers of funds.   

 Detailed off-site inspection: enables supervisors to check transactions in detail to ensure that 

rules (most commonly on investment limits) are being complied with and payments from and to 

members are properly handled.  This is targeted at investment and operational risks and is 
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associated with very frequent (even daily) transaction reporting and, hence, systems with a 

relatively small number of pension funds.       

 Targeted checking of annual returns: this is a common approach to handling data that 

supervisory authorities receive from pension funds where there are too many for detailed 

checking to be practicable or the supervisor is focusing on specific risks, for instance checking 

the external auditor‟s opinion or any statements made on risk management or internal control.  

 Routine on-site inspection:  this enables supervisors to verify information received off-site as 

well as check for compliance with regulations or check on the quality of governance. It could 

potentially cover any DC risk, although supervisors tend to focus on a sub-set of risks.  

 Reactive response:  adopted as a major supervisory approach mostly by authorities supervising 

large numbers of pension funds where routine inspection can only cover a small part of the 

market. Pension fund fiduciaries or their advisers and suppliers may be required to report 

breaches of legislation, and supervision can also be driven by member complaints. By definition, 

these reports only relate to visible failings or legislative breaches and hence do not cover all risks.    

 Thematic reviews:  these enable supervisors to focus on a specific risk of particular importance 

or concern, and can involve information collection, inspection and action to oblige or encourage 

pension funds to correct the types of problems found. The paper, above, gives some examples of 

such reviews, e.g. of the transfer process.  

 Solvency Reviews:  required where pension funds give guarantees or provide insured benefits. 

 Promoting transparency/understanding:  this involves mandating pension fund disclosures 

directly to current or potential members or indirectly though the supervisory authority‟s website, 

and checking that information disclosed is accurate and not miss-leading.  It is generally aimed at 

investment and charging risk, although several jurisdictions use it for the transition to the 

retirement phase or quality of service.    



 
Table 6: Supervisory Tools used in Different Countries  

 Licensing 
Guidance on 

governance/ risk 
management 

Detailed 
off-site 

inspection 

Targeted 
checking 
of annual 
returns 

Routine              
on-site 

inspection 

Reactive 
Respons

e 

Thematic 
reviews 

Solvency 
Reviews 

Promoting 
transparency/ 
understanding 

Australia       100%       

Chile       100%       

Denmark       100%      

E. Europe       100%     

Hong Kong         100%       

Ireland              

Israel            

Italy              

Kenya       sample      

Mexico       100%       

Netherland
s 

           

NZ       100%       

Nigeria              

S.Africa       sample      

UK         √  √ (retirement 
options) 

USA              



 

For the full version of this working paper, including case studies, please see www.iopsweb.org 
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The design of defined contribution (DC) pension plans needs to improve. The financial and economic 

crisis has highlighted the need to improve their design. People with DC pension plans saw their 

accumulated pension saving disappear as they were heavily exposed to risky assets. Unfortunately, even 

people very close to retirement had exposures to equities. Moreover, these plans are becoming more 

prevalent in OECD countries as a means to finance retirement. They are already the main source to finance 

retirement in many OECD countries (e.g. Australia, Chile, Hungary, Poland), and they may become in the 

near future the main source in some other OECD countries (e.g. Canada, the UK and the US).  

There is a wide range of issues to consider when improving the design of DC pension plans. First, one 

needs to assess the nature of the parameters affecting retirement income, as some of them are uncertain. 

Secondly, default investment strategies and guarantees can play a role in partially offsetting the negative 

impact of this uncertainty. The issue then becomes which is an appropriate default investment strategy. As 

regard guarantees, such as minimum return guarantees, one has to consider than these guarantees may be 

costly. Finally, when designing DC pension plans, one needs to look at the payout phase as well as the 

accumulation or saving. In particular, the role of annuities and how to reach a balance between providing 

protection from longevity risk, on one side, and flexibility and liquidity, on the other side. What follows 

will focus on each of these three issues including related OECD work. 

Choice pension parameters 

Regulators, policy makers and individuals do have some control over some of the parameters 

affecting retirement income from DC pension plans. They can, for example, decide the amount to save by 

setting the contribution rate; they can decide when people retire, by determining the length of the 

contribution and accumulation period; and they can decide how assets accumulated at retirement are 

allocated in order to finance retirement, by setting the structure of the payout phase (e.g. annuities, 

programmed withdrawals). The OECD work on those choice variables has produced some interesting 

recommendations.
1
  

Firstly, people need to save between 5% and 15% of wages during their working life to achieve a 

level of retirement income between 25% and 70% of final wages. The choice of this replacement rate 

depends on the overall structure of the pension system in each country, and, in particular, on the weight of 

PAYG public pensions. In countries where PAYG public pension already provide a significant level of 

replacement to final wages (e.g. 50%), the replacement rate of DC pension plans may aim to 25%. In 

countries where benefits from DC pension plans is the main source to finance retirement, the replacement 

rate from DC pension plans may aim to a number closer to 70%. 

Secondly, the more efficient way approach to increase the contribution period is to postpone 

retirement. It is more efficient in the sense that the contribution effort (i.e., the increase in contribution 

needed to keep pension benefits constant relative to wages) is lower than any other alternative. The 

contribution effort increases with life expectancy but at a decreasing rate. Hence, future increases in life 

expectancy will require smaller contribution efforts to offset them. 

Uncertain pension parameters and default investment strategies 

Many of the parameters affecting pension benefits from DC plans are uncertain.
2
 Future realizations 

of several pension parameters are unknown. Indeed, returns on different asset classes, returns and yields on 

government bonds, and inflation are unknown. Similarly, the career wage growth path across different 

individuals as well as whether they may suffer unemployment spells during their careers are also unknown. 

                                                      
1
 See http://www.oecd.org/dataoecd/37/14/44628862.pdf  

2
 See attached confidential document from the OECD Working Party on Private Pensions. 

http://www.oecd.org/dataoecd/37/14/44628862.pdf


2 

Additionally, how long people may expect to live is also undetermined. As a result of these financial, 

labour market and demographic risks the process of saving for retirement entails risks. One of the main 

implications of those risks is that pension benefits from DC pension plans are uncertain and highly volatile. 

Using stochastic modelling, OECD work assesses the impact of this uncertainty on pension benefits 

reaching several interesting conclusions. 

Firstly, there is a large potential shortfall in retirement income as a result of this uncertainty. The 

likelihood of being below the average pension benefits as a result of uncertainty is just over 50%. The 

impact of unemployment and different career wage growth paths (i.e. human capital risk) is quite large. 

Human capital risk as well as investment returns and inflation are the main drivers of uncertainty 

surrounding retirement income from DC plans. Yet, life expectancy and interest rates play an important 

role as well. 

Secondly, the volatility resulting from financial market risk was brought into stark contrast by the 

recent crisis. Calculations of replacement rates from hypothetical DC plans for different cohorts of 

individuals retiring at age 65 after 40 years of contributions starting from 1940 to 2008, who contributed 

5% of wages to their DC plan, with 50% invested in equities and 50% in government bonds, given 

historical returns and inflation, show how large the volatility of pension benefits resulting from different 

market conditions can be. For example, a person who retired at age 65 in the US in 1999 -- at the height of 

the dotcom boom -- would have accumulated pension benefits equal to 52% of final wages, while an 

otherwise equivalent person retiring in 2001 -- after the burst of the dotcom bubble -- would have 

accumulated only a 29% replacement rate, after the financial crisis of 2008, the rate drops even further to 

20%. All three individuals have the same labour history and the same life expectancy; the only difference 

is the market conditions.
3
 

Thirdly, it is possible to offset the impact of this uncertainty, at least partially, by introducing default 

investment strategies.
4
 They are ideal for people who are unwilling or unable to actively manage their own 

portfolio investments. Moreover, as default investment strategies can be designed to minimize the impact 

of market conditions, they are useful in protecting pension benefits from market swings, in particular for 

people close to retirement. Obviously, risk and reward go hand-in-hand, so ensuring protection from 

negative market outcomes means lower potential gains during market upswings. However, we need to 

choose among the many existing investment strategies.  

Fourthly, investment strategies based on the life-cycle approach are appropriate default investment 

strategies.
5
 This approach states that the amount of assets accumulated to finance retirement allocated to 

risky assets (e.g. equities) should fall as people get closer to retirement. The OECD work shows that life-

cycle strategies provide protection for those close to retirement in the case of a negative shock to the stock 

market just before retirement, in particular for individuals who have medium to low growth in income, and 

who experience unemployment. They are relatively more easily understood by the public than other 

investment strategies such as dynamic strategies. Moreover, life-cycle strategies also provide protection 

when contribution periods are short. 

However, the OECD work also stresses that life-cycle investment strategies are not a panacea. They 

do not, for example, address the problem of volatility of retirement income resulting from market 

fluctuations or the problem of adequate or low pensions.  

                                                      
3
 http://www.oecd.org/dataoecd/37/14/44628862.pdf provides these calculations. 

4
 OECD work on default investment strategies is in http://www.oecd.org/dataoecd/19/25/46010869.pdf;                

http://www.oecd.org/dataoecd/38/15/43347646.pdf  

5
 See http://www.oecd.org/dataoecd/19/25/46010869.pdf   and the attached confidential OECD WPPP document. 

http://www.oecd.org/dataoecd/37/14/44628862.pdf
http://www.oecd.org/dataoecd/19/25/46010869.pdf
http://www.oecd.org/dataoecd/38/15/43347646.pdf
http://www.oecd.org/dataoecd/19/25/46010869.pdf
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Fifthly, life-cycle strategies differ on their glide paths. The OECD work suggests that life-cycle 

strategies with a constant exposure to equities during most of the accumulation period that subsequently is 

reduced to close to zero during the last 10 years before retirement seem to offer the best protection from a 

negative shock to the stock market. 

Finally, life-cycle strategies can be organised around a single fund or around several funds. The 

former are target date funds (US) in which the allocation to risky assets falls with age. In multi-funds or a 

life-styling funds system (Chile), each fund has different allocations to risky assets, with an upper and a 

lower limit to equity exposure, with the middle of the bracket as a default. Individuals are moved from one 

fund to the next according to their age. Multi-funds provide flexibility as people in each fund can have 

different exposures to risk depending on their risk tolerance parameter. Additionally, after a negative 

equity shock the multi-fund system with upper and lower limits allows for the exposure to equities to be 

increased and thus take advantage of a possible market rebound. Although this flexibility sounds good, the 

rationale behind a default strategy is exactly to avoid having people make those kinds of active 

management decisions that they are not prepared or willing to do. 

The payout phase
6
 

Retirement income from DC pension plans needs to be partially annuitized. As one of the main 

objectives of pension provision is to protect people from outliving their own resources – that is, to insure 

them against longevity risk – the design of the payout phase should consider whether retirement income is 

sufficiently annuitized. In this context, the design needs to be coherent and needs to strike a balance 

between protection from longevity risk and flexibility. 

The design of the payout phase needs to be coherent with the overall pension system and between the 

accumulation and the payout phases. For example, when a significant level of retirement income is already 

annuitized through public pensions, the payout phase of DC pensions should allow for more choice and 

flexibility in permitting people allocating their DC balances. It makes sense to have a flexible payout phase 

when the accumulation phase is flexible (e.g. voluntary, the choice of asset allocations is flexible) then it 

may make sense to have flexibility in the payout phase.  

The design of the payout phase needs to strike a balance between protection from longevity risk on 

one side and providing liquidity and flexibility on the other side. The payout phase can be structured 

around lump-sums, program withdrawals, life annuities or any combination. Life annuities provide 

protection from longevity risk. However, they are illiquid and provide very little flexibility to face 

contingencies. Lump-sums, and in particular program withdrawals, on the other hand, provide liquidity and 

flexibility but do not protect against longevity risk. Combining program withdrawals with deferred life 

annuities bough at the time of retirement that begin paying pension at late ages (e.g. at age 85) may be a 

good compromise to reach this balance. 

The design of the payout phase requires annuities and in turn annuity providers. There are many 

institutions that can provide annuities. Moreover, potential providers of annuities face several risks that 

they may need to hedge to provide annuities, in particular longevity risk. Therefore, the focus should be on 

the conditions for providers to enter the market and on the existence of financial instruments to hedge risk 

inherent in providing annuities. 

                                                      
6
 OECD work on the payout phase can be found at http://www.oecd.org/dataoecd/39/2/41407986.pdf; 

http://www.oecd.org/dataoecd/48/54/41935201.pdf ; http://www.oecd.org/dataoecd/39/4/41408028.pdf; 

http://www.oecd.org/dataoecd/43/36/41237210.pdf  

http://www.oecd.org/dataoecd/39/2/41407986.pdf
http://www.oecd.org/dataoecd/48/54/41935201.pdf
http://www.oecd.org/dataoecd/39/4/41408028.pdf
http://www.oecd.org/dataoecd/43/36/41237210.pdf
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The main recommendation is to allow any provider of annuities as long as they are sufficiently 

regulated and fair competition is guaranteed. In practical terms, life insurance companies are better 

prepared to offer life annuities as they have the technical capabilities, the expertise and, in theory, may be 

naturally hedged as they may operate in both sides of the market (life expectancy and mortality). However, 

in some cases, life insurers may face problems in participating in the market for life annuities, which has 

the effect of reducing competition and increasing costs. One of the main arguments to explain this lack of 

participation relates to the problems in dealing with longevity risk, in particular, the lack of financial 

instruments to hedge against longevity risk and the need to use well defined mortality tables, so that 

provision and capital put aside can be adequate. There are several possible alternative providers to 

insurance companies:  

 Pension funds, though, care should be taken about capital adequacy requirements. Countries that 

decide for pension funds providing annuities should make sure that appropriate prudential 

regulation is in place to protect retirement income.  

 Separate financial institutions: though, these may lack the broad-based business 

 A single entity or state annuity fund. This alternative is attracting interest among policy makers, 

though the issue of how to combine a state annuity fund and life insurance companies competing 

in the same market may need to be considered further. In this sense, a state annuity fund should 

not crowd out private financial institutions and it should avoid reducing incentives to develop 

private markets. Countries with small or non-existent annuity markets could institute a 

centralised annuity provider, but should allow insurance companies and other providers to enter 

the market, guarantee full equal competition, and the role of the centralise annuity provider 

should dwindle down as market develops. 

To conclude, the ultimate goal of improving the design of DC pension plans is to protect retirement 

income derived from DC pension plans in a world of uncertainty. In order to achieve this, the main policy 

recommendations to policymakers and regulators are: first, set up your target replacement rate from your 

DC pension given the overall structure of the pension system in your country. Then set contributions and 

the length of the contribution period accordingly keeping in mind that to reach adequate replacement rates 

people needs to “contribute and contribute for long periods”. Afterwards, focus on asset allocation 

strategies. In particular, if contribution periods are short or intermittent, or concerns about replacement 

rates falling sharply for people close to retirement when a negative stock market occurs is a main policy 

issue, establish default life-cycle investment strategies that reduce exposure to equities in the last decade 

before retirement. 
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I. Introduction 

According to Article 2 (2) of the CEIOPS’ Articles of Association, the purpose of 
CEIOPS is to advise the European Commission on policy issues regarding 
insurance and occupational pension funds supervision and to offer its members a 
forum for co-operation and exchange of information about supervised 
institutions. This purpose is to be achieved by inter alia serving as a platform for 
exchange of experience and co-operation of the Member States on issues of 
interest and compilation of reports on questions of mutual and general interest. 

 

In line with the Articles of Association, the tasks of CEIOPS include: the 
development of a common understanding of the IORP Directive among Member 
States and the carrying out of preparatory work in the light of the objectives of 
CEIOPS when dealing with the issues related to pension funds supervision. In 
order to perform its tasks, CEIOPS is required to analyse the current status of 
the pension savings institutions in relation to the relevant EU legislation.  

 

CEIOPS has therefore decided to undertake a close examination of specific 
national rules regarding outsourcing by the Institutions for Occupational 
Retirement Provisions (“IORPs”). 

I.1.  Legal background 

Directive 2003/41/EC of the European Parliament and of the Council of 3 June 
2003 on the activities and supervision of institutions for occupational retirement 
provision (hereafter referred to as “the Directive”) recognises the possibility for 
IORPs to transfer some or all of their activities to a 3rd party service providers. In 
several provisions of the Directive the transfer of activities by the IORPs to a 3rd 
party is explicitly referred to as “outsourcing”. 

 

Apart from allowing the IORPs to outsource their activities, the Directive 
explicitly requires the Member States to give their Competent authorities 
necessary powers for effective supervision in case of outsourcing. The various 
references included in the Directive in this regard are as follows: 

 

Recital 25: “Where an institution for occupational retirement provision has 
transferred functions of material importance such as investment management, 
information technology or accounting to other companies (outsourcing), it should 
be possible for the rights to information and powers of intervention to be 
enlarged so as to cover these outsourced functions in order to check whether 
those activities are carried out in accordance with the supervisory rules.” 

 

Article 9 (4): “A Member State may permit or require institutions located in its 
territory to entrust management of these institutions, in whole or in part, to 
other entities operating on behalf of those institutions.” 
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Article 13: “Each Member State shall ensure that the Competent authorities, in 
respect of any institution located in its territory, have the necessary powers and 
means: 

… 

(a) to supervise relationships between the institution and other 
companies or between institutions, when institutions transfer 
functions to those other companies or institutions (outsourcing), 
influencing the financial situation of the institution or being in a 
material way relevant for effective supervision;” 

 

Article 13: “Each Member State shall ensure that the Competent authorities, in 
respect of any institution located in its territory, have the necessary powers and 
means: 

… 

(b) to carry out on-site inspections at the institution's premises and, 
where appropriate, on outsourced functions to check if activities 
are carried out in accordance with the supervisory rules.” 

 

Article 19 (1): “Member States shall not restrict institutions from appointing, for 
the management of the investment portfolio, investment managers established 
in another Member State and duly authorised for this activity, in accordance with 
Directives 85/611/EEC, 93/22/EEC, 2000/12/EC and 2002/83/EC, as well as 
those referred to in Article 2(1) of this Directive.” 

 

Article 19 (2): “Member States shall not restrict institutions from appointing, for 
the custody of their assets, custodians established in another Member State and 
duly authorised in accordance with Directive 93/22/EEC or Directive 2000/12/EC, 
or accepted as a depositary for the purposes of Directive 85/611/EEC. 

The provision referred to in this paragraph shall not prevent the home Member 
State from making the appointment of a depositary or a custodian compulsory.” 

I.2.  Objective and methodology of the survey  

The topic of outsourcing has been given certain importance by supervisory 
authorities in the financial services field as can be seen from the various 
standards and guidelines issued on this area:  

 Committee of European Banking Supervisors (CEBS), Guidelines on 
outsourcing (14 December 2006)  

 The Joint Forum – Basel Committee on Banking Supervision (BCBS), 
International Organization of Securities Commissions (IOSCO), 
International Association of Insurance Supervisors (IAIS), Outsourcing in 
Financial Services, February 2005 

 International Organisation of Securities Commissions (IOSCO), Principles 
on Outsourcing of Financial Services for Market Intermediaries, February 
2005 
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None of the above standards and guidelines, however, covers directly the area of 
occupational pensions. It is so despite the fact that the outsourcing is a big issue 
also in the occupational pensions industry.  

 

The main aim of this project is to map the various approaches to the issue of 
outsourcing in different CEIOPS member and observer countries (hereafter 
referred to also as ‘Member States’ or ‘countries’). The mapping exercise is 
carried out in the light of the relevant provisions of the Directive.  

 

Accordingly, the objectives of this survey are as follows: 

 to identify how the legislation of Member States treats the different 
functions of IORPs in terms of the possibility to transfer these functions to 
3rd party service providers; 

 to determine the approach to outsourcing and analyse what requirements 
are applied or intended to be applied (if any) by Member States in terms 
of the Directive; 

 to analyse the requirements applied by the national laws of Member 
States beyond the Directive, as an issue of mutual and general interest; 

 to find out whether the current regulation of outsourcing in the Directive 
causes any obstacles to the common market or requires any clarification 
from the European Commission. 

 

In order to achieve the objectives outlined above, the survey collected 
information on how Member States have implemented the relevant provisions of 
the Directive concerning the  transfer of functions of the IORPs activities to a 3rd 
party service providers.  

 

In order to gather information necessary for achieving objectives of the survey, 
a questionnaire covering above mentioned aspects of outsourcing was prepared. 
The questionnaire as well as this Report was drafted by a special outsourcing 
workstream sub-group of the CEIOPS’ Occupational Pensions Committee 
comprised of: 

 

 Slovakia (Peter Pénzeš) 

 Latvia (Ieva Ose) 

 Malta (Marianne Scicluna) 

 Romania (Adina Dragomir, Simona Dascalu) 

I.3. Responding countries 

On 3 March 2008, the questionnaire was sent to all 29 CEIOPS members and 
observers.   Replies from 26 countries were received. Some of the respondents 
provided information on more than one IORP type. Therefore, the total number 
of institutions covered in this Report amounts to 29. The responding countries 
include: Austria, Belgium, Bulgaria, Czech Republic, Denmark, Finland, France, 
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Germany, Hungary, Ireland, Italy, Latvia, Liechtenstein, Lithuania (information 
regarding Pension associations as well as Life assurance companies were used for 
this report), Luxembourg (both Competent authorities in this country - 
Commissariat aux assurances (CAA) and Commission de Surveillance du Secteur 
Financier (CSSF) - provided information), Malta, Netherlands, Norway, Romania, 
Poland, Portugal, Slovakia, Slovenia, Spain, Sweden and United Kingdom.  

Following the discussion on the preliminary results of the March 2008 survey by 
CEIOPS members and observers at their meeting in Bratislava on 15 May 2008, 
it was decided that a brief follow-up questionnaire should be circulated to gather 
more information on certain aspects of outsourcing. At the same time, 
participants were asked to revise their original answers and provide necessary 
corrections. On 20 May 2008 the follow-up questionnaire was sent to CEIOPS 
members and observers. A total of 24 responses were received from the 
following countries: Austria, Belgium, Bulgaria, Czech Republic, Denmark, 
France, Germany, Hungary, Ireland, Italy, Latvia, Liechtenstein, Lithuania, 
Luxembourg, Malta, The Netherlands, Norway, Poland, Portugal, Slovenia, 
Slovakia, Spain, Sweden and United Kingdom. 

Responding countries often included some remarks, comments or made certain 
qualifications when answering the questions in the survey. These are reproduced 
in this Report only when necessary in order to explain some of the findings. 
Otherwise, this Report is limited to providing an overview of main results.  

 

II. Outline of findings 

II.1. Brief characteristics of IORPs  

This section of the survey aimed to get an overview of the main characteristics of 
voluntary occupational pension systems in the surveyed countries. 

 

Respondents were asked to supply information on the proportion of different 
types of plans provided by IORPs established in their jurisdiction (i.e. home 
state IORPs). The answers received show, that there is an equal spread between 
DB and DC countries. Except for in the case of 3 ’old Member States’, DC 
schemes prevail in ’new EU member states’. To note that four countries were not 
able to provide the required data due to the fact that they do not have any 
operational IORPs yet. In one case it was not possible to determine what type of 
plans prevails, since there is one DC protected and one DB plan provided by 
IORPs established in this country. One must also note that the categorisation into 
‘mostly DB’ or ‘mostly DC’ is based on different criteria (mostly number of 
members or amount of assets) depending on the data supplied by each country. 

 

A large majority of countries (22) require their IORPs to obtain a licence before 
they can start operating. For the purpose of this report, obtaining a licence 
entails a formal procedure by which Competent authority grants permission for 
operation to an IORP. It includes a range of actions, involving the assessment of 
compliance with specific requirements prior to granting permission to operate 
(e.g. checking whether proposed members of IORP’s bodies meet fit and proper 
requirements, founders have enough resources and are eligible to establish 
IORP). Mere registration by Competent authority does not qualify as obtaining 
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the licence. Few respondents (4) indicated that IORPs need to get a licence only 
prior to carrying out cross border activities. In one country, IORPs are 
represented by pension foundations and friendly societies. In this country 
friendly societies are required to obtain a licence at their establishment, while 
pension foundations must register with the Competent authority only when 
engaged in cross-border activities and the number of their members exceeds 
100. 

The Czech Republic noted that while foreign IORPs can operate on its territory in 
accordance with the Directive, it is not possible to set up an IORP in the Czech 
Republic. Therefore the Czech Republic was not able to supply relevant 
information necessary for this report. 

 

Countries were also asked to indicate whether their home state IORPs have a 
legal personality. Based on the data provided together with information 
contained in Appendix 3 of the Budapest Protocol it was found that in the 
majority of cases (17) IORPs possess legal personality. Exceptions apply with 
regard to 3 countries where IORPs are set-up under trust (in which case the 
trustees have the legal responsibility for the proper running of the pension 
scheme) and 4 countries where IORPs are set up as contractual based pool of 
assets managed by external bodies. In 5 countries there are two or more types 
of IORPs falling under the Directive. In some cases all of these types possess the 
legal personality, in other cases one of these types of IORPs has a legal 
personality, while the other is not vested with legal personality. One respondent 
noted that their voluntary pension funds have a form of a civil society with no 
legal personality.  

 

II.2. General approach to outsourcing 

The possibility for IORPs to outsource is expressly provided for in Article 9 (4) of 
the Directive. However, the Directive does not provide any specific list of 
functions that are permitted to be carried out externally or prohibited from being 
outsourced by the IORP. The extent of outsourcing by the IORP is thus left at the 
discretion of each country. Accordingly, this part of the survey sought to clarify 
where the different countries draw the line between functions considered to be 
‘core activities’ of an IORP and all other activities that may (transferable 
functions) or must (compulsory transferred functions) be carried out by a 3rd 
party service provider.  

 

The survey revealed that while there are certain similarities, respondents have 
different views as to what they each consider a core or a transferable (voluntary 
or compulsory) activity of an IORP. Based on the survey the following general 
observations can be made in this regard from the responses received. 

 

All respondents consider ‘overall decision making’ and ‘bearing end responsibility 
(being liable)’ as a core function of the IORP. The majority of countries (with 
the exception of 4 countries) also consider the ‘setting of the overall asset 
management strategy’ as a core IORP function. 
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As there are two or more types of IORPs operating in some of the responding 
countries that are in most cases subject to different legislative requirements the 
following figures represent the number of IORPs’ types (maximum 29) rather 
than number of countries (maximum 26). The survey showed that IORPs are 
most often allowed to outsource IT services (27), collection of contributions 
from both employers as well as employees (24), administration of customers’ 
contracts (24), providing information (advising) to members and beneficiaries 
(24), claims administration (23), record keeping (23), investment management 
(22) and performance measurement (21). The majority of respondents also 
indicated that their national legislation provides for the possibility to outsource 
valuation of assets and liabilities (20), preparation of financial statements for 
plan sponsor (20), auditing of processes/reconciliations (20), insurance 
(biometric risks) (19), transfer of pension rights (19), payment of annuities (18), 
advising plan sponsors (18), payment of lump sumps and program withdrawals 
(17) and reporting (16). One respondent specifically indicated that auditing of 
processes can be transferred, while reconciliation is considered a core function. 
Similarly under the legislation of this country and one other country, premium 
setting cannot be carried out by an entity other than an IORP while actuarial 
calculations are allowed to be provided for the IORP by a 3rd party. 

 

However, it is important to note that at the same time some of the above 
functions are considered as core functions in certain other countries, for 
example: IT services (1), giving advice to plan sponsor (2), advising members 
and beneficiaries (3), investment management (3), collection of contributions 
from employees (4), claim administration (4), collection of contributions from 
employers (5), preparation of financial statements for plan sponsor (4),   
payment of annuities (6), valuation of assets and liabilities (6), transfer of 
pension rights (7), auditing of processes reconciliations (4), insurance (biometric 
risks) (7).  

 

Custody of assets is a transferable function but in more than half of the cases 
(17) this function is required to be compulsory outsourced to a 3rd party service 
provider and in the rest of the cases (12) the transfer of such a function to a 3rd 
party service provider is allowed.  It is also interesting to note that the 
respondents were split in their consideration as to whether compliance and 
compliance reporting is a core function (12) or whether this is a transferable 
function (15). The same applies in the case of ‘reporting’ (13 – core, 16-
transferable).  

 

The survey results also show that there are only a very limited number of 
functions required by national law to be carried out externally. Custody (17) 
serves as best example of these mandatory transferred functions. These are 
then followed by investment management (4), auditing of 
processes/reconciliations (3), payment of annuities (4), valuation of assets and 
liabilities (3), premium setting / actuarial calculations (2), compliance and 
compliance reporting (2) and performance measurement (1). 
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Two main different approaches to outsourcing may be identified from the above 
findings: on one hand, there is small number of countries (3) whose legislation 
prevents IORPs from outsourcing the majority of their activities to 3rd party 
service providers.  On the other hand, there is quite a large number of cases 
(12) in which the national regulation requires only limited number of activities (3 
– 5) to be carried out by IORPs themselves and all the rest can be outsourced.  
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Comments: 

* Malta specified the following other administrative activities (item D 13) that are core 
IORP functions under their national legislation - a) monitoring and ensuring that 
payments due to the scheme are effected on due date and in a timely manner b) 
ensuring that all income and disbursements are applied and effected in accordance with 
the IORP documents, c) take action in case where payments due to the IORP are not 
received on due date. Furthermore, Malta identified the following other IORP activities 
(item I) that are core functions under their national legislation: ensuring compliance with 
statutory and other obligations and in accordance with IORP’s documents, ensuring 
documentation is in line with applicable requirements, etc.  

** Italy: column 1 is related to contractual pension funds while column 2 is related to 
open pension funds and pre-existing pension funds. Annuities have to be paid by 
insurance companies authorized to operate by competent authorities; contractual and 
open pension funds may directly pay annuities if they receive the authorization by Covip 
(actually no pension fund has requested any authorization yet).  

 

Furthermore it can be concluded, that in case of DB plans, the number of core 
functions tends to be almost 100% lower than in case of DC plans. Results show 
that the same holds for compulsory transferred functions. However, one must 
bear in mind that in average there are only very few compulsory transferred 
functions in both types of plans. On the contrary, number of transferable 
functions tends to be almost 50% higher in DB plans. One country with 
exceptionally high proportion of core functions has not been taken into account 
for the purpose of the above considerations.  

 

Outsourcing practices according to the type of plan
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(volume of assets, number of plans or members) depending on the data they supplied. 
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Finally, note has to be taken of the fact that not all of the IORP functions 
mentioned in this section are provided for in the national legislation of each 
CEIOPS member or observer – some are mentioned specifically and some 
functions are not catered for.  

 

II.3. Supervision of service providers and powers of Competent authorities vis-à 
-vis service providers 

As shown above, a wide range of an IORP’s functions are allowed to be 
outsourced. Some of the outsourced functions are required by national legislation 
to be exercised by entities that are subject to prudential supervision, others can 
be carried out by entities falling outside the category of supervised institutions. 
In the first case, the IORP and the 3rd party service provider are under the 
prudential supervision of an authority which does not necessarily have to be the 
same for both of these institutions. In the latter case a 3rd party service provider 
might be unsupervised; however, the IORP retains full responsibility for the 
outsourced functions and its Competent authority is vested with some powers 
vis-à-vis the service provider. This issue is dealt with in more details below. 

 

In particular, the survey revealed that functions related to asset management 
(investment management, custody, performance measurement) are most often 
required by national legislation to be carried out by entities that have special 
licences and are under prudential supervision. In one third of the cases (10) the 
same holds for payment of benefits (lump sums, program withdrawals or 
annuities). In all of these cases the 3rd party service providers are usually banks, 
asset managers or life insurance companies. Other transferable functions such as 
administration (including especially collection of contributions from both 
employers and employees, preparation of financial statements for plan sponsor, 
compliance and compliance reporting, auditing of processes) or advising the plan 
sponsor, members and beneficiaries are not required to be performed by licensed 
and supervised entities under the domestic legislation in most of the responding 
countries. These functions can be also transferred to the institutions which are 
not covered by the specific legislative and supervisory framework. 

 

A large majority of respondents (24) indicated that an IORP’s Competent 
authority in their country is able to obtain any data and/or reports necessary to 
fulfil supervisory functions from the 3rd party service provider via the IORP. This 
is catered for in the national legislation and/or in the outsourcing agreements 
concluded between IORPs and 3rd party service providers (see section II.6). Most 
of the Competent authorities (19) also have the power to require the 3rd party 
service provider itself to supply data and/or reports. Competent authorities in 
most of the cases are empowered to carry-out on-site inspections at the 
premises of service providers (21). If any breach of law by a service provider is 
discovered, Competent authorities in several cases (7) are allowed to impose the 
same variety of sanctions (with few exceptions) as on the IORP.  

 

Where, in the same country, the 3rd party service provider is supervised by a 
supervisory authority different from the IORP’s Competent authority, only three 
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countries are specifically allowed to ask the other supervisor to carry out a joint 
on-site inspection on the service provider, while one of them is allowed to ask 
the other supervisor to carry out an on-site inspection on the service provider. In 
2 countries, the IORP’s Competent authority is allowed only to inform the other 
supervisor of its reservations against the conduct of the service provider. Six 
respondents commented that no formal relationship would necessarily exist 
between the IORP supervisor and the other supervisor.  However, one should 
bear in mind that the ultimate responsibility for outsourced functions rests 
always with IORP (see section II.7).  Therefore the Competent authority may 
request the IORP to solve any problems that could arise in relation to the 
outsourced functions.   

 

Finally, the survey revealed that most of the Competent authorities (17) do not 
asses 3rd party service providers from the perspective of concentration risk, i.e. 
whether 3rd parties do not provide their services for too many IORPs. One 
respondent clearly indicated that this assessment is an element in its supervision 
of IORPs and one other Competent authority noted that it considers this aspect in 
the process of authorisation of a new IORP or a change of a 3rd party service 
provider.  

 

II.4. Limitations on outsourced activities 

As mentioned in the Section II.2, in each country there are core IORP functions 
that are not allowed to be transferred to a 3rd party service provider. This part of 
survey, however, aims at exploring also other possible limitations on outsourcing 
of activities by IORPs. Please note that information in this section refers to the 
majority of an IORPs functions. Regulation with respect to some of the functions 
may differ. 

 

While 4 countries commented that they do not impose any obligations on the 
IORP outsourcing any of its functions, the rest of the respondents (18) do impose 
certain obligations on IORPs in this regard. The most common outsourcing 
conditions that are applied on the IORP are as follows: 

- to ensure that the outsourced function is carried out at a proper standard 
(19), 

- to ensure that integrity to its own systems and controls is not prejudiced 
(16), 

- to have procedures in place to assess the performance of the service 
provider on an on-going basis (18), 

- to take proper steps to verify that the entity which will carry out the 
outsourced function is competent and financially sound (15). 

 

The above obligations are followed closely by the obligation on the IORP: 

- to satisfy the Competent authority if and when required that it has taken all 
reasonable steps to ensure that confidentiality will be protected on an on-
going basis under the outsourcing contract (14) 
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- to satisfy the Competent authority if and when required that the service 
provider is committed for the term of the contract to devote appropriate 
resources to provide the indicated functions (12) 

- to have contingency plans in place to enable the IORP to set up new 
arrangements quickly if the contract for outsourcing is suddenly terminated 
or if the service provider fails (10) 

 

In some states the IORP is also subject to certain other country specific 
obligations.  

 

In almost half of the cases (14) it is allowed for an IORP to transfer some of its 
activities to another IORP, while in the remaining cases (10) this is not possible. 
One respondent stated that this issue is not explicitly catered for in its national 
legislation, while in another 2 cases this issue is not considered relevant / 
applicable since the pension scheme and the IORP are the same given the trust 
system. From the explanatory comments provided by Belgium and Romania it 
seems that in these countries IORPs must primarily carry out its own activities 
and only secondarily serve as a 3rd party service provider for other IORPs. 

  

In a few countries legislative limitations on the outsourcing of certain functions to 
certain service providers are justified predominantly by the desire to eliminate 
potential conflicts of interest. These limitations seek to prevent the concentration 
of namely the following functions in the hands of one 3rd party service provider: 

- independence is required between the asset management and custody 
service provider,  

- custodian must be independent from the insurance IORP, 

- employees involved in trading and risk assessment may not participate in 
the performance of activities and internal control, calculations of results, 
risk management, preparation of management reporting. 

 

The survey also found, that in general, the Competent authorities do not have 
powers to develop rules preventing conflicts of interest beyond those stipulated 
in national primary legislation. However, the national legislation vests these 
Authorities with some discretion in regard to outsourcing enabling them to 
impose limitations on an ad-hoc basis. This includes the power of Competent 
authorities to prevent the transfer of IORP functions to the 3rd party service 
provider in order to: 

- prevent conflicts of interest or any potential restriction of professional 
independence,  

- protect the interests of members and beneficiaries, 

- protect the custodian from being hindered in exercising its duties, 

- protect the Competent authority from being prevented or hindered in 
exercising effective supervision over IORPs. 
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Furthermore, 8 Competent authorities indicated that their national legal 
framework allows them to order an IORP to outsource some of its activities. Such 
measure is, however, allowed only on an individual basis and serves as a 
sanction/remedy mechanism.  

 

The survey also examined possible geographic limitations of outsourcing. It 
revealed that more than one third of the respondents require the custodian to be 
located in the EU/EEA. Furthermore, three countries indicated that asset 
management can be outsourced only to an EEA based investment manager.  

II.5. Main Administration of the IORP  

The survey also sought to establish how Member States have addressed the 
issue of where the administration of an IORP is located following the definition of 
Home Member State in Article 6 of the Directive which states that the Home 
State is the EU country where the IORP has its main administration. Please note 
that information in this section refers to the majority of an IORP’s functions in 
each country. Regulation with respect to some (minority) of the functions may 
differ. 

 

The survey found that different countries have addressed this in different ways 
and it is not clear in all cases what ‘local presence’ requirements are required of 
IORPs in different Member States:  

 

- 9 countries stated that the home state is where the IORP is registered or 
has its registered office or its main administration. One of these  countries 
specified that board meetings must be held at the registered office; 

- 2 countries require that the head office of the IORP and/or its central 
headquarters are located in the home state for the IORP to be deemed as 
being administered in that state; 

- 5 countries require that the administration or asset manager is located in 
the respective jurisdiction;  

- 2 countries deal with this on a case by case basis. One of these countries 
elaborated that the decisive criteria would be that the Competent authority 
can continue to carry out adequate supervision, having easy access to 
records and management; 

II.6. Mechanism of outsourcing 

Please note that information in this section refers to the majority of an IORP’s 
functions in each country. Regulation with respect to some (minority) of the 
functions may differ. 

 

The respondents are nearly split in their approach to the procedure that must be 
undertaken by IORP before the actual transfer of functions occurs. In 14 cases, 
the outsourcing of IORP’s functions is subject to approval by the Competent 
authority or notification (priori or ex-post) to it and in 9 cases, no approval of the 
Competent authority is required regarding the transfer of an IORP’s function.   
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In the former scenario, more than half of the countries (8 out of 14) require 
IORP to get a prior approval before the actual transfer of functions can happen. 
However, in two countries this applies only with respect to the transfer of certain 
functions, such as custody and asset management. For the transfer of other 
functions, these two countries require an ex-post notification. In three cases ex-
post notification suffices and one state requires prior notification, however, only 
when outsourcing to a custodian.  

 

The rest of the respondents (9) indicated that no such notification or approval 
procedure must be followed in their countries. However, some of these 
respondents pointed out, that there are certain other requirements with a similar 
effect.  

 

Subcontracting of the transferred activity by the 3rd party service provider (chain 
outsourcing) is allowed in slightly less than a half of the cases (12). Moreover, 
there are several cases (9) where the national primary law is silent on this issue 
and the chain outsourcing is allowed in practice subject to certain conditions, 
such as ensuring that the Competent authority shall have the right to obtain 
information it might need from the subcontractee or that the IORP still has the 
necessary powers to issue instructions and obtain information from the 
subcontractee.  

 

Four respondents indicated that chain outsourcing is not allowed under their 
national legislation. In a further two cases this issue is not expressly regulated 
by law. In these cases, respective Competent authorities do not allow IORPs’ 3rd 
party service providers to enter into subcontracting agreements. One of these 
cases indicated that this approach is justified by other provisions of its prudential 
law regulating the overall design of the IORPs. Only five countries allowing 
subcontracting of the transferred activity indicated that this arrangement is 
subject to a prior an ex-post notification. In one case prior approval is required. 
In all other cases no formal approval by Competent authority or notification to it 
is required. 

 

A majority of the respondents (17) indicated that their legislation or Competent 
authority requires IORPs to have a legally enforceable document for any 
outsourced activity. Outsourcing arrangements are mostly based on a contract 
concluded between the IORP and a 3rd party service provider. A written form of 
the contract is required in most of surveyed countries (20). Relevant national 
legislation provides also for the minimum content of such outsourcing contract. 
In 13 countries the respective law or binding instrument issued by the 
Competent authority prescribes requirements on exit provisions, 10 countries 
have minimum data protection requirements set in the law and 4 countries 
impose explicit or implicit costs ceilings. There are many other issues that the 
national laws in the respective countries require to be included in this type of 
contract, such as: 

- confidentiality clause,  
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- information duty of the 3rd party service provider, its cooperation with 
auditor and Competent authority, 

- possibility for Competent authority to carry out on-site inspections at the 
premises of 3rd party service provider,  

- requirement to keep all books in IORP’s home country, 

- requirements to safeguard continuity, 

- governance rules, 

- obligation to inform the IORP in case of problems, 

- necessary powers for the IORP to issue instructions and obtain 
information, 

- rules on remuneration/compensation, 

- limitation with respect to duration of outsourcing contract, 

- the applicable law, 

- jurisdiction clause. 

 

Four countries indicated their legislation and Competent authority do not impose 
any requirements in regard to the outsourcing contract. 

II.7. Responsibility for outsourced functions 

All respondent countries indicated that under their national legal framework the 
IORP still remains ultimately responsible for a function which it has outsourced to 
a 3rd party service provider. The same holds true for trustees in case of pension 
trusts as well as for compulsory outsourced functions. Only one country indicated 
that in case of compulsory outsourcing the responsibility for transferred functions 
is with the service provider. 

 

Since all the respondents have indicated that IORP retains its responsibility for 
functions outsourced to the 3rd party service providers, no case may arise where 
a Competent authority is unable to obtain any information necessary for 
fulfilment of its supervisory duties either from service provider or the IORP itself. 
Thus it can be concluded that all Competent authorities have the necessary 
powers and means to check whether outsourced activities are carried out in 
accordance with the supervisory rules. 

  

II.8. Providing information to members and beneficiaries with respect to 
outsourcing 

Please note that information in this section refer to the majority of an IORP’s 
functions in each country. Regulation with respect to some (minority) of the 
functions may differ. 

 

Most countries (18) responded that their IORPs are not required by the national 
legislation to provide any information to members and beneficiaries in relation to 
outsourcing of activities. In few countries (4) the IORP must inform members ex-
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post on the functions carried out externally. In three countries this information 
must be given in advance but only with respect to certain functions of the IORP.  

 

II.9. Cross border outsourcing 

None of the respondents have in place any specific rules with regard to cross-
border outsourcing other than have already been discussed in connection with 
geographic limitations of this activity (see section II. 4 of this Report). One 
country noted that the Competent authority is allowed to conclude collaboration 
agreements with other authorities with respect to implementing the rules 
applicable to IORPs. 
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III. Conclusions 

The survey revealed that all Member states allow IORPs established within their 
jurisdiction to outsource some of their functions to 3rd party service providers. 
Despite certain similarities, Member States have different views to a majority of 
issues in the regulation of outsourcing. Thus only general observations can be 
made in this respect:  

 

1. In all countries, IORPs retain final responsibility for any outsourced 
functions. The majority of countries consider ‘overall decision making’ and 
‘bearing end responsibility (being liable)’ along with the ‘setting of the 
overall asset management strategy’ as a core function of the IORP. 
However, countries differ in their consideration of what other activities are 
considered as core or transferable. 

 

2. While many of the IORP functions are considered by various countries as 
transferable (e.g. IT, investment management, payment of annuities etc.), 
there is no single common approach among Member States in this respect. 
A function considered transferable by one country can be considered core 
in another country. Such a different approach could be caused by the 
inherent differences between different pension schemes. The Report 
analysed existing differences between DB and DC plans and revealed that 
in case of the former more functions are allowed to be transferred than in 
the latter case. Nevertheless the deeper rationale for different approaches 
existing in different Member States was not analysed.  

 

3. All countries considered custody of assets as a transferable function. 
However, approaches differ considerably as to whether such activity is 
compulsory outsourced to a 3rd party service provider or transfer is 
voluntary. 

 

4. Divergence was also revealed as to the type of service providers to whom 
functions can be outsourced. Some countries require certain functions – 
mostly those directly related to the IORP’s core activities - to be 
outsourced to the entities established under specific legal framework and 
being supervised by Competent authorities within this framework 
(supervised entities) while other functions (mostly overall functions which 
are not directly related to the IORP core activities) can be carried out by 
undertakings which do not fall under specific prudential supervision. 

 

5. Competent authorities have different powers over the service provider to 
whom the function is outsourced. Most of them, however, have a power to 
carry out on-site inspections in 3rd party service providers and obtain all 
necessary reports directly from them. Moreover, the ultimate responsibility 
for outsourced functions is borne by the IORPs in all Member States. 
Consequently, IORPs have to manage all possible problems arising from 
outsourced functions and provide all the requested information to their 
Competent authorities. Thus it can be concluded, that all Competent 
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authorities have the necessary powers and means to check whether 
outsourced activities are carried out in accordance with the supervisory 
rules as required under Article 13 (d) of the Directive.  

 

6. Almost all countries require outsourcing to be subject to a written 
agreement. Requirements regarding contents of this written agreement 
vary amongst Member States. Approximately a half of the countries make 
the validity of outsourcing agreement subject to the prior approval of the 
Competent authority or notification to it, while the rest prescribes no such 
requirement.  

 

7. The majority of countries impose various obligations on the IORP with 
respect to the outsourced function and the service provider that is 
appointed to carry out the function in question. However, obligations 
imposed vary between these countries.  

 

8. In only a half of the countries it is possible for an IORP to outsource some 
of its functions to another IORP. Chain outsourcing is allowed in large 
majority of countries.  

 

9. Geographic limitations on outsourcing seem to apply namely in the area of 
custody and also to a more limited extent in the area of asset 
management. In both cases outsourcing is quite often possible only to the 
3rd party service providers located in the EEA.  

 

10.The issue of the location of the administration of the IORP seems to be 
addressed differently across Member States.  

 

Pursuant to Article 13 (b) of the Directive each Member State shall ensure that 
the Competent authorities have the necessary powers and means to supervise 
relationships between an IORP based in its territory and a 3rd party service 
provider. Information with regard to many different aspects of outsourcing that 
was supplied for the purpose of this report indicates that none of the Member 
states is in violation of this obligation. It needs to be pointed out, however that 
for this purpose, the Directive is not very clear in as to what exactly should be 
considered as relationships between IORPs and 3rd party service providers.  

 

It can be concluded that there is a wide range of legislative and supervisory 
approaches among the Member States regarding outsourcing. This project has 
completed a fact finding exercise and has not analysed the rationale for different 
approaches taken by Member States. 

 

Albeit the analysis shows that there are differences in what is considered to be a 
core or transferable function of an IORP, whether it should be transferred 
voluntarily or mandatorily, whether these functions have to be performed by 
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specific type of service provider and points out differences in supervisory 
approaches toward 3rd party service providers, these do not seem to represent 
any obstacles for the functioning of the common market in this area. No 
immediate actions from CEIOPS or the European Commission are required.  
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